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The Future of New Zealand’s Accident
Compensation Scheme

by Richard S. Miller*

Whenever I walk in a Wellington Street
I'm ever so careful to watch my feet;

For the broken glass chat’s scattered around
The fruits of labourers high off the ground.
And I squint my eyes as dust flies fast
From another grave of a building past.

I daren’t slow down, or come to a halt,

Or I might get hit by a flying bole.

If a worker’s shed on a platform high,
Should happen to catch my wary eye,

I cross the road to miss the terror,

As it crashes down—human error!

I move on fast to avoid the trouble

That's parcelled up in construction rubble,
And masonry pieces that rocket down
From the tower blocks that litter the town.
And as I walk, my head’s held high,
searching for workers against the sky,

Who watch from above and grow!, “He's mine,
As soon as he’s silly and comes into line.”
So whenever I walk in a Wellington Street,
I'm ever so careful to watch my feet.

From Editorial, A A Milne's Wellington>*

In lace 1986 and in 1987 there was in New Zealand a public furor over
shatp increases in levies imposed on employers to support New Zealand's
unique total non-fault accident compensation system—a furor which rivaled in
intensity and media coverage® the tort and liability insurance “crisis” in the

* Professor of Law, William S. Richardson School of Law, University of Hawaii. The author
wishes to thank the administration, faculty, and staff of the Faculty of Law of the Vicroria Uni-
versity of Wellington for their generosity in making their facilicies available to the author during
his stay in New Zealand and, particularly, to thank Senior Lecturer John Miller for his comments
on the status of proposed amendments to the Accident Compensation Act and on other related
issues.

! Dominion (Wellington, N.Z.), Oct. 24, 1987, at 8, col. 1.

3 See infra notes 124-37 and accompanying text.
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United States. It is the putpose of this article to examine the problems which
led to the New Zealand controversy and cheir causes, and to discuss some solu-
.tions proposed by the New Zealand Law Commission, by me, and by others as
well as possible implications of the New Zealand experience for reform
elsewhere.

I. INTRODUCTION

The New Zealand Accident Compensation Act® establishes a comprehensive
no-faule scheme (Compo) for compensating accident victims. In exchange for
substantial benefits including virtually complete medical and rehabilitation ex-
penses, substantial wage replacement for earners whether they are injured on or
off the job, and payment of some noneconomic losses, accident victims in New
Zealand have largely given up their common law right to sue in tort for dam-
ages for personal injuries.*

* Originally Accident Compensation Act, 1972, 1 N.Z. Seat. 521 (1972), as amended. This
act was consolidated and amended by Accident Compensation Act, 1982, 3 N.Z. Scac. 1552
(1982), and its subsequent amendments.

There has, of course, been considerable interest in and discussion about the Act by academics
and practitioners both inside and outside New Zealand. See, e.g., A. BLAR, ACCIDENT COMPENSA-
TION IN NEW ZEALAND (1978);T. IsoON, ACCIDENT COMPENSATION: A COMMENTARY ON THE NEW
ZEALAND SCHEME (1980) {hereinafter T. ISONJ; G. PALMER, ACCIDENT COMPENSATION: A STUDY
OF LAwW AND SOCIAL CHANGE IN NEW ZEALAND AND AUSTRALIA (1979) [hereinafter G. PALMER,
ACCIDENT COMPENSATION}; J. STAPLETON, DISEASE AND THE COMPENSATION DEBATE (1986) {here-
inafter J. STAPLETON}; Henderson, The New Zealand Accident Compensation Reform, 48 U. CHI. L.
REv. 781 (1981) [hereinafter Henderson}; Blair, The “Accident” of a Heart Attack, 1982
N.Z.L.J. 199; Brown, Deterrence in Tort and No-Fault: The New Zealand Experience, 73 CALIF. L.
Rev. 976 (1985) [hereinafter Brown}, Fleming, Is There @ Future for Tort?, 58 AustL. LJ. 131
(1984); Gaskins, Tort Reform in the Welfare State, 18 OsGOODE HALL LJ. 238 (1980); Gellhorn,
Medical Malpracsice Litigation (U.S.)—Medical Mishap Compensation (N.Z.), 73 CORNELL L. REV.
170 (1988) {hereinafter Gellthom); Klar, New Zealand's Accident Compensation Scheme: A Tort
Lawyer's Perspective, 33 U. TORONTO LJ. 80 (1983) [hereinafcer Klar); Love, Actions for Non-
physical Harm: The Relationship Between the Tort System and No-Fault Compensation (With an
Emphasis on Workers' Compensation), 73 CALIE. L. REV. 857, 876-77 (1985) {hereinafter Lovel,
Miller, The Accident Compensation Act and Damages Claims, 1987 N.Z.L.J 159, 184; Palmer,
Dangerous Products and the Comsumer in New Zealand, 1975 N.Z.L.J. 366; Pedrick, Palmer's
Compensation for Incapacity: The New Zealand and Australian “No Fault' Story, 1981 UTAH L.
REv. 115; Vennell, Informed Consent or Reasonable Disclosure of Risks: The Relevance of an In-
formed Patient in the Light of the New Zealand Accident Compensation Scheme, 13 N.Z.R.L. 160
(1987) [hereinafter Vennell, Informed Consent}, Vennell, Problems of New Zealand’s No-Fault Ac-
cident Compensation Scheme, 22 Law SOC. J. 44 (1984); Vennell, Unlocking the Turntable, 1975
N.ZLJ. 277; Vennell, Some Kiwi Kite-Flying, 1975 N.Z.L.J. 254.

4 Accident victims retain their rights to sue for punitive damages, see infra note 205 and
accompanying text, and there may remain a residual right of some medical malpractice victims
who are found not to have suffered “injury by accident™ or “medical misadventure” to bring a
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There can be no doubt that Compo achieves significant compensation goals
which are clearly not well served by the common law tort liability system: vircu-
ally all accident victims are covered; all reasonable medical and rehabilitation
needs are provided; wage replacement for injured earners is substan-
tial—amounting to eighty percent of the earnings loss for most earners, continu-
ing if necessary until retirement; and compensation for most victims is promptly
paid when and as needed.®

On the other hand, other goals—deterrence of accidents® and justice and
fairness in the settlement of disputes arising from accidents—as well as other
significant but less well recognized benefits of the common law system, are
pootly served by Compo or not served at all.

The reasons for these differences are, of course, that on the one hand the
common law tort liability system, particularly insofar as it is based on negli-
gence, does not purport to be a compensation system, except conditionally and
incidentally,” and, on the other hand, that Compo is intended to serve primarily
as a compensation system. Indeed, Compo does not purport to serve justice
goals at all nor does it serve accident prevention goals (except in the most atten-
uated and insignificant way) though it pretends to do so.®

Nevertheless, if the common law system, as some have alleged, serves deter-
rence goals poorly or not at all, then arguably it would also follow that because
of its heavy costs it should be replaced by a system like Compo,? notwithstand-
ing the extent to which the common law might serve justice or other goals in
some instances. In that event the game (tore liability) would probably still not
be worth the candle. Conversely, however, it would be even greater folly to
adopt Compo and concutrently scrap the common law system, as New Zealand
has done, until either the ineffectiveness of the tort system as a deterrent to

common law action. See Vennell, Informed Consent, sapra note 3.

® See infra text accompanying notes 16-66.

® See infra notes 189-246 and accompaaying text.

7 G. PALMER, ACCIDENT COMPENSATION, supra note 3, at 35; Miller, The Scope of Liability for
Negligent Infliction of Emotional Distress: Making “'The Punishment Fit the Crime”, 1 U Haw. L.
REV. 1, 23 (1979). . Owen, Deterrence and Desers in Tort: A Comment, 73 CAUF. L. REV. 665,
674 (1985). See Gordon v. Parker, 83 F. Supp. 40, 42 (D. Mass. 1949) (“Tort law, like its
younger brother criminal law, was sired by a policy of regulating the social order and substituting
legal process for self-help. To be sure, tort law also always has a compensatory element. Bue that
is of secondary consequence . . . .") (Wyzanski, D.J.) (citation omitted).

8 See infra text accompanying notes 188-203.

® See Sugarman, Doing Away With Tort Law, 73 CAUF. L. REV. 555 (1985) [hereinafer
Sugarman}. See generally Symposium: Alternative Compensation Schemes and Tort Theory, 73 CALIF.
L. Rev. 548 (1985). Cf. Zuckerman, Tort Reform, US. NEws & WORLD REp, Sept. 7, 1987, at
68 (recommending adoption in the United States of a no-fault accident compensation scheme like
New Zealand’s).
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accidents has been demonstrated™® or until a reasonably well-tested accident pre-
vention alternative is in place,

Ideally, since Compo has been in operation in New Zealand since 1974, we
should have had the data necessary to assess whether elimination of the com-
mon law tort system has in fact had any impact on accident rates. Unfortu-
nately, however, the data is not available.!* The only study to date!? seems
inconclusive at best and there are reasons to question even its tentative
conclusions, 2

It is my principal thesis that the almost complete abolition of tort liability for
personal injury in New Zealand has led to a serious failure of deterrence, to an
increase in accidents and accident rates which has probably contributed signifi-
cantly to a sharp increase in the costs of Compo, and to the attendant public
crisis. Based upon this thesis, I have proposed that the tort system be reintro-
duced in New Zealand to supplement Compo. This proposal, contained in a
submission in 1987 to the New Zealand Law Commission,** is described and
discussed below along with the Law Commission's own recent proposals for
reform of Compo. Finally, the New Zealand experience will be discussed in

'* There is reason to believe that the tort system as it existed in New Zealand prior to the
adoption of Compo was in fact fairly ineffectual as a deterrent to accidents. Thus, for example, in
1967 only nine million dollars was spent by owners of motor vehicles in New Zealand for com-
pulsory third-party insurance. THE ROYAL COMMISSION OF INQUIRY, COMPENSATION FOR PER-
SONAL INJURY IN NEW ZEALAND 229 app. (1967) [hereinafter WOODHOUSE REPORT). And in
1970 compulsory third-parcy auco insurance for a private motor vehicle was only $7.90 per year.
G. PALMER, ACCIDENT COMPENSATION, supra note 3, at 83. This may have been the result of a
system where there is no contingent fee allowed in personal injury cases, where the losing party is
chargeable with costs, induding legal fees of the winning party, and where chere is therefore
significanc financial hazard to pursuing a personal injury action and lidle risk in being inade-
quately insured. Under such a system there may be lictle direct deterrence by way of individual
concern for the consequence of liability and little by way of general decerrence to raise the cost of
driving. If chis is correct, then the advent of Compo and the eliminacion of the personal injury
tort action would not have had an important impact on deterrence, of which there was very little
even before Compo.

Indeed, while commenting during a faculty seminar led by the author at Victoria University on
his perception chat Wellington was an unusually unsafe and hazardous place and suggesting thac
the absence of a tort action may have reduced or eliminated the motivation for safety, a senior
staff member of the Law Commission remarked that New Zealand had always been chac way,
even before Compo.

' G. PALMER, ACCIDENT COMPENSATION, supra note 3, at 378-80; Brown, supra note 3, at
980.

* Brown, supra note 3, at 960.

18 See infra note 325. .

M Submission by R. Miller to the Director, New Zealand Law Commission, on the New
Zealand accident compensation scheme, (May 15, 1987) [heteinafter Submission to Law Com-
mission) (available in Faculty of Law Library, Victoria University of Wellington). See alse Miller,
Plugging the ACC's Biggest Leak, Nac'l Bus, Rev., July 24, 1987, at 17, col. 1.
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relation to the ongoing debate on tort reform in the United States.

II. A DESCRIPTION OF THE ACCIDENT COMPENSATION SCHEME

While che details of Compo have been well-described elsewhere,’® a sum-
mary of its basic features and its policy objectives, particularly as compared with
the common law tort/liability insurance system, will prove useful here.

A. Mafor Features

In general, Compo provides compensation, without regard to fault, to0 New
Zealanders and to others present in New Zealand who suffer personal injury or
death as a result of “'injury by accident.”*® The Act, however, prohibits com-
mon law tort actions to recover compensatory damages for personal injury or
death covered by Compo; that is, caused by “injury by accident.””*? What con-
stitutes an accident, for purposes of the Act, is determined from the victim’s
point of view. Thus, injuries caused by intentional torts as well as injuries
caused by negligence, medical misadventure (including most medical malprac-
tice), product defect, and pure accident are covered along with certain industrial
diseases and industrial deafness.’® In consequence, Compos’ coverage for non-
illness caused injuries and disablement is almost universal, excluding only some
self-inflicted injuries, some injuries caused in the commission of a crime, and,
possibly, some adverse consequences of medical treacment and of failure by a
medical professional to diagnose illness or to secure an informed consent.!® The
corollary is that the abolition of tort actions to recover damages for personal
injuries is, likewise, virtually complete.

1. Benefits

Benefits under the scheme fall into five categories: earnings-related compensa-
tion (ERC), medical expenses, rehabilitation expenses, noneconomic losses, and
other miscellaneous costs of accidents.

18 See, e.g., G. PALMER, ACCIDENT COMPENSATION, supra note 3; Henderson, supra note 3.

18 Accident Compensacion Act, 1982, § 26.

14§27,

18 See generally G. PALMER, ACCIDENT COMPENSATION, supra note 3, at 249-62; T. ISON, supra
note 3, ar 18-39.

1 Vennell, Informed Consent, supra note 3.
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a. Earnings-Related Compensation®®

In general, the Act provides for payment of eighty percent of lost wages or
earnings after the first week of incapacity for eamers (including the self-em-
ployed) whether they are injured on or off the job. Where the injury is work-
related the employer must pay the first week’s ERC. There is a ceiling on the
total amount of wages eligible for ERC, which transiates into a weekly maxi-
mum of ERC payments. As of June, 1987, the maximum payment was $976%!
per week.

ERC may continue as long as needed until retirement age.?® Of particular
interest is a provision, designed to insure that the receipt of ERC in lieu of
wages does not discourage rehabilication, which probibits a reduction in ERC,
even though the victim's earning capacity increases, once a assessment is made by
the Accident Compensation Corporation (ACC)?® thae an earner is permanently
disabled.** Once an earner has been deemed permanently incapacitated, he or
she may be entitled to periodic percentage increases in weekly ERC payments,
ordinarily based upon increases in the cost of living.?®* While such increases
have not necessarily kept pace with the cost of living, they have been fairly
generous,*®

While New Zealand earners are thus entitled to rather fulsome benefits to
compensate for their lost earnings, others who suffer injury by accident either do
not receive ERC or may receive benefits which fall well below their actual earn-
ing capacity. These include visitors to New Zealand®? and those, such as house-
wives, children, the elderly, and the long-time unemployed who, notwithstand-
ing their earning capacity, either do not have earnings or have only meager

20 See Accident Compensation Act, 1982, §§ 52-71, as amended.

31 ACCIDENT COMPENSATION CORPORATION, UNINTENTIONAL INJURY: NEW ZEALAND'S ACCI-
DENT COMPENSATION SCHEME 32 (1987) (hereinafcer UNINTENTIONAL INJURY]). Except where oth-
erwise indicated, dollar amounts are in New Zealand dollars. Ac the times referred to in this
article the exchange rate was about N.Z.$1.00 = U.5.$0.58 or 0.59.

2 Accident Compensacion Act, 1982, § 66. The date of termination of ERC benefits may vary
according to the age of the earner at the time of the accident and the earner’s retirement age.
New Zealand provides significant tetirement benefits (superannuation) for New Zealand workers.

3% The Accident Compensation Corporation is a governmencal entity which adminiscers the
Accident Compensation Act. I4. §§ 4-10.

M Id. § 60(5). Note that increases in weekly compensacion are permitted where it is deter-
mined that the capacity of a person deemed permanently incapacitated has deteriorated. I4. §
60(4).

* Id. § 60(7). These increases are effected through Orders in Council issued by the Govemnor-
General on the recommendation of the Governmenc.

18 See, e.g., Order in Council 1986/130 (June 30, 1986) (11.25 percent); id., 1987 (May 15,
1987) (9.4 percent).

37 Accident Compensation Act, 1982, § 52(2)().
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earnings at the time of their injuries.?®

b. Medical, Hospital, and Other Related Expenses

Virtually all medical and surgical treatment, hospital care, and pharmaceuti-
cals required as a result of an injury by accident will be provided or reimbursed
either under the general social security system of New Zealand, by the ACC, or
by both.?® The public health system generally provides very low fees to physi-
cians (about $14.25 per visit)®® and its hospital system has been subject to
considerable complaint.®* Compo covers the amounts of medical costs in excess
of those paid by the Social Security system up to a total which the ACC deter-
mines are ‘‘reasonable by New Zealand standards.”*?

While the medical benefits paid through Compo are generally more complece
and allow wider options than the public health system, including private hospi-
talization and private surgeons,®® the availability and utilization of public health
benefits for accident victims makes its virtually impossible to tally the health
care costs attributable to accidents. That is, medical costs of accidents may be
covered by the social security system and never identified as accident costs.®*

8 Special provision is made for calculating the payment of ERC to employees or apprentices
who suffer accident while under the age of 20 and who would have eatned greater amounts afeer
age 20, id. § 62, and 1o those who suffer “any loss of potential earning capacity,” id. § 63. The
latter provision, however, only applies to those who, at the time of the accident, are under the age
of 16 or to those who were or had been actively engaged in studying or training for an occupa-
tion, career, or profession and were abouc to embark upon it. I4. § 63(1)(c). It chen sets the
earnings of such persons at a prescribed amount (subject to a discretionary fifty percent increase
for a particular individual) which may provide a considerably lower ERC than might be earned if
the victim's actual potential earning capacity were realized. I4. §§ 63(2), (5).

% UNINTENTIONAL INJURY, supra note 21, at 46-47.

30 See Law COMMISSION, REPORT NO. 4: PERSONAL INJURY: PREVENTION AND RECOVERY, RE-
PORT ON THE ACCIDENT COMPENSATION SCHEME para. 174 (1988) [hereinafter SECOND WOOD-
HOUSE REPORT). The usual fees are about $22 per visic, Id.

31 See, e.g., Busby, Bed crisis looms—Hospital room ‘appalling', Dominion (Wellington, N.Z.),
May 8, 1987, at 10, col. 6. :

3% Accident Compensation Act, 1982, § 75(1)(b); UNINTENTIONAL INJURY, sapra note 21, at
46.

3% Requests for admission to private hospitals have to be specially made to the ACC and
approved. The ACC takes the following position: ““The Corporation . . . is of the opinion that
the public system copes well with urgent surgery. It believes that admission of ACC dlients to
private hospitals should only be for non-urgent surgery, and even then only when adequate ar-
rangements cannot be made for surgery in the public system.” UNINTENTIONAL INJURY, supra
note 21, at 47.

3 See ACCIDENT COMPENSATION CORPORATION, COMPENSATED ACCIDENTS FOR THE YEAR EN-
DED 31 MARCH 1988 1 (1988) (excluding from the accident stacistics for 1988 accidents result-
ing only in medical reatment for which the physician is reimbursed directly by the social security
system).
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Conversely, the system of accounting and paying medical care providers for
medical costs of accidents is not tightly controlled; physicians generally deter-
mine for themselves whether particular patients are being treated for injury by
accident and bulk-bill the ACC for such treatment.®® It is highly probable,
therefore, that some medical costs which are reported and paid by the ACC as
arising from accidents may in fact have arisen from causes, such as iliness,
which are not covered by Compo.

Other medically-related accident expenses which are paid by ACC for acci-
dent victims include dental treatment,® travel expenses to secure medical treat-
ment,?” and damage to artificial limbs, glasses, or clothing.®®

¢. Rebabilitation Expenses

The ACC is given broad responsibility for promoting the complete rehabilita-
tion of accident victims.®® Its function in practice is best stated in its own
words:

In broad terms the total rehabilitation process may encompass medical and
paramedical, vocational, social, financial security and family requirements. It is a
total process that unfolds over time and involves input from many sources. The
rehabilitation services provided by the Corporation is but a segment of this pro-
cess. A primary role of the Corporation is to make the connections between the
injured person and the existing resources and services and, in so doing, provide
the basis for informed choice.

ACC'’s rehabilication coordinators help injured persons to assess their needs and
examine the possible options so that a personal choice can be made. The ideal is
to achieve independent living on the part of the injuted person. Once the needs
have been assessed, the coordinators ensure that those needs are met to the fullest
extent possible. Where necessary the ACC may become a direct provider of re-
sources through financial assistance for housing alterations, motor vehicle adap-~
tions, restraining programmes and the provision of aids for daily living.*°

8 ¢f. Accident Compensation Act, 1982, §§ 75(5) and (6) which, in the cases of certified
medical practitioners and qualified radiologises, physical therapists, and providers of other
paramedical services, authorizes the ACC to pay for their services “without further inquiry as to
whether or not the services were required as a resule of personal injury by accident”” where the
practitioner who has provided or authorized the other providers to furnish services has certified
“that he considers that the services were required as a result of personal injury by accident
R 2

3 1d. § 76.

3 Id. §§ 72-74.

2 1d §77.

3 1d. §§ 36, 37.

40 UNINTENTIONAL INJURY, supra note 21, at 65, 66.
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d. Noneconomic Losser

Because Compo surrendered potentially large awards under the common law
damage action in exchange for adequate and certain, buc less bonanza-like,
compensation, there has from the beginning been a demand from labor unions
to retain and indeed to increase lump sum awards for noneconomic losses to
replace some of the tort damages which have been given up.*! From the begin-
ning, cherefore, the Act has allowed payment of lump sums, in addition to
other compensation for actual economic losses, for “‘permanent loss ot impair-
ment of any bodily function (including the loss of any part of the body)'**2, and
for pain and suffering, loss of amenities, disfigurement, and loss of capacity for
enjoying life.® For non-earners, these noneconomic losses may constitute the
principal compensation, other than medical expenses, paid for disabling
accidents. '

Currently, the permanent loss or impairment of a bodily function is compen-
sated on the basis of a schedule appended to the Accidenc Compensation Act.**
The maximum payable here is $17,000.4® Assessment of the amount of pay-
menc for pain and suffering, disfigurement and loss of enjoyment or amenities
of life is “‘a subjective and discretionary matter.”*® The maximum award for
this category is $10,000.*” Payments may be made from both categories to a
single victim, $27,000 being the maximum award. However, no payments
under these categories for noneconomic loss may be made unless the victim
survives the accident by twenty-eight days. Moreover, entitlement to such pay-
ments do not survive the death of the victim.®

e.  Miscellaneous Benefits

Other benefits payable by Compo include:
(1) ERC to the surviving dependent family members of an earner*® who dies

#1 G. PALMER, ACCIDENT COMPENSATION, supra note 3, at 129. Prior to Compo, workers were
entitled to bring common law actions against their employers and also to seek workers’ compensa-
tion. Id. at 26,

4% Accident Compensation Act, 1982, § 78.

31 §79.

4 Id. at 140 (firsc schedule).

% Id§78.

¢ UNINTENTIONAL INJURY, s#pra note 21, at 58.

47 Accident Compensation Act, 1982, § 79(1).

14, § 78(9) (impaitment); id. § 79(6) (pain and suffering, etc.).

A person who, not being married o the eamer, “'cohabited [with him or her] immediately
preceding the date of the deceased person, and, in the opinion of the Corporation, . . . entered
into a relationship in the nacure of marriage” with the deceased person is included within the
definition of “‘spouse.” Id. § 65(1).
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as a result of injury by accident.®® The surviving spouse is entitled to receive up
to three-fifths of the deceased earner’s ERC, payable until the earner’s entitle-
ment t0 ERC would have ended or upon the death or remarriage of the depen-
dent spouse.®! Dependent children are each entitled to receive up to one-fifth of
the deceased parent’s ERC if one parent remains alive®® or two-fifths if both
have died.®® Dependents of the deceased earner other than the spouse or surviv-
ing children may also be entitled to receive ERC in amounts similar to those
available to a surviving spouse or child.>

(2) Compensation, in such amounts as the ACC “thinks fit for actual and
reasonable expenses and proved losses necessarily and directly resulting from the
{accident victim's} injury or death . . . ."® There are a number of specific
exclusions applicable to this provision, such as property damage,*® the opportu-
nity to make a profit,” and losses arising from inability to perform a contract,®®
but it is not clear what is included.

(3) Compensation to members of the accident victim’s household for substi-
tute household or domestic services to replace those previously provided by the
victim,%®

(4) Compensation for losses or expenses incurred by a person in rendering
help co the accident victim or “in taking any necessary action following and
consequential upon the death of the injured person.™%°

(5) Compensation for “‘constant personal attention” for the victim where
such attendant care is necessary.®*

(6) Compensation for loss of pension or annuity rights upon which the daim-

5 1d. § 65.

5 Id. § 65(2Xa). When a dependent widow or widower remarries, he or she is entitled, if
under 63 years of age, to receive a lump sum equal to two year's of the ERC payments that
would have been payable to him or her had there been no remarriage. Id. § 70.

8 Id. § 65(2)(Db).

5 Id. § 65(4).

% Id. § 65(2)(¢).

58 1d. § 80(1).

¢ 1d. § 80(1)a).

% 1d. § 80(1X(d).

58 1d. § 80(1)e).

5 Id. § 80(2)(a).

Id. § 80(2)(b). “This provision has been interpreted as covering the cost, inter alia, of
hospital visits to give help to the injured person, or of home help to the person in convalescence.
But the emphasis . . . is on giving help to the injured person, and unless it can be said, for
example in the case of hospital visits, that they had a definite therapeutic purpose in giving
‘help’, the expenses cannot be daimed.” UNINTENTIONAL INJURY, supra note 21, at 52.

® 1d. at (3). “It has been held (Accident Compensation Appeal Authority: Decision 595) that
such compensation is limited to cases where the incapacity is so grave that the person is incapable
of care for himself/herself and requires, as a matter of necessity, constanc personal attention.”
UNINTENTIONAL INJURY, supra note 21, at 52,
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ant was dependent, caused by the death of the accident victim, %2

(7) Compensation for funeral expenses for accident victims.®®

(8) Lump sum payments. In the event of death as a result of personal injury
by accident, the surviving spouse, if totally dependent on the deceased, receives
a lump sum of $4,000; partially dependent spouses may receive lesser sums.®*
Surviving dependent children likewise receive up to $2,000 each.®® These pay-
mencs ate completely independent of any other benefits which may be payable
on account of the victim's deach.%®

2. Funding Sources

Compo is funded from three different sources: Levies upon employers and
self-employeds based upon size of payroll (earners account),®” levies upon auto-
mobile owners (motor vehicle account),®® and general revenues (supplementary
account).

The largest source, paying approximately sixty-six percent of the total cost of
Compo,®® and the source which has been most responsible for the creation of
the outcry and potential crisis for Compo has been the earners account. All
payments of compensation to earners who suffer accidents, on or off zhe job,”®
except for motor vehicle accidents, come exclusively from the earners account.
And all income to the earners account comes from levies upon employers based
upon the size of their payrolls.”* These levies, in turn, are composed of three
elements: variable levies related to the costs of on-the-job injuries of workers in
each of 103 separate industrial activity classes; flat rate levies related to non-
work injuries of all eamers in all industrial classes; and a flat rate to fund the
Industrial Safety, Health and Welfare programme of the Department of
Labour.

¢ Accident Compensation Act, 1982, § 80(4).

® Id, § 81. The expenses covered must be “'reasonable by New Zealand standards.” Id.

% Id. § 82(a).

8 Id, § 82(b).

88 UNINTENTIONAL INJURY, supra note 21, at 55.

47 Accident Compensation Act, 1982, §§ 38-46.

® 1d. §§ 47, 48.

% REPORT OF THE ACCIDENT COMPENSATION CORPORATION FOR THE YEAR ENDED 31 MARCH
1987, 9 (1987) {hereinafter 1987 ACC ANNUAL REPORT].

7% For each of the five years from 1982 through 1987, work accidents accounted for approxi-
mately 56 percent and non-work accidents for about 44 percent of costs of accidents to eamners
(not considering accidents involving motor vehicles). .

™t Only leviable earnings are considered. That is, since the maximum earnings which any
earner can consider for purposes of earnings related compensation was, in 1987, $64,458 per
year, earnings of an eatner in excess of that amount were not considered in computing the
amount of payroll subject to levy. Id. at 22.
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For 1988-89, levy rates were set from a low of $1.30 to a high of $27.25
per hundred dollars of payroll.”® While self-employed persons had been paying
a flat rate levy which, in June, 1987, amounted to $3.75 per one hundred
dollars of earnings,”® they, t0o, are now being assessed according to the class of"
industrial activity in which their work falls.”

It is particularly important to note, for cthe purposes of this article, that levies
for the earners account, which becomes the sole source of Compo benefits for all
earners who suffer accidents (other than those involving a motor vehicle,) are
paid by employers based upon the size of their payrolls. While levies for work-
based accidents are related to the accident cost experience of each of the 103
classes of industrial activity, there is no necessary relationship between the
amount of the levy paid or the levy rate, on the one hand, and the accident-
causing propensities of the particular employer, either with respect to his own
employees ot to third persons, on the other. A particularly stark example is the
levy paid by physicians, which in the 1988-89 levy struccure was set at $1.45
per one hundred dollars of payroll.” This is the same rate as that paid by
employers of teachers.” Obviously, there is no attempt to charge physi-
cians—or anyone else—with the costs of injuries, through negligence or other-
wise, that they may cause to those who are not their employees.

The second largest source of funding, covering about twenty-one percent of
the total coses of Compo,”” is the motor vehicle accoune. This account covers
injuries to victims of all accidents involving motor vehicles, whether work-con-
nected or not. Each motor vehicle owner is required to pay a levy as part of the
annual vehicle registration fee. As of November, 1987, the levies were either
$25.30 for small motorcycles, tractors, and vintage motor cars, for example, or
$100 for automobiles, busses and other larger vehicles.?® While the Accident
Compensation Act authorizes levies on motor vehicle drivers,’® that authority
has so far not been used.®°

The supplementary account covers injury costs from accidents, other than
those involving motor vehicles, suffered by non-eamners. This account also covers
costs of accidents to visitors t0 New Zealand.®! These costs are paid by the

7 See ACCIDENT COMPENSATION CORPORATION, A GUIDE TO THE 1988/89 ACC LEVY STRUC-

TURE 15-17 (1988) [hereinafter GUIDE TO ACC LEVY STRUCTURE]
" Id. at 23.
" Id. ar 13,
7 Id. at 33.
" Id, at 25.
7 1987 ACC ANNUAL REPORT, supra note 69, at 9.
® UNINTENTIONAL INJURY, s4pra note 21, ac 24, 25.
7 Accident Compensation Act, 1982, § 49,
8 SECOND WOODHOUSE REPORT, supra note 30, para, 239.

81 Visitors are not entitled to recover ERC. UNINTENTIONAL INJURY, supra note 21, at 26.
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government from general tax revenues.®?

B.  Goals and Policies of Compo

Rt. Hon. Sir Owen Woodhouse, the distinguished New Zealand judge who
may rightly be called the father of Compo, insists thac Compo is not an insur-
ance scheme, bur a program of social insurance.®® In order to assess the success
or failure of the system, or to compare it with other systems, it is necessary to
identify and to discuss in more detail the specific goals sought to be achieved.
These goals or objectives have been admirably ser forth from the beginning of
Compo.®* They continue to receive support from those in governmental
power.®® They are:

1. Community Responsibility. This principle involves a recognition that it is in
the national interest to recognize an obligation in the entire society to protect all
citizens “‘from the burden of sudden individual losses when their ability to
contribute to the general welfare by their work has been interrupted by physical
incapacity.”"®®

It is evident that this obligation, as it has been described, does not end with
compensation to those whose ability to contribute has been interrupted by in-
jury by accident; it extends equally to those who cannot contribute because of
incapacity caused by illness, as well. In its current form, however, as described
above, Compo only covers some industrial diseases.®” The decision to concen-
trate on accidental injuries was evidently a pragmatic one. While recognizing
that the scheme ought to benefit those incapacitated by illness, and hoping that
it would one day be so extended, the framers of Compo considered economic
factors—including the costs of covering all incapacity and the belief thac che
costs of the former tort/liability insurance system could go a long way to fi-
nance Compo for accident victims®*—in their decision to limit coverage princi-
pally to accidents.®® However, as time passes since the coming into force of the

82 Id. at 25, 26.
# SECOND WOODHOUSE REPORT, supra note 30, para. 44.
84 See WOODHOUSE REPORT, supra note 10, paras. 55-63.
88 See, e.g., the Terms of Reference for the Law Commission’s most fecent report, SECOND
WOODHOUSE REPORT, supra note 30, at viii, See alse J. CHAPMAN, J. GOURLEY, P. JONEs, J.
MARTIN, V. MOREL & D. SMITH, 1 REVIEW BY OFFICIALS COMMITTEE OF THE ACCIDENT COMPEN-
SATION SCHEME, 2-3 (1986) {hereinafter REVIEW BY OFFICIALS COMMITTEE] (Incroductory Lecter of
Submission).

8 \WOODHOUSE REPORT, supra note 10, para. 55.

87 Accident Compensation Act, 1982, §§ 27-29.

88 §ee WOODHOUSE REPORT, supra note 10, paras. 461-465.

8 See id, at 113-14,
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original Act®® and the memory of the fault system and the underlying tradeoff
fades, the anomaly of providing generous benefits for accident victims and only
minimal subsistence benefits for illness victims becomes more apparent and cre-
ates more pressure for modifying Compo to accommodate all incapacitated vic-
tims of accident and illness.®' No one has put it better than Geoffrey Palmer:

Is it possible or desirable to restrict earnings-related benefits to accidental injury
alone? If the injury being compensated were work-related injury only, the distinc-
tion might be easier to make. But twenty-four hour cover for all injury brings up
starkly che distinction with sickness and disease. How can the man with cancer
be treated less generously than the man who was hurt in a motor accident? It is
hard to find a persuasive argument against the proposition that people with simi-
lar incapacities should be treated the same way whether the origin of their trouble
was accident or disease, including congeniral incapacity.®®

2. Comprehensive Entitlement. This principle refers to the goal of providing
compensation to all injured persons ‘“‘on the same uniform method of assess-
ment, regardless of the causes which gave rise to their injuries.””*® The intent
here was to reject basing the right to compensation on proof of fault or upon
other compensation systems, such as workers’ compensation, which discin-
guished among the causes for incapacity.®* Again, this goal, as well as goal 1,
above, might have embraced incapacity by illness as well as by accidental injury.

3. Complete Rebabilitation. This principle requires going beyond mere restora-
tion of economic losses of incapacity “'to encourage every injured worker to
recover the maximum degree of bodily health and vocational utility in a mini-
mum of time.”’®® The adoption of this goal also reflected a criticism of the
dynamics and delays of the fault system, which had been alleged to encourage

* The original Act came into force in 1974. It was enacted in 1972. SECOND WOODHOUSE
REPORT, supra note 30, para. 1.

' Cf. SECOND WOODHOUSE REPORT, supra note 30, paras. 6, 7.

2 G. PALMER, ACCIDENT COMPENSATION, supra note 3, at 327. Questions mighe also be raised
as to whether capable persons who are unable to find work, through the “accident” of adverse
economic conditions or plant dosings, are not equally deserving of compensation under this prin-
ciple. See also id. at 328; J. STAPLETON, supra note 3, at 180-83; and Hide & Ackroyd, Liability
and the Control of Hazardous Technology, 1988 N.Z.L.J. 277, 278 (“{I}f the community is to be
responsible for those who are incapacitated, that responsibility should arguably be placed directdy
with all taxpayers; and if che aim is comprehensive entitlement, that cover should arguably be
extended to include all incapacity, whether it is the resule of accident or illness. The logical policy
Jor community provision of comprebensive cover for incapacity is a taxpayer funded minimum wage.”)
(emphasis added).

9% WOODHOUSE REPORT, supra note 10, para. 55.

™ Id. para. 42.

% Id. para. 58.
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malingering and to discourage rehabilitation.®®

One particularly interesting manifestation of this principle is the provision in
the current Act,*” which mandates that once the ACC has assessed a person as
permanently disabled, his or her ERC cannot thereafter be reduced *‘by reason
of any increase in his earning capacity.”®®

4. Real Compensation. This principle mainly requires that the level of com-
pensation be based on che goal of income maintenance—actual earnings—rather
than on the social welfare approach of minimum subsistence. It also encom-
passes “‘recognition of the plain fact that any permanent bodily impairment is a
loss in itself regardless of its effect on earning capacity.””®® The latter point pro-
vides supporc for the very expensive proposition that compensation for
noneconomic losses is juscified in addition co ERC.**°

5. Administrative Efficiency. The adoption of this goal also reflected dissatis-
faction with the fault system. “It looks to evenness and method in every aspect
of assessment, adjudication, and administration. The collection of funds and
their distribution as benefits should be handled speedily, consistently, economi-
cally, and without contention.”®* In practice, however, the beneficial effect of
providing benefics promptly and without “hassle” seems to have been accompa-
nied by a loss of control over what in fact is being paid for. Thus, for example,
relying upon physicians to determine whether their patients’ conditions are pro-
duced by accident or illness for purposes of determining whether to pay medical
expenses largely removes that important question from the ACC's control.**? It
may also have contributed to the failure to collect reliable data on accidents.’®®

6. Accident Prevention. Although not included among the five guiding princi-
ples of Compo, promotion of safety is made a matter of “prime importance’ in
the Accident Compensation Act'® as well as in the report of the Royal Com-
mission, the Woodhouse Report,’® which led to the Act’s adoption in the first
place. Indeed, as between prevention, rehabilitation, and compensation, the
Woodhouse Report scated that prevention was ‘[tlhe most important”?® and
that “[alny modern compensation scheme must have a branch concerned solely
with safecy. Effective education, adequate inspection, and firm enforcement

¥ See id. paras. 124, 170-171, 399-404.

%7 See supra text accompanying note 24,

?8 Accident Compensation Act, 1982, § 60(5).

# \WOODHOUSE REPORT, supra note 10, para. 55 (emphasis added).

190 See SECOND WOODHOUSE REPORT, supra note 30, paras, 188-194,

191 WOODHOUSE REPORT, supra note 10, para. 62.

103 See SECOND WOODHQUSE REPORT, supra note 30, para. 179 (recognizing that maintaining
a the distinction between injury and illness was “one incentive for abuse’).

193 See infra text accompanying notes 233-34.

194 Accident Compensation Act, 1982, § 35.

195 WOODHOUSE REPORT, supra note 10, para. 2.

198 14
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must all be backed up by the allocation of funds and the stimulus of central
direction.””**? The role of the ACC in promoting safety is therefore explicitly
provided for in the Act.'®® Unfortunately, the ACC has not succeeded in fulfil-
ling its role as a promoter of safety.’®®

C. The Goals and Policies of the Tort Liability System

The goals and policies of the common law system for dealing with personal
injury accidents have, until recently,’*° rarely been clearly articulaced or agreed-
upon by the common law judges who participated in the creation and evolution
of the system. Instead, such goals and policies have more often been discovered
after che fact by scholars'*? and great judges'*® who have reviewed the past in a
search for likely rationales. By now, however, many policies which the tort sys-
tem actually serve or ought to serve have been identified and debated.!!®

107 1d. para. 3.

198 The ACC Compensation Act states that, “[i}t shall be a matter of prime importance for
the Corporation to take an active and co-ordinating role in the promotion of safety in all the
different areas where accidents can occur in New Zealand.” Accident Compensation Act, 1982, §
35(1). Additionally, subsection 4 provides:

The functions of the Corporation in relation ¢o the promotion of safety shall indude—

(a) Stimulating and maintaining interest in safety and the prevention of personal injury by

accident:

(b) Publishing and disseminating safety literacure and information:

(c) Sponsoring, assisting, and conducting safety campaigns, exhibitions, and courses:

(d) Sponsoring, supporting, and fostering otganisations and groups concerned with safety

and the prevention of personal injury by accident:

(e) Researching into causes, incidence, costs, and methods of prevention of personal injury

by accidenc:

(f) Determining the requirements in respect of, and providing or arranging for provision to

be made for, the adequate recording of statistical information concerning personal injury

by accident:

(g) Seeking continuously for new ways to reduce the number and severity of accidents and

personal injuries in all fields.
Id. § 35 (4).

Section 40 of cthe Act provides for safety incentives by way of bonuses and penalties on levies
payable by employers and self-employed persons.

1% See infra text accompanying notes 188-246. Other goals and sub-goals of the scheme will
be mentioned in ¢che text where relevant.

119 See, e.g., Escola v. Coca Cola Bottling Co., 24 Cal. 2d 453, 462, 150 P.2d 436, 440
(1944) (Traynor, J., concurring).

M See, e.g., W. KEETON, D. DoBBs, R. KEETON & D. OWEN, PROSSER AND KEETON ON THE
LAaw OF TORTS, ch. 1 (5th ed. 1984).

112 See, e.g., O.W. HOLMES, THE COMMON LAw 77-110 (1881).

113 Most of these have been discussed in THE SPECIAL COMMITTEE ON THE TORT LABILITY
SYSTEM, TOWARDS A JURISPRUDENCE OF INJURY: THE CONTINUING CREATION OF A SYSTEM OF
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In this article the focus is mainly upon the policies of accident prevention
and deterrence, since these are the objectives I assert are seriously overlooked in
New Zealand under Compo. It is of course widely understood that accidents
and their costs cannot be eliminated without interfering unreasonably with the
beneficial aspects of society. Instead, the appropriate goal is to optimize accident
costs—to achieve the most “efficient” level of accident costs.’** Tort law argua-
bly achieves prevention either by direct or general deterrence. Under direct or
specific deterrence, the fear of sanctions—Ilarge tort damage awards, increases in
the price of liability insurance, or both—lead actors to make cost-efficient deci-
sions conducive to safery. Under general deterrence placing the costs of inefh-
cient accidents on the activities that caused them will cause the price of those
activities to rise to reflect their accidenc costs. The consequence is (or is believed
to be) that in a free market, the rate of consumption of activities will be signifi-
cantly effected by price, with the consumption of unsafe activities reduced in
relation to the consumption of safer activities. Conversely, removing the acci-
dent costs from the price of an acrivity—"externalizing’ accident costs—will
bring about an inefficiencly high level of participation in chat activity.!*®

Another form of deterrence, other than through economic incentives, has
been well described by Professor Nesson: ‘“Society attempts, through the judg-
ments of its courts, to project a behavioral message that will influence individ-
ual's conduct.””**® This influence operates not only by bringing home to the
actor the consequences of his conduct but, more importancly, by sending
messages about what conduct the law disapproves the law “serves a moralizing,
educative function . . . .” which results in an assimilation of preferred behav-
ioral norms.*!?

SUBSTANTIVE JUSTICE IN AMERICAN TORT LAW-—REPORT TO THE AMERICAN BAR ASSOCIATION 4-1
to -157 (1984). They include reduction of the occurrence and severity, of injury-causing events;
optimizing of the level of risky activity, protecting entitlements; compensation; responsiveness to
the dynamic nacure of an increasingly technological society; dealing with disputes arising out of a
system of mass production and distribucion; spreading of risk and of loss; a response to the ability
of actors o control the activities and lives of others; providing relatively clear standards of con-
duct; serving justice, fairness, and morality; and punishment and retribution. I4.

114 G. CaraBrES, THE COSTS OF ACCIDENTS (1970). Wich respect to the New Zealand
scheme, Calabresi’s chesis is discussed in G. PALMER, ACCIDENT COMPENSATION, s#pra note 3, at
362-63, 366, and Palmer, Dangerous Products and the Consumer in New Zealand, 1975 N.Z.L].
366, 375-77. See also Swan, The Economics of Law: Economic Imperialism in Negligence Law, No-
Fault Insurance, Occupational Licensing and Criminology?, AUSTL. ECON. REv,, 3rd Qur., 1984, at
92.

Y6 See sources cited supra note 114, See also R. POSNER, ECONOMIC ANALYSIS OF LAW §§ 4.2-
4.15 (1973).

18 Nesson, The Evidence or the Event? On Judicial Proof and the Acceprability of Verdicts, 98
Harv. L. Rev. 1357, 1359 (1985).

17 . ac 1359-60. See also Galantet, Beyond the Litigation Panic, 37 PROC. ACAD. POL Sc.
18, 29 (1988) ("'{IIn addition to its direct provision of compensation {the tort system} supports a
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Since Compo has largely externalized accident costs''® and currently proposed
legislation purports to move to even greater externalization,!?® the issue of de-
terrence seems to be the most immediate and relevant policy issue to discuss in
appraising differences between the two systems. Only if it appears that there is
no significant difference in deterrence or accident prevention outcomes under the
two systems would it become worthwhile to evaluate the worthiness of the other
policies of cort law.

Of course, if the systems are to be compared on the basis of accident preven-
tion and deterrence, the costs of accidents must not be ignored. If as a result of
Compo’s deletion of tort liability the rate and severity of accidents have in-
creased over what they otherwise would have been, then the increased costs of
accidents should either be charged to Compo or subtracted from the costs of the
tore liability system.1®®

Perhaps there is another facet of tort law which though seldom identified as a
policy of the law is nevertheless an important feature of it, particularly wich
regard to the issues discussed here. The system of tort law is self-invoking and
application of safety norms is largely effected through private negotiations in which
the coercive elements of governmensal power serve mainly as an incentive to private
resolution. Victims under the system are given a strong motivation to have their
accidents evaluated and, if determined by a lawyer probably to have been
caused by a tort, to proceed with their claims.’®! Thus, individuals and entities,

vast system of bargaining in which almost ali disputes are resolved by negotiation and . . .
stimulates a host of preventive activities by threatening and educacing those engaged in the vari-
ous activities that underlie injuries and disputes.”). But ¢f. Sugarman, supra note 9, at 611-13
(asserting that arguments for the moralizing or educating function of tort law are unconvincing).

As to the beneficial deterrent effect of tore law in the health care context, See Bennett, The
Advantage of Malpractice Suirs, TRIAL, Sept. 1988, at 20, (teprinted from the N.Y. TIMES MAGA-
ZINE, July 24, 1988) (“[T}he malpractice system almost certainly costs less, by deterring negligent
care, chan ic saves.” Id. at 72, col. 3) (Bennett is the editor of the Harvard Medical School Health
Letter); Halberstam, The Doctor's New Dilemma— “Will | Be Sued?”’, NY. TIMES MAGAZINE,
Feb. 14, 1971, ac 8, (“The abuses of the present system [of tort liabilicy} are grear, but on the
whole it probably has done more good than harm, for court action remains one of the few ways
of enforcing discipline and improving the standards of careless docrors.™).

V18 See infra text accompanying notes 182-84.

Y% See infra text accompanying notes 311-50.

130 See R. POSNER, supra note 115. As noted by Richard Posner:

If compensation is the only purpose of the negligence system, it is a poor system, being

both costly and incomplete. Its economic function, however, is not compensation, but

deterrence of noncost-justified accidents. If the system yields substantial savings in accident

costs, the heavy administrative costs of the system, which relate primarily to the determi-

nation of liability—the determination whether the accident was uneconomical—may well

be justified.
Id. ac 84,

181 See Galanter, supra note 117,
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through their self-interesc—rather than an army of paid regulators and inspec-
tors—act to achieve the deterrence goals of tort law.'®® In comparing Compo
with tort law, therefore, the relative costs of enforcement also need to be in-
cluded in the calculus. If a reduction in accidents under a pure no-fault system
like Compo can only be achieved by establishing comprehensive regulatory and
administrative structures, then the costs of these structures should be charged to
Compo in determining che relative costs of the two systems.}?3

Since it is my view that che abolition of the personal injury action has led to
a serious failure of accident prevention, it is appropriate now to examine the
“crisis” of 1986-87 and its causes.

1. THE “‘Crisis” AND ITs CAUSES
A. Increases in Levier

On December 19, 1986 an Order in Council'®* which rivalled Scrooge in its
meanness announced very substantial increases in the levies employers would
have to pay to the ACC for the forthcoming year to fund the earners ac-
count.'®® Individual increases, according to the class of industrial activity into
which the employer fell, ranged from 120 percent to 537 percent. For employ-
ers, the average increase was 192 percent; for the self-employed, 265 percent.'?®
In addition, the government added an additional eight cents per hundred dol-
lars of payroll in order to fund the Induserial Safety, Health and Welfare Pro-

The motivation would seem to be much greater in a jurisdiction where the contingent fee
system is permitted and widely used and where the winning party’s attomey’s fees are not rou-
tinely charged to the loser, like che United States, than in one in which neither is the case, like

- New Zealand and Greac Britain. Indeed, as has alteady been suggested, see supra note 10, the
absence of chese features in New Zealand may be the reason why doing away with the tort
system may not have had any profound effect on the rate of accidents there.

1% Less calculable from an economic standpoint, buc perhaps equally important from the
viewpoint of human dignicy, is, first, the likely increase in bribery as a device for avoiding detec-
tion if the principle mode of accident prevention becomes one of administrative inspection and
regulation. Second, even more threatening are the potential problems of civil liberties which may
arise if accident prevention outside of the arena of industrial safery is achieved by use of inspec-
tors or public interest groups who must necessarily intrude into areas, such as rented homes and
public areas of private businesses, where potential safety problems may arise in order to gather
information for invoking regulatory prescriptions. :

1% Of course, the converse is also true; Since the tort system only compensates cort victims,
and even then only to the extent that their tortfeasors are insured or are able to pay, the cost of
more complete compensation must be considered before a fair comparison can be made with
Compo.

124 Order in Council, 1986/380 (Dec. 19, 1986).

138 See supra text accompanying notes 69-76.

128 1987 ACC ANNUAL REPORT, supre note 69, ac 9.
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gramme of the Department of Labour.*” The new levies ran from a low of
$1.20 per $100 of payroll to $27.85. These increases in the levies for the earn-
ers account followed on the heels of a new rate, announced in July 1, 1986, for
the motor vehicle account—$43.10 per vehicle—which was roughly twice the
rate for the prior year.'?®

As a result of these increases employers and employer groups complained
vociferously and organized to resist paying the new and higher levies.»®® In
response, labor leaders threatened retaliation with ‘industrial action”"3® if em-

137 1d. To make macters worse, all levies are subject to a ten percent Goods and Services Tax
(GST). GUIDE TO ACC LEVY STRUCTURE, suprs note 72, at 12.

138 Order in Council, 1986/93 (May 19, 1986). If Compo were available in cthe United Scates
this levy would in effect substitute for the need to purchase liability insurance for bodily injury,
personal injury protection in a system which has adopted no-fault, medical payments coverage,
and uninsured motorist coverage. It would not eliminate the need for property damage liability,
collision insurance, and comprehensive coverage.

The motor vehicle levy more chan doubled again in November, 1987, rising to $100 per
motor vehicle. UNINTENTIONAL INJURY, supra note 21, at 24-25. This compares with the author’s
six month automobile insurance premium to Govemment Employers Insurance Company of
$249.40 for Bodily Injury Liability ($300,000 limits), $70.60 for Basic Personal Injury Protec-
tion of $15,000 (no-fault), and $14 for Uninsured Motorist Coverage, for a total of U.S.$668 for
the year commencing December 6, 1988, mote than one year after the quoted levy.

%% Dominion (Wellington, N.Z.), June 13, 1987, at 6, col. 5 (letter from small business
owner complaining of 300 per cent increase in levies); id. June 4, 1987, at 7, col. 4 (“Compo
hailed as model for world’’; article says ACC will start legal proceedings against employers who
refuse co pay levies; mentions meat industry association as one of the groups of employers threat-
ening to boycotr the levy increase); id. June 2, 1987, at 2, col. 7 (“Compo ‘cheapest in world'";
arricle discusses response of officer of ACC who is also national secretary of the Harbour Workers
Union to plans of some employers to boycott the payment of levies); id. May 28, 1987, at 1, col.
1 ("Levy boycott predicted’); id. May 26, 1987, at 10, col. 1 (Editorial: “'Breaking the Law’’;
comments on the proposed defiance of the Meat Industry Association to pay higher levies); id.
May 22, 1987; McCulloch, Levy stand risks compo—Rodger, id. at 3, col. 7 (report of assertion by
government minister in charge of Compo that payments of accident compensation may be at risk
if other employers follow the lead of the meat industry in refusing to pay increases in levies); id.
May 20, 1987, at 8, col. 1 (report that president of the Institute of Directors “has expressed
concern that many businesses may not be able to afford an increase in . . . levies.”"); id. May 12,
1987, ac 2, col. 4 ("“The Manufacturers Federation has called for an urgent overhaul of che
[ACCYT"); Orago Daily Times, Mar. 25, 1987, at 16, col. 7 (reports comments by member of
parliament to the effect that employers’ complaints about large increases in levies are justified);
Keenan, Shearing levy rise opposed, Dominion (Wellington, N.Z.), Mar, 13, 1987, ac 16, col. 4
(reports that sheep shearing contractors will refuse to pay increases in ACC levies which were
announced in December, 1986).

13 Dominion (Wellington, N.Z.), May 30, 1987, at 3, col. 2 (“‘Four days lefr for employers
to pay levy"”; reports: ““The Federation of Labour has already told employers that any attempt 1o
sabotage the accident compensation system would be met with an industrial response.”); Managh,
Warning by FOL on Compo Sabotage, id. May 27, 1987, at 3, col. 1 (“The Federation of Labour
told employers yescerday any attempts to sabotage the accidenc compensation syscem would be
met with industrial muscle.’); McCulloch, Unions criticise boycots of levy, id. May 26, 1987, at 7,
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ployers failed to pay the new levies. Labor was concerned because an employers’
boycott could produce an inability on the part of the ACC to pay compensation
to accident victims;'3! che ACC's reserve funds had been exhausted'®® and it
had no clear right'®® or ability to borrow the funds that might be necessary.

Viewed in comparison to costs in other countries, however, the new rates
were not terribly high. Levies for the earners account are paid in lieu of both
workers’ compensation and liability insurance for personal injury. If the rates
were to be averaged for all industrial activities,'3* the average cost would have
been only about $3.00 per $100 of payroll. This, as the Law Commission has
noted, was not far out of line with workers’ compensation premiums
elsewhere 3%

What upset the New Zealand employers, however, were the sudden and
unexpected increases in the December, 1986 levies. As we have discovered in
the United States, the best way to incur the wrath of insureds is to impose huge
and unexpected increases in premiums.'®® That is what happened in New Zea-
land. The big difference there, however, was that unhappy levy payers could not
blame the increases on lawyers and the tort system. Instead, they blamed it
mainly on cheating by employees and on the fact that their levies were “‘un-
fairly” supporting off-work accidents, such as those incurred in the punishing
game of rugby, as well as work-related accidents.!3?

col. 1.

131 McCulloch, Levy stand risks compo—Rodger, Dominion (Wellingron, N.Z.), May 22,
1987, at 3, col. 7 (reports Stan Rodger, the minister responsible for Compo, as saying *‘there was
no golden pool of money and if employers generally took the {Meat Industry] association’s ap-
proach, [refusing to pay levy increases,] compensation payments were at risk.”).

13% 895 million loan to stay afloat, Dominion (Wellington, N.Z.), May 27, 1987, at 3, col. 1
(reports comments of ACC finance general manager chat the ACC had borrowed $95 million to
meet day-to-day expenditures and that its financial reserves were near zero).

133 See Accident Compensation Act, 1982, § 9(6) (ACC can only borrow money and mortgage
its property with che prior consent of the Minister of Finance.).

134 Averaging is what is recommended in SECOND WOODHOUSE REPORT, s#pra note 30, paras.
250-266.

138 14, para. 248. Compatisons were drawn with rates in four Australian states.

138 Cf. The Manufactured Crisis, 51 CONSUMER REP. 544, 544 (1986) ("“The cucrent liabilicy-
insurance crisis began . . . with skyrocketing premiums and cancellations of policies.").

183 Compo scheme attacked, Dominion (Wellington, N.Z.), May 12, 1987, at 2, col. 4 (Re-
ports thac the Manufacturers Federation urged that “‘embarrassing and burdensome” lump sum
payments be scrapped; that beneficiaries be made to pay minimum costs before making claims on
Compo; that the cost of non-work accidents be spread “‘more evenly” through the community;
and cost controls should be made more effective “‘by rigid criteria anad minimum claim levels.”);
Hellaby, Freezing workers ‘abusing compo’, id. Mar. 6, 1987, at 1, col. 2.
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B. Articulated Causes of Increases

The immediate causes of the December, 1986 increases in levies were gener-
ally agreed to be a change in the method of funding Compo coupled with
increases in its costs.

1. Changes in Funding Methods

Initially, Compo was intended to be fully funded by currenc levies. That is,
each year levies were imposed sufficient to fund the benefits for all accidents
arising the prior year for so long as the benefits had to be paid. Thus, for
example, if a thirty-year old employee earning $2,000 per month were perma-
nently and totally incapacitated in 1986, sufficient levies would have to be im-
posed on the next levy date to raise funds sufficient, when invested, to cover all
Compo benefits—including $1,600 per month (80 percent of his earnings) plus
periodic cost of living increases—for that employee until retirement. Such fund-
ing necessarily involved complex actuarial predictions. It also produced enor-
mous reserves which were invested in order to produce the growth necessary co
pay benefits each year as they became payable to prior years’ victims.

In 1982 the system of funding was changed from full funding to current-cost
financing, called—perhaps deceptively—"pay as you go.”**® Under current-cost
financing only enough income need be produced each year to cover actual
Compo costs for the following year with reserves sufficient to pay several extra
months’ expenditure.!® While the reasons for the change may have been
sound—reducing the costs and perhaps the unreliability of long-range actuarial
predictions of the full cost of current accidents®*®—the manner in which the
change was undertaken, plus substantial increases in Compo's costs, created a
crisis of solvency and a consequent need for sharp increases in levies. Evidently,
the 1982 decision to change to current-cost financing was accompanied by a
parallel decision to use up the then large reserve produced by the fully-funded
system by keeping levies very low or reducing them.'! Unfortunately, heavy
increases in the costs of Compo rapidly diminished the huge reserves and
threatened to exhaust the system’s funds. The response of the ACC was the

138 1987 ACC ANNUAL REPORT, supra note 69, at 10, 11; UNINTENTIONAL INJURY, sspra note
21, ac 26.

135 The ACC has determined chat reserves equivalent to seven months expendicures are appro-
priate. GUIDE TO ACC LEVY STRUCTURE, sapra note 72, at 9.

140 See Address by Professor T.G. Ison, Accident Compensation in New Zealand—Fucure
Options, Nov. 28, 1985, at 21, 22 (available in Faculty of Law Library, Victoria University of
Wellington) [hereinafter Fucure Options].

M1 . 1987 ACC ANNUAL REPORT, supra note 69, at 4.
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Order in Council of December, 1986 that triggered the ouccry.***

2. Increases in Costs

If it is assumed, as Professor Ison had suggested,'*® that the move from a
fully-funded to a current-cost financed system was justified, then allowing the
existing reserves—paid for by past levies—to run down and keeping levies arti-
ficially low until the reserves were exhausted, thus precipitating the need for a
sharp increases, might have constituted poor strategy and bad politics but did
not necessarily reflect a serious problem with Compo itself. However, the swift-
ness with which the reserves were used up suggested that Compo’s costs were
increasing at an alarming rate.

That there was a serious problem of escalating costs was the perception which
led in early 1986 to the convening of a committee of officials by three govern-
ment ministers'** to conduct a review of the accident compensation scheme.
According to the officials who drafted the report, ""{clhis particular review was
prompted by inequities in treatment of illness and accident disabled and con-
cern about escalating costs of the present accident compensation scheme.’''4®

In August, 1986 the Officials Commitcee submitted a lengthy report which
warned;

[Tlhe financial viability of the current scheme is open to question given the mas-
sive cost blow-out in compensation which has occurred. This has caused a much
more rapid run-down of reserves than was originally forecast. To maincain the

142 The ACC claims:
{I}f the part of the scheme funded by levies on employers had been on a pay-as-you-go
basis with adequate reserves, the average rate of levy over recent years would have been as

follows:
Average Employer Levy per $100 of Payroll
Year Pay-as Actnal
-you-go
1984/85 0.97 0.74
1985 /86 1.17 0.74
1986/87 1.54 0.77
1987 /88 1.69* 2,25
*estimarted
id at 11.

* Future Options, supra note 140, at 21, 22.

14¢ Deputy Prime Minister G.W.R. Palmer, the Minister of Labour S.J. Rodger, and the
Associate Minister of Finance D. Caygill. Geoffrey Palmer, the Depury Prime Minister and now
Miniscer of Justice, is a formet law professar who has taught in the United States; he was in-
volved in research which led to the adoption of Compo. See G. PALMER, ACCIDENT COMPENSA-
TION, supra note 3, ac 112.

1% | REVIEW BY OFFICIALS COMMITTEE, supra note 85, ac 1.
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currene scheme at current levels will require substantial increases in levies each
year. . . . The Committee is firmly of the opinion that the scheme cannot con-
tinue in its present form, '4®

The evidence of a “‘massive cost blow-out” was taken from the ACC'’s finan-
cial statements for the year ended March 31, 1986.2*” The data in these state-
ments, illustrated in tables 1 through 5,'® paint a dramatic picture of a syscem
whose costs seem to have gone ouc of control. They show continuing large per-
centage increases each year since 1981 in compensation paid by ACC both for
accidents occurring in prior years and for accidents occurring in the reporting
year.

Table 1
COMPENSATION PAID BY YEAR IN MILLIONS
ANNUAL PERCENTAGE INCREASES IN

COMPENSATION PAID'*®

Total compensation (all accounts):

Prior Years' Claim Curvent Year's Claims All Claims
1988 Not Available Nor Available $620 - 17%
1987 Not Available Not Available $531 - 28%
1986 $186 - 17.7% $230 - 494% $416 - 34%
1985 $158 - 29.6% $154 - 20.3% $312 - 20%
1984 $131 - 18.0% $128 - 10.3% $259 - 14%
1983 $111 - 32.0% $116 - 39.8% $227 - 36%
1982 § 84 - not avail. $ 83 - not avail. $167 - 32%
Avg. % incr. - 24.3% 30.1% 25.9%
14¢ 14, ac 3.

147 ACCIDENT COMPENSATION CORPORATION, FINANCIAL STATEMENTS FOR THE YEAR ENDED 31
MARCH 1986 (1986) [hereinafter 1986 FINANCIAL STATEMENTS].

148 See infra, pp. 47-51.

149 1986 FINANCIAL STATEMENTS, supra note 147, ac 3; ACCIDENT COMPENSATION CORPORA-
TION, ANNUAL REVIEW 33 (1988) [hereinafcer 1988 ANNUAL REVIEW, The auchor requested
financial statements for years after 1986 from ACC and received the 1988 ANNUAL REVIEW.
Although thae (very actractive and glossy) pamphlet contained financial statements, it did not
categotize compensation payments by account nor separately repore the costs of current year's
accidents and past years' accidents in the manner of the document which contained financial
statements for che year ended March 31, 1986. Cf. 1986 FINANCIAL STATEMENTS, supra note 147,
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Table 2

COMPENSATION PAID BY YEAR IN MILLIONS
ANNUAL PERCENTAGE INCREASES IN COMPENSATION PAID'®®

Earners Account.

Prior Years' Claim Current Year's Claims All Claims
1986 $120 - 23.7% $150 - 45.7% $273 - 36%
1985 $ 97 - 18.3% $105 - 23.5% $202 - 21%
1984 $ 82 - 5.1% $ 85 - 24% $167 - 4%
1983 § 78 - 34.4% $ 83 - 383% $161 - 36%
1982 $ 58 - not avail. $ 60 - not avail. $118 - 30%
Avg. % inct. - 20.4% 27.5% 25.4%
Table 3

COMPENSATION PAID BY YEAR IN MILLIONS
ANNUAL PERCENTAGE INCREASES IN COMPENSATION PAID'!

Motor Vebicle Account:

Prior Years' Claim Currens Year's Claims All Claims
1986 $ 50 - 4.2% $ 37 - 68.2% $ 87 - 25%
1985 $ 48 - 20.0% $ 22 - 15.8% $ 70 - 19%
1984 3 40 - 66.7% $ 19 - 58.3% $ 58 - 64%
1983 $ 24 - 26.3% $ 12 - 33.3% $ 36 - 29%
1982 $ 19 - nor avail. . $ 9 - not avail. $ 28 - 33%
Avg. % incr. - 29.3% 43.9% 34%
Table 4

COMPENSATION PAID BY YEAR IN MILLIONS
ANNUAL PERCENTAGE INCREASES IN COMPENSATION PAID'®?

Supplementary Account.

Prior Years’ Claim Current Year's Claims All Claims
1986 $ 15 - 15.4% $ 40 - 48.1% $ 55 - 38%
1985 $ 13 - 44.4% $ 27 - 11.1% $ 40 - 219
1984 ¢ 9- 00% $ 24 - 14.3% $ 33 - 10%

150 1986 FINANCIAL STATEMENTS, swpra note 147, at 3.

183 Id
152 1986 FINANCIAL STATEMENTS, swpra note 147, ar 3.
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1983 8 9 - 28.6% $ 21 - 50.0% $ 30 - 43%
1982 § 7 - not avail. $ 14 - not avail, $ 21 - 40%
Avg. % incr. - 22.1% 30.9% 34.9%

C. Possible Causes of the Annual Increases in Costs

As Table 5 indicates, the annual increases in costs generally exceed by signifi-
cant degree the increases in inflation rates in New Zealand for the reported
years. 13

Table 5
REAL COMPENSATION PAID AND ANNUAL PERCENTAGE

INCREASES IN REAL COMPENSATION
IN 1981 DOLLARS (in millions)'®*

Prior Years' Claim Current Year's Claims All Claims

1987 $153 - 14.2% $106 - 00.0% $259 - 7.9%
1986 $134 - 24.1% $106 - 11.6% $240 - 18.2%
1985 $108 - 11.3% $ 95 - 00.0% $203 - 5.7%
1984 $ 97 - 14.1% $95 - 6.7% $192 - 10.3%
1983 $ 85 - 164% $ 89 - 23.6% $174 - 20.0%
1982 $73-23.7% $72- 59% $145 - 14.2%
1981 $ 59 - not avail, $ 68 - not avail. $127 - na.
Avg. Increase: 17.3% 8.0% 12.7%
% Increase from

1981 10 1987: 159.3% 55.9% 103.9%

Arguably, real increases of the dimension there reported cannot continually be
sustained, regardless of the source of funding, in a small nation suffering New
Zealand’s economic problems.'®

The annual increase in real costs, which has been labeled “cost creep,” is
expected by the ACC to account for about 12.8 percent of the added expendi-
ture for 1989 over 1988.'°® The ACC and others who support Compo have

183 See SECOND WOODHOUSE REPORT supra note 30, para. 85 (“'Over the 4 year period from
1978 o 1982 the expenditure remained fairly constant when inflation is taken into account. But
the next 4 years saw a real increase of 49% or about 12% per year, and 40% over just the past 3
years with almost half of that occurring between 1985 and 1986. The rate of increase between
1987 and 1988 is 10%."). See also GUIDE TO ACC LEVY STRUCTURE, supra note 72, ac 10; 1988
ANNUAL REVIEW, supra note 149, ac 28,

18¢ SECOND WOODHOUSE REPORT, supra note 30. para. 87.

188 See infra note 353.

158 1988 ANNUAL REVIEW, supra note 149, at 28 (“A disturbing feature is the excess of
expenditure over the normally expected rate of inflation.™).
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been hard-pressed to find a full explanation for cost creep. Possible causes which
have been identified by ACC include increases in the public’s awareness of the
availability of payments for noneconomic loss and increases in the size of the
payments being made; increasing health care costs paid for by the ACC rather
than the public health system, including greater use of private hospital treat-
ment; “hidden unemployment,” wherein workers who are partially disabled
and receiving Compo payments and who (by virtue of New Zealand's poor
economic climate) cannot find suitable alternative work continue to receive full
weekly ERC; and increasing abuse of Compo, both as to possibly fraudulent
claims and the payment of excessive and unnecessary medical claims.'®?

Although conceding that “‘{mJajor questions about costs still remain,’"*5® the
Law Commission’s recent repore mentioned other possible causes of cost creep.
Increases in the compensation paid to those who daimed compensation in ear-
lier years, it noted, were a necessary result of the maturing of the scheme: each
year it is necessary to continue to pay both ERC and medical benefits for vic-
tims injured in prior years, some of whom will continue to receive Compo until
retitement. The build up of the numbers of persons receiving compensation was
expected to take up to twenty years, with the largest annual increases occurring
during the first twelve years or $0."*® According to the Commission: “Exactly
that is happening.’’1%®

The Commission, however, did express concern about the possibility that
some victims are being paid compensation for too long a period.'®! It also
pointed 10 a change in the Act that allowed injured workers fit for light duties
to continue to receive ERC wichout reduction for the amounts they were capa-
ble of earning if they could not find such work.¢?

Very substantial annual increases in lump sums for noneconomic loss were
actributed by the Law Commission to higher awards allowed under the Act'®®

157 GUIDE TO ACC LEVY STRUCTURE, supra note 72, ac 10.

188 SECOND WOODHQUSE REPORT, supra note 30, para. 100.
158 Id. para. 89.
16¢ Id.
181 J4. paras. 90, 93.
[Olne survey of a district comparing 1984 and 1987 suggests a near doubling of the
proportion of persons receiving earnings related compensation for 44 weeks (from 3.3% to
6.1%); and other calculations and projections suggest an increase in the average number of
days on earnings related compensation from 23.9 in 1982/83 to0 32.1 in 1986/87. The
process of making medical assessment may be a significant factor.
I4. para. 93.
162 |4, para. 94.
183 1d. paras. 95, 96. Effective in 1983 che maximum amount for permanent loss or impair-
ment of bodily function was increased by $10,000, o $17,000. Accident Compensation Act,
1982, § 78.
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and in some cases mandated by judicial decision,’® an increase in the number
of claims,'®® and the clearing up of a backlog of claims.®®

Increases in medical payments for private hospital costs were attributed to
““an increase in the volume of the services so provided,”*®” perhaps reflecting a
preference by physicians and their patients for private accommodations over
those provided by the public sector.’®® The Commission hinted that other in-
creases in medical payments might be the result of overutilization in situations
where the victim is not personally surchatged for use of the service, as in the
case of medical specialists.'®®

The important question remained unanswered, however. Were increases in
costs attributable to any extent to increases in accidents or their severicy?

In my 1987 submission to the Law Commission I suggested that a failure of
deterrence might constitute a significant factor in the “massive cost blow-out”
identified by the Officials Committee.’”® The Law Commission’s final report,
entitled “Personal Injury: Prevention and Recovery, '™ however, did not di-
rectly confront that possibility. Instead, the report first cited the conclusions of
Professor Brown'’s article to the effect that the removal of tort liabilicy for per-
sonal injury has not beenr shown to have an adverse effect on automobile acci-
dent rares.’?? After conceding that comparable statistics for other unintentional
injuries are unavailable,'?® it then cited an OECD report of annual day's work
lost due to ill health and rates of fatal injuries in industry'?* which, though
evidently seriously underreporting the numbers of injuries,'?® nevertheless indi-
cated no significant changes in the annual average of los¢ workdays in New
Zealand berween 1973 and 1983 and only small changes in the rates of fatal

164 SECOND WOODHOUSE REPORT, supra note 30, para. 96. See, e.g., In re Appleby, 5
N.Z.LR. 99 (1985); Jones v. Accident Compensation Comm'n, 2 N.Z.LR. 379 (1980) (lump
sum awards for loss of amenities of life, for pain and suffering, and for disfigurement should not
be scaled as a percentage of the total amount allowed (which has not increased with inflarion) buc
awards should be based on the amount the court chinks is deserving and, if that amount exceeds
the maximum, the maximum should be granted).

168 SECOND WOODHOUSE REPORT, supra note 30, para. 95.

108 ld.

187 |d. para. 98.

189 (. supra note 33 and accompanying text.

8% As compared with using general practitioners, where the claimant was tequired to pay for a
part of the service. SECOND WOODHOUSE REPORT, supra note 30, para. 97.

Y30 See supra text accompanying note 146,

71 SECOND WOODHOUSE REPORT, supra note 30 (emphasis in title added).

72 Brown, supra note 3.

173 SECOND WOODHOUSE REPORT, supra noce 30, para. 80.

Y74 1d. (citing OECD, MEASURING HEALTH CARE 1960-1983, EXPENDITURE, COSTS AND PER-
FORMANCE tables F.3, F.5(b) (1985)).

178 SECOND WOODHOUSE REPORT, supra note 30, para. 80.
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injuries among workers there during the last twency years.’” On this flimsy
evidence the Commission then offered its opinion that it did not “‘see the al-
leged deterrent role of rort liability for such injuries as a significant factor.”*??

Moreover, after examining the costs data, the Commission expressed doubt
thac there had. been a “'massive cost blow-out,” stating that to so suggest was,
in its opinion, misleading.!”® Instead, the report noted that Compo was rela-
tively inexpensive, amounting in 1987-88 to only 1.2 percent of gross domestic
product while furnishing twenty-four hour protecrion at a cost of only sixty
cents per person for protection .from every kind of accident.'?®

Finally, the Commission’s report made much of the fact thac most of the
annual increases, in real dollars, are ateribucable to continuing claims made for
accidents which occurred in prior years. ““There is very little real change in the
amounts paid in each year for #ew claims~—as there would be if the cost blow-
out description were justified.”8°

It would appear, however, that the Law Commission did not really face up co
the implications of the cited data. In the first place, the annual res/ increases in
compensation for new accidents seem far from inconsequential. An average in-
crease, after inflation, of eight percent per year, or an increase of almost fifty-six
percent over a six year period—occurring more than ten years after the system
was begun—cannot be attributed just to greater awareness of the existence of
the system. Something else is obviously afoot and whatever it is—whether
abuse of the system, an increase in accidents or their severity, or a combination
of these—should not be so lightly dismissed. That an increase in real compensa-
tion for new accidents did not occur in two years of the six may be puzzling,
but it emphasizes the size of the increases in the other four years. And certainly
a more than doubling of the real costs of the entire system over a six year
period qualifies for che epithet “‘massive cost blow-out.”

Further, it is by no means clear that increases in the cost of compensation for
prior years’ accidents do not reflect a worsening accident experience. As the
Commission itself notes, part of the increasing costs of prior years' accidents is
ateributable to “large increases in the numbers of people who are still receiving
payments after three years.”'*®! Such increases may, of course, be attributable to

176 id

Y77 Id. para. 81.

178 Id. para. 16.

7% ]d. The repore also noted that the New Zealand system accounts for a lower percentage of
New Zealand's gross domestic product (1.2%) than the costs of the less comprehensive combina-
tion of third parcy mator vehicle insurance plus employer's liability insurance account for in
relation to Australia’s gross domestic produce (1.7%). 4.

180 14, paras. 16, 87.

181 Id. para. 90. The Report also noted a “relative increase in recent years of motor vehicle
injuries (with cheir higher average cost)” but expressed doubt as to what weight to give to that
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malingering (possibly produced by a shortage of jobs), but the more plausible
cause is an increase in the seriousness of injuries, requiring a greater average
period for recuperation and rehabilitation.

Compensation for prior years' accidents may also reflect increases in accidents
or their severity if Compo payments for seriously injured persons are signifi-
cantly delayed before regular payments are made or if they occur toward the
end of the reporting year. Assume, for example, that an accident causing per-
manent and total incapacity occurs two months befose the end of the ACC's
reporting year and that payment of ERC, in the amouat of $3,000 per month,
does not begin until the beginning of the last month of the period. In such
case, the statistics for the year of the accident would reflect, at most, payment
for two months ($6,000) but the next year would include, under compensation
paid for accidents in earlier years, a full year’s compensation—$36,000.

Moreover, although Compo putports to be a comprehensive accident com-
pensation system, its allegedly low costs do not fully reflect New Zealand’s acci-
dents. For persons who are killed outright but who leave no dependents nothing
but funeral expenses are paid. Housewives and the elderly and visitors to New
Zealand who are injured receive no ERC and children may never receive what
their potential earning capacity might have provided had they not been injured.
Earners whose incomes exceed the leviable amounts receive no ERC to compen-
sate for lost earnings in excess of those amounts, and ACC pays no ERC for the
first week of accidents. Further, a significant degree of externalization of acci-
dent costs occurs in the area of medical expenses, since a significant amount of
medical treatment for accidents is provided through the social security system
and not charged to the accident scheme at all.'®® Indeed, the Law Commission
itself estimated that accident costs equal 10 about half the amount paid by ACC
are not borne by the accident compensation scheme *®® Its estimate of externalized
costs, however, only included some of the earnings losses borne by employers
and employees'® and medical costs paid out of Health Vote, such as accident
care in public hospitals, but not medical care privately paid for. Furthermore,
the estimate does not include uncompensated losses of earning capacity of in-

information. I4. This information could cast doubt on Professor Brown's findings that the advent
of Compo has not produced an increase in automobite accidents. Cf. Brown, supra note 3, at 984-
94. Professor Brown’s figures ran only through 1980.

192 Many New Zealanders carry private first party hospital and medical insurance because of
the perceived inadequacies of the medical care provided through the Social Security System. It is
not known to what extent such private insurance is used to cover the medical costs of accidents
withour any insurer’s subrogation rights being exercised.

183 SECOND WOODHOUSE REPORT, supra note 30, para, 226. See afso 1| REVIEW BY OFFICIALS
COMMITTEE, supra note 85, at 83 (cited by the Law Commission).

18 Included were the first week of compensation and twenty percent of earners’ salaries not
paid as ERC; excluded was the amount of earnings of earners in excess of the maximum leviable
amount. ! REVIEW BY OFFICIALS COMMITTEE, s«pra note 85, at 83.
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jured non-earners and injured visitors.

The relevance of the degree of externalization just described is this: If Compo
were comprehensive in covering all accident costs, then the’ costs of the system
would truly reflect the costs of New Zealand accidents including the rate of
increases in accidents and in their severity. If that were the case, a per capita
cost of sixty cents per person per day for all accidents would arguably reflect a
reasonable level of accidents.’®® And in that event it would also be appropriate
to focus, as the Law Commission has done, on the costs of Compo rather than
on the actual rate and severity of accidents, since the former would accuracely
reflece the lacter. To the extent that accident costs are not charged to Compo,
however, the cost of Compo loses its relevance as a guide to the accident situa-
tion in New Zealand and to the relative safety of the society.

‘While accident statistics, such as they are, will be analyzed below, it is inter-
esting to note here that in recent years annual claims have been increasing, as
indicated in table 6, below, notwithstanding a levelling off or even a possible
decline in the population.'®®

Table 6

ACC CLAIMS RECEIVED BY ACCOUNT (IN THOUSANDS)
AND ANNUAL PERCENTAGE INCREASES'®

Year Tortal Claims Earners Acc. Motor Vehide Acc. ' Supp. Acc.
1987 151 0.0% na. na. na. na na. na
1986 151 -4.4% 115 0.9% 17 0.0% 17 -29.6%
1985 158 3.9% 114 4.6% 17 6.3% 27 - 3.6%
1984 153 6.3% 109 1.9% 16 33.3% 28 12.0%
1983 144 9.9% 107 9.2% 12 0.0% 25 19.0%
1982 131 1.6% 98 1.0% 12 0.0% 21 5.0%
Avge % incr: 2.8% 3.5% 7.9% 0.6%
Total % incr: 15.3% 17.3% 41.7% -9.5%

It seems a fair conclusion, therefore, that not only does the cost data nos fore-
close the possibility of serious increases in accident rates and in severity of acci-

185 However, it is still nor as inexpensive as it first appears. Sixty cents per day is, after all,
$219 per year. For a family of four this amounts t0 $876 per year to cover only accidencal
injuries.

188 Population of New Zealand grew from 3,113,000 in 1980 to 3,314,000 in 1987, reflect-
ing an annual average growth rate of .9 percent. US. BUREAU OF THE CENSUS, STATISTICAL AB-
STRACT OF THE UNITED STATES: 1988, table 1378 (108th ed. 1987). When the author was in
New Zealand, during the first half of 1987, he recalls seeing newspapers reports of annual de-
clines in the population of 20,000 and 12,000 for the period 1985-87.

187 1986 FINANCIAL STATEMENTS, s#pra note 147, at 1; SECOND WOODHOUSE REPORT,, supra
note 30, para. 84.
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dents, but on the contrary the data gives warning that such increases may be a
significant factor in the otherwise unexplained cost creep. The question remains
whether there is any direct and convincing evidence of a failure of deterrence.

IV. DETERRENCE OF ACCIDENTS
A.  Position of the Act and the ACC

Both the Accident Compensation Act and the Woodhouse Report which pre-
ceded it placed the highest priority on accident prevention, with rehabilitation
second and compensation last.’® As Professor Gellhorn has recently pointed
out, however, ““[t}he emphasis has been reversed in administrative reality.””*®
While the Act authorizes the ACC to provide financial incentives, both penal-
ties and bonuses, to employers or self~employeds with particularly bad or good
safety records'®® and to impose penalcy rates on drivers or classes of drivers with
“significantly worse than average accident records,”*®! the ACC recently gave
up its former very limited use of such financial incentives on employers'®® and
has never surcharged bad drivers.'®® Notwithstanding the ACC’s broad respon-
- sibilities and authority in the area of accident prevention,'® the ACC only
spent 1.2 percent, 1.1 percent, and .7 percent of its total annual expenditures
on accident prevention during the years 1984 through 1986, the highest
amount being $3,681,000 in 1985.'%® Aside from the safety bonuses in 1984
and 1985, the money was spent on financial grants to other organizations and
other accident prevention services.!® As noted in the Review by Officials Com-
mittee, “'In the last few years, expenditure by A.C.C. on accident prevention has

188 Accident Compensation Act, 1982, § 26(1); WOODHOUSE REPORT, supra note 10, para. 2.

8% Gellhorn, supra note 3, at 197.

190 Accident Compensation Act, 1982, § 40. This section authorizes penalties not exceeding
100 percent and bonuses not exceeding 50 percent of annual levies.

W1 14, § 49(e).

193 41,204,000 and $1,269,000 per year were awarded as safety incentive bonuses in the years
ending March 31, 1984 and 1985, respectively. No penalties were assessed in those years and no
bonuses were awarded in the year ending March 31, 1986, 1 REVIEW By OFFICIALS COMMITTEE,
supra note 85, at 115.

193 SECOND WOODHOUSE REPORT, s#pra note 30, para. 140.

%4 Accident Compensation Act, 1982, § 35. See supra note 108 (listing che safety promotion
functions of the ACC).

198 | REVIEW OF OFFICIALS COMMITTEE, supra note 85, at 115. If safety bonuses are excluded,
the percentages spent in the years ending March 31, 1984 and 1985 were 0.8 and 0.7, respec-
tively. Id. These amounts and percentages, however, may not include about $3 million per an-
num to support a 40 person scaff in the ACC Accident Prevention Branch. Cf. SECOND WoOD-
HOUSE REPORT, supra note 30, para. 108.

1% | REVIEW BY OFFICIALS COMMITTEE, Jupra note 85, at 115.
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been declining both in real terms (total amounts in constant dollars) and as a
percentage of toral expenditure.”*®” In general, che accident prevention activities
of ACC seem to be focused mainly on supporting prevention activities of other
groups; developing and running safety education campaigns, programs and
courses; attempting to influence others to discover and to ameliorate hazardous
conditions; cooperating with other national organizations and with local organi-
zations, both public and private; and, in general, "‘[gletting people to place a
higher relative value on ‘safety’ in the continuum of factors chat motivate their
behavior.”" %8

The only other source of deterrence in Compo is the levy structure itself. For
the earners account, the rate for each industrial activity is, in part, based directly
upon the past three year's payments of accident compensation by ACC to all
the workers employed and injured in each such activity. This results in those
companies engaged in industrial activities which have experienced the highest
worker injury costs for on-the-job accidents paying the highest rates.’®® Unlike
experience rating of individual firms under a workers' compensation system, in
which each company’s accident record may directly affect its insurance costs, an
individual employer or self-employed under Compo can only reduce or increase
its levy by influencing the accident record of s/l employers engaged in the same
industrial activity. Thus, for example, a particularly careful employer engaged
in aerial work operations will pay the same levy—$27.25 per $100 of payroll
for 1988-89—as a particularly unsafe employer engaged in the same activity.
Further, each employer pays the same flat-rate levy—$1.05 per $100 of payroll
for 1988-89—to cover non-work-related accidents of all workers eligible for
Compo in New Zealand.?*® Finally, there is no attempt whatsoever to relate
levies to accidents caused by levy payers to third persons, such as one’s custom-
ers, one’s patients, one’s lessees, or the consumers of one’s products, who are not
employees of the levy payer. Notwithstanding the elaboration of 103 levy clas-
ses of industrial activities, therefore, there is very little financial incentive for
safery buile into the current levy structure of the earners account.*®!

Similarly, there are virtually no safety incentives built into the levies for the
motor vehicle account, since there are only two levy rates, one for small vehicles
and one for large,?®® and accident costs of non-earners paid from the supple-

197 1.

198 UNINTENTIONAL INJURY, supra note 21, ac 68-69.

199 4. ““The corporation tries to make each class of industrial activity self-supporting in rela-
tion to funding for work injuries.” Id.

200 GuiDE TO ACC LEVY STRUCTURE, supra note 72, at 17.

%01 The Law Commission seems to agree. SECOND WOODHOUSE REPORT, Jupra note 30, paras.
137-139.

203 Ac of November, 1987 the cwo rates were $25.30 and $100 per annum. Ordinary auto-
mobiles, motorcycles exceeding 60 c.c., buses, service coaches, “goods-service” vehicles, self-pro-
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mentary account are entirely externalized since they are paid out of general tax
revenues. 2%

While personal injury accident costs have thus been externalized, the com-
mon law system still flourishes in other areas. For example, actions at law for
intentionally or negligently causing property damage may still be brought; and
other actions, such as for malicious prosecution or conspiracy, also remain avail-
able so long as plainciff seeks recovery for damages other than those produced
by “injury by accident.”’?** Moreover, common law actions for punitive dam-
ages may be brought to punish outrageous conduct, though the award must not
be so large as to create an imptession that plaintiff is being compensated for his
injuries.?®® In addition, there may remain residual areas of medical malpractice
liability, such as failure to diagnose illness and performance of surgical proce-
dures without informed consent, which do not fall within the Act’s definition of
medical misadventure or injury by accident and in which a common law negli-
gence action for resulting physical injuries may still be allowed.?°¢

It follows, therefore, that whatever specific or general deterrents to accidents
exists in New Zealand must come either from the availability of these residuary
law actions or from other systems, such as the criminal law, administrative in-
spection and regulation, and disciplinary boards, which are not a part of Compo
and which, from all that appears, are generally no more effective, and in some
case considerably less effective, than similar systems, such as OSHA, profes-
sional disciplinary systems, safety commissions, and the like in the United
States.?%?

The consequence of this is that those who can cause personal injury to others,
whether they be firms or individuals and regardless of whether they are required

pelled vans, and mobile cranes all paid the $100 rate. UNINTENTIONAL INJURY, s#pra note 21, ac
24-25.

293 14, ac 25.

304 Cf New Zealand Forest Prods. Led. v. Attomey General, 1 N.Z.LR. 14 (1986) (action to
recover economic losses for negligently cucting electric cable allowed). ““The law of negligence has
undergone a renaissance of recent years . . . . Id. at 15; Auckland City Council v. Blundell, 1
N.Z.L.R. 732 (1986) (malicious prosecution and conspiracy). See also Love, supra note 3, at 976~
77 and authotities there cited,

295 Auckland City Council v. Blundell, 1 N.ZL.R. 732 (1986); Donselaar v. Donselaar, 1
N.ZLR. 97 (1982).

3% See Gellhorn, supra note 3, at 189-90; Vennell, Informed Consent, supra vote 3. It is also
not clear whether and to what extent non-industrial man-made diseases, negligently caused, are
covered by Compo or mighe instead still be suable under the common law system. See J. STAPLE-
TON, supra note 3, at 145 (asserting that under Compo ‘“‘victims of man-made hazards such as
environmental pollutants and non-medicinal products such as food, cosmetics, and other chemi-
cals go uncompensated under the scheme. . . . {and] are relegated to what is usually the illusory
remedy provided by tore™’).

207 See infra notes 351-55 and accompanying text.
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to pay levies, do not fear individually having to bear in any significant degree
the increased costs of accidents they cause—whether through increased levies,
judgments for damages for personal injuries, or increases in their liabilicy insur-
ance rates—or even losing liability insurance protection. Thus, as I noted in my
submission to the Law Commission:2%®

I suggest that the absence of liability for personal injuries in the case of prod-
uct manufacturers and sellers, land owners and occupiers, health care providers,
building contractors, public entities, and other actors may, as the awareness that
there is no responsibility for personal injuries sinks home, lead to far greater
hazards to the entire population. There is likely to be a temptation for the small-
time landlord or business to put off costs of repairing unsafe conditions or dispos-
ing of hazardous materials or wastes. For the slumlord, there may be an irresisti-
ble tempration to capitalize on savings achieved by short-cutting safety. A similar
problem may also exist with regard to that small percentage of every profession as
to which a sense of personal responsibility coupled with professional discipline
does not provide adequate deterrence. . . .

Surely it seems excessively naive to argue that safety and accident prevention
practices “‘are driven as much by a sense of responsibility to employees and the
community at large, the protection of the organization’s public image and a rec-
ognition of financial costs unrelated to accident compensation levies and penal-
ties” as by financial incentives and penalties (i.e. loss of production, affect on
employee morale, ability to attract suitable staff, cost of pay settlements, etc.).2%°

B.  Personal Observation

Personal observations during New Zealand's summer, fall, and winter of
1987 established, at leasc to my satisfaction,?'® thac disgracefully hazardous

#98 Submission to Law Commission, supra note 14, at 5.

202 | REVIEW BY OFFICIALS COMMITTEE, s#pra note 85, at 117.

1% For a different perspective from a distinguished scholar whose stay in New Zealand coin-
cided in part with the author's, see Gellhorn, supra note 3, at 197 (asserting thac efforts to
educate the public about safety hazards ‘'have often been notably successful” and that “‘a visicor
is struck by the extent to which workers, householders, athletes, and children have become accus-
tomed to using protective devices such as headgear, breaching filters in dusty and fume-laden
environments, and ‘ear muffs’ to teduce the impact of noise.””). In addirion to the inconsistent
observations noted in the text, the author and his wife became particularly interested in rugby, a
fast-moving physical contact sport accounting, in the year ended March 31, 1988, for 26 percent
of New Zealand's 20,289 sports accidents (32.2 percent if Rugby League is included), 1988
ANNUAL REVIEW, supra note 149, fig. 8 (1988), and in which nothing resembling protective gear
was anywhere in sight. Unlike American football, rugby players wear only shorts and jerseys and
do not wear helmets or padding.
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conditions®*! had become endemic to that beautiful nation. One needed only to
walk around the City of Wellington for an hour or two to see many obvious
conditions which seriously threatened both workers and passersby. These in-
cluded widespread failures of construction workers to wear hard hats even in
extremely dangerous situations; unfenced and unguarded hazards in busy down-
cown sidewalks, such as large and deep holes, pieces of equipment and danger-
ous items, including wire fencing and other construction debris, lying directly in
the path of pedestrians; debris from demolished buildings heaped on unfenced
construction sites and spilling onto adjacent sidewalks while children climbed on
the rubble and adults searched for salvageable items; cranes lifting heavy objects
directly over the heads of pedestrians and above moving automobile traffic; and
a worker firing a “‘ramset” gun into a concrete walk within a few feet of pass-
ersby on the sidewalk *'?

Further, large parts of the road system, particularly on the spectacular South
Island, present dangerous challenges to the ordinary driver and especially to the
visitor unaccustomed ¢o such conditions.?*3 The roads are narrow, often becom-

. ing single lane, clinging precariously to the sides of steep mountains with blind
curves, with no guard rails, and often unsealed (unpaved) with new metal
(freshly graveled) surfaces. :

Admictedly, however, some of the hazards noted were not without offsetting
and beneficial effects. Thus, for example, a used car salesman from whom I had
purchased a car allowed me to use another car without charge—and without any
corresponding benefit to the used car dealer—while my car was hors de combat
in a repair garage unaffiliated with the car dealer. The first car so loaned was in
dreadfully dangerous condition, with doors which flew open while driving
around a rotary and water leaks which caused it to overhear and stall while
driving up a steep hill. When I called che salesman to tell him about the
problems he cheerfully invited me to return the first car and pick up another in
better condition. In a more entrepreneurial vein, a farmer on magnificenc Ocago
Peninsula, for a few dollars, allowed visitors to travel about ten kilometers over
his farm-—on a dangerous curvy and unpaved road—to view penguins and seals
in their natural habitar. No warnings were given and no signs were posted
alerting drivers to the formidable hazards which faced them on the road.

31 As compared to conditions in Japan, where the author had just completed a four and one-
half month stay, and in Honolulu.

312 The author submitted twenty-two photographs of hazards, taken during one or two shore
walks around the City of Wellington, to the Law Commission along with his submission. Slides
made from the negatives are in the possession of the author.

M3 See, e.g., Thrills and spills for Asian travellers, Dominion (Wellington, N.Z.), June 1,
1987, at 6, col. 7 (reporting a high rate of automobile accidents for Asian tourists and a call by a
travel industry representative to improve road conditions and signposting of dangerous road con-
ditions; the conditions were charactetized as “'nothing short of a national disgrace™).
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It is doubtful whether hazards such as these would be allowed to exist for
long in a liability insurance-conscious nation like the United States. Their con-
tinued though not unremarked®'* existence in New Zealand does suggest that
accident deterrence has failed there, probably because there is no meaningful
sanction should the hazards actually produce the accidents they threaten. As
suggested above, however, effective deterrence may on occasion eliminate some
beneficial aspects of dangerous conduct which the absence of fear of liability
might encourage.?'®

C. Newspaper Reports

While these personal observations of unsafe conditions are admittedly anec-
dotal, they are buttressed convincingly by contemporaneous newspaper reports.
The editorial verse in the style of A.A. Milne quoted at the beginning of this
article,'® for example, seems to confirm rather forcefully my perception of the
seriousness of hazards created by construction in Wellington. In addition, news-
paper articles culled on a fairly regular basis reveal serious problems of safety in
many other areas as well. In addicion to construction hazards®*'? these include

B4 See infra notes 216-28.

318 perhaps similar outcomes could be produced in the United States by broadening the de-
fense of implied assumption of risk. Whether such hazards, theugh beneficial in other respects,
should be toleraced is another question. These cases do illustrate the point that the tore liabilicy
systemn may in some circumstances deter useful activities. See gemerally Olson, Overdeterrence and
the Problem of Comparative Risk, 37 PROC. ACAD. POL. SC1. 42 (1988). For a view that Americans
have an obsession that life should be risk-free and that the cobsession “‘is one of the most
debilitating influences in America coday,” see Faitlie, Fear of Living—America's Morbid Aversion
to Risk, NEw REPUBLIC, Jan. 23, 1989, at 14. But see Correspondence, id. Mar.- 13, 1989, at 6,
42. See also P. HUBER, LIABILITY: THE LEGAL REVOLUTION AND ITS CONSEQUENCES (1988) (an
articulate polemic charging recent developments in tore law with inhibiting valuable advance-
ments in science and technology and calling for greater return to contractual arrangements). Buz
¢f. Galanter, Beyond the Litigation Panic, 37 PROC. ACAD. PoL. Sc1. 18 (1988).

To the extent that overdeterrence occurs, its coses should be considered a cost of che cort
liability system when that system is compared with other systems.

316 See supra text accompanying note 1.

T Cross, Walkers dodge falling debris, Dominion (Wellington, N.Z.), Sept. 30, 1987, at 6,
col. 2 (“Falling debris from Wellington building sites continues to pose hazards to pedestri-
ans. . . . Inspectors were doing their best, but regulations and supervision could not stop acci-
dents.”"); Menzices, Letter to the Editor, id. July 16, 1987, col. 3 (describing observed work
situation where two workers on planks working about eight stories above the street were unpro-
tected by scaffolding or safety rails, and “‘where the slightest loss of balance would have sent
either of the cwo men o che pavement and certain death,” and stating ““{t}his incident was the
worse of several 1 have observed around the city lately. Not only workers but also members of the
public are being put at risk unnecessarily.””); Victoria University of Wellingron, News VUW,
May 22, 1987, at 24 (“[Clrane copples in early May to block Culliford Drive.”, the road adjacent
to the University, with picture), Inspector considers sites unsafe, Dominion (Wellington, N.Z.),
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problems of highway and driver safety,’® fire and other hazards in high-rise
buildings,?'® unsafe drugs administered to children,**® excessive electrical acci-

May 13, 1987, at 6, col. 6 (report of Labour Department official’s statement: ““A shortage of
construction safery inspectors, combined with construction company pressure on workers to get
buildings up quickly, meant many labourers worked in hazardous conditions . . . .”); id. May
8, 1987, at 7, col. 4 (“The Labour Department will send a "very stiff* waming to an Auckland
building company after a wall collapsed and injured a carpenter.”).

18 Bishop, Drivers do well in alcobol blitz, Dominion (Wellington, N.Z.), July 20, 1987, at
3, col. 1 (“'Few drivers mixed alcohol with driving . . . but ‘alarming’ figures were reported for
the South Island.”); Death rate on roads not so gloomy, id. June 26, 1987, at 3, col. 8 (original
report that New Zealand's road accident death rate was the worse of eight nations surveyed was
wrong; correct deach rate for every 10 million kilometers traveled was 26 deaths racher than 37,
thus putting New Zealand behind Germany (34) buc ahead of Australia and Japan (24 each),
Canada (23), the United Kingdom (21), Sweden (17), and the United States (15));, Licensing
revamp set for August, id. June 11, 1987, ac 3, col. 7 (announcement of plans for a “tough new
licensing system for young drivers designed to reduce the accident rate among drivers aged 15 to
24); id. at 16, col. 4 ("“The actitudes of New Zealand drivers have deteriorated,” according co
retiring Ministry of Transport senior sergeant.), Thrills and Spills for Asian Travellers, id. June 1,
1987, ac 6, col. 7.

29 Fire study begun, Dominion (Wellington, N.Z.), July 18, 1987, at 3, col. 5 (report of
Internal Affairs Minister asking the Building Industry Commission to examine need for fice sprin-
klets in high rise buildings); Dosbts cast on highrise safety, id. July 12, 1987, ac 1, col. 1 (“"Many
of the highrise towers being built in New Zealand could have structural faults serious enough co
cast doubts on their safety, two senior Ministry of Works and Development staff say.”); Vasil,
Sprinkler review likely—Tapsell, id. July 11, 1987, at 3 (report that Internal Affairs Minister was
likely to seek a review of existing sprinkler requirements); Vasil, Insurers firm on sprinklers, id.
July 10, 1987, at 3, col. 7; Law tougher abroad, id. col. 8 ("New Zealand's requirement for
sprinkler systems only in buildings higher than 14 stories is less stringent than in other Western
countries.”); Moran, Backing for sprinkler bylaw urged, id. July 8, 1987, at 3, col. 7; Editorial,
Waiting for a tragedy, id. July 7, 1987, at 10, col. 1; Vasil, Tourists’ call for sprinklers heeded, id.
July 7, 1987, ac 3, col. 1 (‘'Refusal by some overseas tourists and employees of large international
companies to stay in hotels without sprinkler systems has prompted one Wellingron chain to
inscall chem.”); High fire risk areas extended, id. (‘“The Fire Service Commission has included
hospirals and the chemical induscry as high fire risk areas where sprinklers systems should be
mandatory.”); Vasil, Hotel chief defends fire safesy, id. July 6, 1987, at 3, col. 7 (includes report
that the Dominion revealed that most of Wellington's leading hotels were.“unprotected through-
out” by sprinkler systems, and that the chief executive of the Hotel Association asserted chat the
standard of fire safety in New Zealand hotels was nevertheless adequate); Use of sprinklers sup-
ported, id. col. 3 (owner of Wellington's second largest hotel agrees that all hotels should be
required to have sprinklers systems).

22 Edicorial, Uncertainty on vaccines, Dominion (Wellingeon, N.Z.), July 15, 1987, at 10,
col. 1 (Editorial asks: “Are New Zealand children being used as guinea pigs?’ after noting con-
flicting reports on whether the meningitis vaccine administered to children afcer an oucbreak of
the disease was adequately tested.); Vasil, Iiinesses unrelated to vaccine, id. at 1, col. 5 (repore that
Health Department investigators found no evidence that “‘minor side effects such as vomiting,
fainting and a sensation of rubbery legs” were caused by vaccine racher than by the immunization
process and that the Health Department “'was not unduly worried about the immunisation pro-
gramme and would continue with it unless long-term side-effects were proven’); 50 calls report
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dents,2?! risks from hazardous substances,?*? excessive recreational accidents,?*®

excessive back injuries,®** high rates of fatalities among bush (forest) work-
ers,22® problems of incompetent hospital treatment or other malpractice,??® in-

vaccine ills, id. July 14, 1987, at 3, col. 3 (reports of 50 calls o South Auckland Health Depart-
ment of side effects of meningitis vaccine including vomiting and **having crouble walking”’);
Vaccine to stay but inguiry planned, id. July 13, 1987, at 6, col. 5; Injection reactions kept from
parents, id. July 6, 1987, at 1, col. 5 ("“The Health Department says it did noc publicise che
adverse reactions of 25 children to meningitis vaccination injections . . . because it did not want
to threaten the campaign,”).

#3 Dominion (Wellington, N.Z.), July 21, 1987, at 3, col. 1 (““Auckland Electric Power
Board has called for a special report on fatal accidents involving its linesmen, three of whom have
died this year,”'); Raea, Electrical accidenss kill nine people, id. June 13, 1987, at 7, col. 1.

23* Managh, Transport firms act so reduce accidents, Dominion (Wellington, N.Z.), June 8,
1987, at 3, col. 1 (report on efforts by the transport industry to reduce accidents from hazardous
substances carried by road).

393 Shi field safety defended, Dominion (Wellington, N.Z.), July 20, 1987, at 3, col. 3 (report
of Turoa ski field public relations officials answering complaints in two letters to newspaper abouc
safety measures taken ac ski field); Concern at rate of water deaths, id. July 6, 1987, at 6, col. 8
(“New Zealand has one of cthe worst drowning records in the Western world,” according to the
Internal Affairs Minister. ""Whatever excuses are advanced for reluctance to fence home swim-
ming pools, there can be no argument with statistics cthar prove thar such pools are attrac-
tive—and deadly dangerous—to toddlers.”); Most cycle accidents unreported, id. June 11, 1987,
at 3, col. 8 (“A 1984 survey showed the chance of a cyclist dying on the road was three times
higher in New Zealand than it was in Britain.”); Rugby's ACC use defended, id. (“World Cup
rugby organisers are annoyed at an inference that the {ACC} may be footing a heavy bill for
injuries to players involved in the tournament.”); Third accidens at show infuses youth, id. May
12, 1987, at 6, col. 3.

33¢ Bad backs ‘a werry', Dominion (Wellington, N.Z.), June 26, 1987, at 6, col. 5; Back
injury 10ps safety concern list, id. May 4, 1987, at 3, col. 6 (“A survey by Wellington's trade
union health and safety centre has identified back injuries as cthe number one workplace helth
{sic} hazard . . . .").

328 Managh, Statistics highlight bush work dangers, Dominion (Wellington, N.Z.), Apr. 30,
1987, ac 3, col. 3 (“Bush workers have been killed in site accidents ac a rate averaging almost
one a month for the past 18 years, Labour Department figures show.”).

329 Surgeon on suspension, Dominion (Wellington, N.Z.), July 16, 1987, ac 3, col. 1 (report
relating to charges chac orthopedic services at Whakatane Hospital had been causing unnecessary
medical problems, including the death of a patient); Doctors’ discipline procedures for review, id.
July 13, 1987, at 1, col. 7 (report that “mounting pressure for change within and without the
profession” has led the Medical Council to consider revising disciplinary procedures to make them
“'responsive, accessible and free of financial burden for taxpayers and complainants™); Letter to the
Editor, id. June 21, 1987, at 10, col. 6 (writer complains that as a “medical victim” she has no
recourse against her physician buc is “ironically seen in the statistics as an ‘accident vicrim' "');
100 complaints about treatment, id. May 8, 1987, at 1, col. 7 (“Almost 100 people have com-
plained . . . about the care they received ac Whakatane Hospital."); Month's wait for full ortho-
pedic inguiry, id., May 1, 1987, at 9, col. 1 (solicitor for family whose son allegedly died as a
result of malpractice after he entered hospital with fracture, “"has compiled a list of berween 40
and 50 people who claim to have had bad experiences at the hospital’s orthopedic deparement.”)



42 University of Hawaii Law Review [ Vol. 11:1

dustrial safety problems,®®” and, of major national concern, the possibility that
physicians who diagnosed symptoms of cervical cancer in women had experi-
mentally denied them treatment.??®

It is of course not possible to present a clear correlation between the absence
of tore liability and the reported incidence of accidents. Nevertheless, many of
these situations—such as New Zealand's alleged high rate of water deaths pro-
duced in part by che failure of homeowners with swimming pools to fence in
their pools®*® or an excessively relaxed attitude by physicians to certain kinds of
evidence of cervical cancer,*®® for example~—Ilend themselves rather plausibly to
the explanation that the absence of any perceived tort sanction, whether of per-
sonal liability for damages, an increase in insurance premiums, or even being
subjected to an action for civil liability, has created an I don’t give a damn”
attitude toward risk of harm to others.

While essentially anecdotal like my personal observations, this evidence. is
also buttressed by statistics furnished by the ACC.

237 Meares, Industrial hazards under scrutiny, Dominion (Wellington, N.Z.), July 2, 1987, at
12, col. 7 (report includes assertion that, because workers fear losing their jobs, far more indus-
trial accidents occur than ever get reported).

128 See Committee of Inquiry into Allegations Concerning Treatment of Cervical Cancer at
National Women's Hospital and Other Related Matters, Public notice, N.Z. Herald (Auckland),
July 25, 1987, at 4, col. 1; Meares & McQuade, Cancer inquiry fears, Dominion (Wellington,
N.Z.), July 20, 1987, ac 1, col. 1 (report on problems of reaching women in a public investiga-
tion of charges that many women diagnosed with signs of ceevical carcer were deliberately not
treated during a twenty year “experiment’"); Docsor guilty of misconduct, id. June 26, 1987, at 3,
col. 7 (“A doctor who failed co diagnose cervical cancer in a patient has been found guilty of
professional misconduct.”); Hospital inquiry fund ses up, id. June 14, 1987, at 3, col. 3 (fund
established to help women who want to testify); Main, Repors on cancer treatmens awaited, id.
June 5, 1987, at 3, col. 1 (“The government may begin an independent inquiry into the treat-
ment of cervical cancer pacients at the National Women's Hospital in Auckland.”); Cancer alle-
gations disputed, id. June 8, 1987, at 3, col. 8 (Cancer society medical director reported to admic
that some physicians ac National Women's Hospital “‘quescioned the value of cervical screening’”
bue that “as far as he was aware” the problem was limited to thac hospical).

Women who believe they were victimized by the failure to treac their cervical cancers are
seeking to bring law actions for damage. However, they must await the determination of cthe
ACC as to whether their righes lie under Compo or in law actions for damages. Letter from John
Miller, Senior Lecturer, Faculty of Law, Victoria University of Wellington, to Richard S. Miller
(Nov. 25, 1988).

38 See supra note 223.

330 See supra note 228.
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. D. Accident Statistics
1. Deficiencies of Statistics

As part of the total scheme of Compo the ACC, and before it the Accident
Compensation Commission, was charged, in furtherance of its accident preven-
tion function, to engage in research “into causes, incidence, costs, and methods
of prevention of personal injury by accident.””?*! Unfortunately, notwithstanding
high hopes expressed in the Woodhouse Report that the accident compensation
scheme would overcome prior deficiencies in accident statistics and lead to the
development of “‘a statistical picture unlikely to exist in the same detail in any
other country,”**? the effectiveness of accident incelligence-gathering has been a
major disappointment.?*? Evidently, the gathering of statistics has taken a back
seat to the receiving of claims and prompt paying of compensation,2%¢

2. The Statistics

Nevertheless, the ACC has published accident statistics and those statistics,
though they may be of questionable accuracy and completeness,?®® do seem to

31 Accident Compensation Act, 1982, § 35(4)(e).

3% WOODHOUSE REFORT, supra note 10, paras. 319-322.

33 See SECOND WOODHOUSE REPORT, supra note 30, paras. 99, 125-126, 281-282 (““To ap-
ply the words used 20 years ago by the Royal Commission, the statistical record for injuries is still
incomplece and even misleading.” Id. para. 281; 1 REVIEW BY OFFICIALS COMMITTEE, supra note
85, ar 120 (“In our review of the accident compensation scheme, there was frequently some
difficulty in obtaining appropriate statistical data to support or disprave various comments and
opinions. This is of parricular concern in the safety and accident prevention area . . . . Not all
accidents are reporred . . . . Even accidents reported lack full information in a significant num-
ber of cases.”); G. PALMER, ACQIDENT COMPENSATION, supra note 3, at 392-93.

%4 SECOND WOODHOUSE REPORT, supra note 30, §§ 5, 126. This may represent a misguided
application of the general principle of administrative efficiency, wherein claims are paid without
hassle upon a general certification by a physician thac they arose from accident without monitor-
ing the accuracy of the certificates as to coverage and as to correctness of the physician's diagnosis
or prognosis. :

325 The ACC stated:

Data on injuries are compiled from cerificates given by medical practitioners at the time

each claim is made. Therefore, diagnoses must strictly be regarded as preliminary

ones—although, obviously, most will not be expected to change. . . . The system of
bulk-billing by medical practitioners means that most medical fees paid by the Corpora-
tion do not involve the registration of a claim.
ACCIDENT COMPENSATION CORPORATION, 2 ACC STATISTICS, NoO. 1, 30 (1983) [hereinafter 2
ACC STATISTICS).
See also ACCIDENT COMPENSATION CORPORATION, 4 ACC STATISTICS, 36 (1985) [hereinafter 4
ACC STATISTICS). As to the statistics for 1988, the ACC states:
The statistics largely exclude those accidents resulting only in (1) incapaciey during the
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support the anecdotal evidence that the incidence and severity of accidents has
been increasing significantly. Thus, for example, between 1981 and 1983, head
injuries were reported to increase from 18,762 to 22,954, or by 22.3 percent;
fractures increased from 10,315 to 12,522, or by 21.3 percent, and perhaps
most frightening of all from the perspective of accident costs to ACC and
human tragedy, spine fractures with cord lesion increased from 15 to 74, or by
393.3 percent.?%®

Unfortunately, accident statistics furnished to me for the year ended March
31, 1988237 do not appear to be directly comparable to the statistics for 1981
and 1983 earlier published. Nor are they as detailed. Nevertheless, some rough
comparisons are possible: A total of 22,954 compensated head accidents of all
kinds was reported for 1983;2*® for 1988 the total of head accidents reported
was 28,081,%3%° a 22.4 percent increase. A total of 1,259 compensated eye or
eye orbit accidents was reported for 1983;%4° for 1988 a total of 1,217,2!
representing a decrease of 3.3 percent, although it is not clear whether eye inju-
ries reported for 1988 also include injuries to the orbit, as they did in 1983.
The total of neck injuries reported in 1983 was 2,001*2 as compared to 2,574
in 1988,24% an 18.6 percent increase. In 1983, a total of 14,973 compensated
back or spine injuries were reported;*** the total for 1988 was 18,864,24® repre-

first week (for which the Corporation is not liable) or (i1} medical treatment (for which the
doctor is normally reimbursed direce [sic}). However, they do include those cases where
compensation has been paid for dental treatment—which must be claimed for by the
patient,

In addition, they also exclude accidents (even fatal ones) to non-earners unless compen-
sation has been paid . . . . This applies to children and elderly people in particular.

It is estimated that about half of all lost-time work accidents may be excluded by the
above provisions; how many non-work accidents ate so excluded cannot be reliably
estimated.

The circumstances of each accident are as reported by the claimanc. Injuries are as diag-
nosed by medical practitioners at the time the claims were made, and some diagnoses may
therefore not be final.

ACCIDENT COMPENSATION CORPORATION, COMPENSATED ACCIDENTS FOR THE YEAR ENDED 31
MARCH 1988 1 (1988) (unpublished) [hereinafter COMPENSATED ACCIDENTS FOR 1988}
238 Compare 2 ACC STATISTICS, supra note 235, 30-31, with 4 ACC STATISTICS, supra note
235 at 36-37.
337 COMPENSATED ACCIDENTS FOR 1988, supra note 235.
338 4 ACC STATISTICS, supra note 235, at 36.
23 COMPENSATED ACCIDENTS FOR 1988, supra note 235, table 8.
340 4 ACC STATISTICS, supra note 235, ac 37.
COMPENSATED ACCIDENTS FOR 1988, supra note 235, table 8.
4 ACC STATISTICS, supra note 235, at 37.
242 COMPENSATED ACCIDENTS FOR 1988, supra note 235, cable 8.
244 4 ACC STATISTICS, supra note 235, at 37,
345 COMPENSATED ACCIDENTS FOR 1988, supra note 235, table 8.

341

43



1989 / ACCIDENT COMPENSATION SCHEME 45

senting an increase of 26 percenc.?4®

There do not seem to have been any sharp increases in population, employ-
ment, in the hazards of employment, or in recreational activities in New Zea-
land during the reporting petiod which could account for such sharp increases
in serious injuries. The only remaining explanations for the increases are (1) that
the figures supplied to the ACC by physicians, or the figures as published, are
inaccurate or not comparable from one reporting period to the next, (2) that
although the data may be accurate, more citizens have become aware of the
availability of Compo and a higher percentage of accidents are resulting in
claims and more fraudulent claims are being filed, (3) that a significantly more
dangerous environment has indeed produced a shocking increase in serious acci-
dents, or (4) a mix of the above.

E. Conclusions Regarding Detervence

When the implications of the cost data—especially the otherwise unexplained
*“cost creep’'—are considered in connection with the anecdotal evidence gath-
ered by personal observation, the many newspaper reports—including some ex-
plicit reports of New Zealand's high accident rate in relation to other na-
tions—and the available statistics provided by ACC, it is hard to avoid
concluding that Compo’s ‘‘cost creep’ or its “‘cost blow-out” has been caused
mainly by an “accident blow-out.” When to this evidence is added the intui-
ton as well as the theory that removing direct financial incentives on individu-
als and firms to avoid accidents and removing the costs of accidents from the
activities which cause them will result in an inefficient level of accidents, then
the conclusion that the absence of deterrence such as that produced by the tort
system has indeed resulted in an unacceptably high and inefhcient level of acci-
dents seems proved by at least a preponderance of the evidence. If I am correct
in this, then the Accident Compensation Scheme, notwithstanding its humane
values and its success at providing compensation, is tragically flawed.

V. REFORMING THE SYSTEM
A. Problems Perceived

It was not specifically the problem of accidents or failure of deterrence but
rather escalating costs, as described above, coupled with a continuing desire to

#8 In 1983, 13,048, or 87.1 percent, of the 14,973 reported back or spine injuries were
sprains or strains. 2 ACC STATISTICS, supra note 235, at 37. Comparable statistics were not
available to the author for 1988. See COMPENSATED ACCIDENTS FOR 1988, supra note 235, table
8.
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reduce the disparity of treatment between those disabled by accident and those
disabled by other causes that generated reconsideration of the Accident Com-
pensation Scheme by three impressive governmental bodies—the Officials Com-
mitcee,>*? The Royal Commission on Social Policy,?*® and the Law Commis-
sion.?*® Since the Law Commission has produced a draft bill—the Safery,
Rehabilitacion and Compensation Act?**—which would entirely replace the Ac-
cident Compensacion Act of 1982, and since there is a fair chance cthat the Law
Commission’s report will become the starting place for discussions leading to a
new compensation act for New Zealand,®®! the principal focus of discussion
here will be the Law Commission’s final report and the manner in which it
deals with the problem of accidents.

Owen Woodhouse, the distinguished jurist responsible for the original report
which eventually gave rise to Compo, served as the President of the Law Com-
mission during the recent study which led to the current recommendations for a
new Act.2%2 Well before the final report emerged, in May, 1988, he had sig-
nalled his intention of dealing with the immediate problem of increasing costs
and levies by eliminating differential rates for the 103 categories of industrial
activity and moving toward a uniform flac rate for all employers.?®® It was
therefore no surprise when the final report included a recommendation for a flat
rate levy for employers and self-employed persons.?®*

The problem for the Law Commission, however, was not just to deal with
employer complaints of excessively high levies, although that was obviously a
promising way of cooling the political heat that had generated most of the
governmental concern about the Scheme. The broader issue was how, in the

247 See 1 REVIEW BY OFFICIALS COMMITTEE, supra note 85; see also 2 REVIEW BY QFFICIALS
COMMITTEE, supra note 85 {Introductory Letter of Submission).

343 See references to the work of the Royal Commission on Social Policy, including six work-
ing papers, in SECOND WOODHOUSE REPORT, s#pra note 30, §§ 7, 14, 37, 57, 60, 63, 64, 163,
184, 186, 273.

% SECOND WOODHOUSE REPORT, supra note 30. Since Sir Owen Woodhouse, the author of
the original Woodhouse Report, is President of the Law Commission, this report has been re-
ferred to here as the Second Woodhouse Report.

0 1d. ar 104-95.

281 See leccer from John Miller, supra note 228,

% In an interview given to the National Business Review (New Zealand), Sir Qwen himself
questioned whether it was “sensible” to place him in charge of assessing the scheme of which ke
was the archicect. See Herbert, Compo payments relief on the way, Nat'l Bus. Rev., June 26, 1987,
ac 1, col. 2.

33 I4. In Sir Owen’s view, the levies, while in the form of a payroll tax, are “indirectly a sales
tax as the cost is passed on to the general public in prices.” Id. ac 5, col. 5. Further, he holds the
view that the preferred approach would be to finance the system out of general taxation. I4. This
is of course consistent with the view that Compo is a social insurance scheme. See SECOND WOOD-
HOUSE REPORT, supra note 30, paras, 2, 44-46.

384 See SECOND WOODHOUSE REPORT, supra note 30, para. 21.
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face of escalating costs, including the unexplained ‘‘cost creep” described
above,2®® o maintain the original guiding principles of the Scheme which in-
cluded relatively rich levels of compensation—'‘real compensacion’’—and in ad-
dition to broaden coverage to eliminate the anomalous difference in treacment
between accident victims and other disableds—comprehensive entitlement—,
while not complicating the administration of the Scheme—administrative effi-
ciency—and while dealing appropriately with the supposed highest prioricy of
all, accident prevention.®®

B. Options Available to the Law Commission

If these objectives were to be met, a combination of some of the following
options would have ¢o be adopted:

1. Reduce amount of benefits paid. Total benefies could be reduced by (a)
eliminating lump sum payments for noneconomic loss, which had recently ex-
perienced a meteoric increase;?%? (b) reducing weekly benefit levels of ERC by
reducing the percentage (now eighty percent)*®® of weekly earnings paid or re-
ducing the maximum amount of annual income on which ERC would be paid
($63,458),2%® (¢) extending the length of the period of non-coverage for ERC
beyond the current one week waiting period;?®® (d) shifting entirely or partly
from income maintenance*®’ to minimum subsistence; (e) reducing dependent’s
benefits*** and some of the miscellaneous benefits;*®* (f) reducing false and
fraudulent claims for ERC by workers; (g) monitoring physicians effectively to
insure the correctness of determinations that patients’ conditions were caused by
accident rather than by non-covered conditions and that private hospital stays
were necessary: and (g), most importantly, by reducing the number and severity
of accidents.

2. Increase income. Possibilities included (a) extending levies beyond motor
vehicle owners, employers, and self-employeds and imposing them on groups
and individuals currently exempt, such as athletes and athletic groups, motor

288 See supra text accompanying notes 157-80.

288 See supra note 189. '

%7 Noneconomic loss paid increased from $56.9 million in 1985 1o $88 million in 1986, a
55 percent increase. The payment in 1986 for noneconomic loss constituced 21.1 percenc of the
toral of $416 million paid as compensation by the ACC in 1986. 1986 FINANCIAL STATEMENTS,
supra note 147, at 3, 5.

288 Accident Compensation Act, 1982, §§ 59(1), 60(1){e).

5% UNINTENTIONAL INJURY, supra note 21, at 22 (as of June, 1987).

260 Accident Compensacion Act, 1982, § 57.

261 See, e.g., Accident Compensation Act, 1982, §§ 59(1), 60(1).

2 14§ 65.

283 See, e.g., id. §§ 72, 73, 77, 80.
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vehicle drivers, workers, owners and occupiers of real property; (b) requiring
beneficiaries or potential beneficiaries to contribute to the scheme, as by impos-
ing monthly charges on workers, requiring patient contributions to medical and
drug expenses, or levying a Compo tax on visitors to New Zealand; (¢) impos-
ing general or specific (as on gasoline) tax increases to support greater contribu-
tions from general tax revenues (d) experience rating—surcharging existing levy
payers and assessing and imposing levies on others based upon the extent to
which they cause accidents to others, as with drivers, occupiers of property,
products manufacturers, and health care providers; (e) raising money through
fines or penalties imposed on activities found to be violating safety standards;
and (f), the most controversial proposal, reinstating the tort action in whole or
part and allowing the ACC to recover the value of ACC payments from
tortfeasors whose acts or omissions caused the accidents which led o such
payments.

3. Improve accident prevention. Here the possibilities include (a) improving
safety education and safety programs; (b) expanding specific deterrence through
increased direct regulation of accident-causing activities coupled with fines, pen-
alties, and imprisonment in appropriate situations; (¢) expanding use of finan-
cial incentives such as bonuses for good safety records and penalties for poor
safety records, and, for victims, longer waiting periods for commencement of
benefits and requiring self insurance; and (d) improving general deterrence by
requiring internalization of accidént costs—through experience rating, by im-
posing a part or greater part of the costs of accidents on accident causers, such
as employers in the case of work-related accidents and victims where there is
contributory faule, or the reimposition of tort liability in whole or part. It
should be noted that the last three possibilities for increasing income, (d) - (f)
in paragraph 2, above, generally coincide with the last three possibilities for
improving accident prevention, (b) through (d), in this paragraph.

C. Recommendations of the Law Commission

Here, however, in broad brush strokes, are the principal changes which the
Law Commission has actually recommended.:

1. Benefits

a. Waiting period extended. The waiting period for Compo benefits should
be extended from one week to two.*® However, the obligation to pay ERC
which now falls on the employer for the first week of incapacity in cases of

64 SECOND WOODHOUSE REPORT, supra note 30, para. 28(3).
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work-related injury would be extended to the full two weeks.?®® The ecarner
injured on the job would thus suffer no loss of benefits. but employees injured
off the job would have to carry themselves for the second week if the employer
did not provide sick pay for that week.?®® While the Law Commission makes
fairly expansive claims for the degree of self-incentive on both employees and
employers and the degree of individual responsibility chis change will pro-
duce,®®? the actuarially estimated savings—about $26,000,000 per
year*®®*—seems minuscule in relation to the likely problems of costs. The Law
Commission evidently rejected the recommendation of the Royal Commission
on Social Policy that the waiting period be extended to four weeks.?%?

b. Earnings Related Compensation for Permanent Disability. The Law Com-
mission rejected a proposal of the Royal Commission on Social Policy to drop
periodic payments of earnings related compensation at their current high level
after the second year of disability and then to begin to pay a reduced flat race
somewhat more generous than the current social welfare payment for chose dis-
abled by illness.?™ Instead the Law Commission recommends that if and when
a cut is necessary in ERC payments, a uniform percentage, such as five percent,
be adopted.?™* In the meantime, there would be no change in the commitment
to pay generous ERC to disabled workers until retirement if necessary. Indeed,
the draft act sets the new maximum monthly salary on which ERC payments
(of eighty percent) are based at $2,000 per week 22

A dramatic change, however, is recommended for the treatment of disabled
non-earners who will for the first time become entitled to periodic payments
based upon New Zealand’s average weekly earnings, as described in the next
section,

. Lump Sum Payment for Noneconomic Loss. Noting that lump sum payments
for permanent disability and for loss of the amenities of life and for pain and
suffering could not be justified if the scheme were to move in the direction of
covering sickness as well as accident,®”® the Law Commission has proposed that,
generally, lump sum awards for noneconomic loss be abolished.*?* However, in
recognition of the fact that those who suffer serious disability “will often meet

286 Id

268 Id. paras. 183-185.

7 1] paras. 183-184.

88 Jd. para. 184.

262 I4. (citing ROYAL COMMISSION ON SOCIAL POLICY, WORKING PAPERS ON INCOME MAINTE-
NANCE AND TAXATION (Mar. 1988)).

270 Id.

M Id. (would reduce ERC payments to 75 percent of weekly earnings).
Id. ac i1 (erratum), 127.

13 4. para. 193.

#7¢ Jd. paras. 188-194. The proposal would also eliminate lump sum awards to a spouse and
children upon the death of a worker. Id. para. 42.

272
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greater costs in various areas than the able,”"?"® the Commission recommends
permanent periodic payments for loss of capacity if the loss exceeds five per-
cent.*”® The percentage of incapacity is to be determined by an authoritacive
schedule of the American Medical Association.?™ The percentage is to be ap-
plied to eighty percent of the “‘average weekly wage’ which, the Commission
states, is a base figure which is different from the individual's own historic
earnings which constictutes the base figure for ERC and is based instead upon “a
general figure which we have taken as the average wage,”%"® presumably for all
of New Zealand. In an appropriate case these benefits may be computed to a
lump sum *?®

The proposed draft Act, borrowed in part from legislation introduced into
the Australian Parliament in 1977,%8 purports to be less complicated than the
existing legislation.*®* Unfortunately, however, it is unclear on the important
question whether an earner who suffers incapacity will receive ERC and, in
addition, a percentage, based on the AMA schedule, of average weekly earnings
*“for ‘all sectors, all persons’ "' in New Zealand in lieu of current lump sums for
noneconomic loss.*** The implication is that 4otb kinds of payments will be
available to earners.3%®

This proposal constitutes the most significant improvement in benefits for

8 14 para. 190.

6 14 para. 195.

7 M. (citing AMERICAN MEDICAL ASSOCIATION, GUIDES TO THE EVALUATION OF PERMANENT
IMPAIRMENT (2d ed. 1984)).

*8 Id. para. 203. There is a provision for adjustment in the event of exceptional cases. Id. See
also Drafc Act, §§ 25(2), 48, id. at 119, 130, respectively,

7% 1d. 6§ 131-132 (§ 52).

80 Id. at 94 (appendix B) (“The model was the National Rehabilitation and Compensation
Bill presented and read a first time in the House of Represencatives of the Australian Parliament
on 24 February 1977. . . adapted . . . to New Zealand circumstances.”)

1 1) para. 23.

182 1d. para. 29.

188 . id. paras. 29, 194, 201-203, Bus of. id. at 99: “Clause 42 attributes to a person who
has no eamings a national income. This is set ar the amount of average weekly earnings (all
sectors, all persons). The provision applies to all those who are not employed or self-employed. They
will be entitled to a periodical benefit for total incapacity or permanent partial incapacity.” (em-
phasis added). This last provision as well as the draft act seems to limic such benefits to non-
earners. On the other hand, one of the examples given is of a worker who shatters his leg in a
motorcycle accident and then receives periodic payments of $190 per week, based on permanent
incapacity of 60 percent, which may last thirty-four years. This amount is then compared in the
example with the $10,000 lump sum for noneconomic loss the worker would currently receive.
Since an injured earner may currently receive a lump sum payment in addition to ERC, the
implication is that earners wi/l receive periodic benefits in addition to ERC. Id. para. 199. How-
ever, if the proposal actually contemplates removing lump sum payments for noneconomic josses
for earners without replacing those benefits, there may be serious resistance from the labor
movement,
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nonearners who, under the current scheme, fare very poorly if they suffer long
term serious disability, being enticled only to a lump sum up to a total of
$27,000 plus medical expenses. While giving up the right to lump sum pay-
ments for noneconomic loss, they would now be enticled to received periodic
payments based on a percentage impairment determined by a physician using
the AMA schedule of impairments, the percentage to be applied against che all-
New Zealand average weekly earings. Such payments could continue until re-
tirement age.

Actuaries have estimated that the allowance of such periodic payments in lieu
of current lump sums would eventually—when the new scheme reaches its full
maturity—cost about $403 million per year in 1987-88 dollars, as compared
with $145.5 million which would be paid in lump sums under the currenc
Act 38

d. Extension of Coverage to Ilness-Based Disability. The Law Commission rec-
ommends thae, in furtherance of the objective of comprehensiveness, the scheme
be extended to cover, as included within the definition of personal injury, con-
genical diseases.?®® The proposal, however, was not included within the draft act
on the ground that “'the change is a2 major one with significant consequences for
other areas of policy and administration’ and because its costs have not been
determined.?8®

‘e. Medical Expenses. The Commission recommends chat medical treatment
for accident victims and victims of illness and disease be treated equally.**? This
would be accomplished &y removing the obligation to cover such expenses from the
Compo scheme and turning che public responsibility over to the social welfare
system by reference to the Social Security Act 1964.3%8 However, to insure that

284 14, para, 204, The report mentions the figure given but the actuaries who computed the

costs, in their report, estimate 1987-88 payments of lump sums for noneconomic loss at $175
million. /4. para. 211.

These estimates may also include the cost of a provision designed specifically to permit sexual
assault victims and others who suffer serious emotional harm or permaneat disfigurement to
receive periodic payments for disability by directing the physician who determines the percentage
of disabilicy co take into account the extenc to which the condition “*has permanently lessened
that person’s ability to lead a normal life.” Id. para. 120 (Drafe Bill § 27). There is also a
provision which would permit periodic payments, such as these, to be commuted to a lump sum
“where it is particularly advantageous and just to the beneficiary that the benefic be paid by way
of lump-sum payment.” Id. pamas. 131-132 (Draft Bill § 52).

385 Jd. para. 172 (the proposal would be similar to that contained in the bill incroduced in the
Australian Parliament in 1977: A congenital disease was there defined as *'a physical or mental
defect, including a disease, in a person existing at or shortly before birth, being a defect or disease
that becomes evidenc before that person atrains the age of 3 years.”).

28 1d,

387 Id, paras. 7, 176-179.

8 Id. para. 176.
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accident victims continue to receive appropriate health care the specific elements
of “personal attention” to which such victims are entided are spelled out in the
draft Act.?®® The Law Commission also recommends that in order to create
appropriate “‘incentives” and to further “individual responsibility” victims
should ordinarily cover one-third of their own medical costs.?®® However, be-
cause of international labor conventions to which New Zealand is evidently
bound, the employer would be required to pay the amount of medical expenses
not covered by Compo for its employee if the accident or disease was work-
relaced.*®! In addition, special provision for payment would be made to impose
a ceiling on the amounts an individual would have to pay and for further assis-
tance in the event the victim was unable to pay the residual amount.?®?

Although some incentives to avoid or prevent accidents are built in to the
medical expense proposal—to the extent that individuals and employers have to
bear medical expenses—it must be recognized that rbe remaining costs of medical
and surgical care and all other health costs would be externalized by this proposal,
they would be paid for under the social security system from general revenues.
For 1987 these expenses accounted for about twenty percent of all ACC com-
pensation costs,?®®

f. Coverage. The Law Commission recommends moving away from exclusive
reference to a broad and general definition of what conditions are covered, such
as the current “‘personal injury by accident’” and ““‘medical misadventure,” to a
schedule of specific covered outcomes which is capable of being changed as
necessary. The recommended schedule, Causes of Personal Injary, is based in
part on the International Classification of Diseases of the World Health Organi-
zation.®® It omits reference to “accident” because of the intention to expand
coverage to injuries or conditions not necessarily caused by accidenc.28® '

One of the major proposed effects of the change to a schedule would be that
a limitation which the courts had placed on the term “‘medical misadventure,”
to the effect that a “‘recognized risk™ of a particular therapy was not covered,

89 4. para. 177 (Draft Act § 53).

99 Jd. para. 176. It is not clear whether the one-third victim's share includes hospital and
surgical expenses as well as expenses of physician’s individual medical rreacmenc. The illuscration
used to justify this figure was taken from the experience with ACC payments for individual
practitioner visits, which had evidently been about one-third less than usual fees. I4. para. 174.
Evidently this practice of setting payments lower than usual fees has recently been struck down in
the courts, which have required ACC to pay the full fee to the extent it is “reasonable by New
Zealand standards.”

1 1 para. 178.

202 Id.

%3 J4. para. 175.

%4 Id. paras. 165-166. The “First Schedule” (so denominated to distinguish it from the cable
of Motor Vehicle Levy Rates, which is the Second Schedule) may be found id. paras. 166-194.

#8 Jd. para, 166.
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would be eliminated.?®® Further, getting or failing to get informed consent
would “‘no longer be relevant,” since if the particular ouccome were included in
the schedule the victim would be covered regardless of whether the patient had
been informed of its possibility and had consented.?®?

Other changes recommended include omitting a limitations period (currently
within one year from the date of the accident or the death)?®® and giving cover,
not available under the current scheme, to incapacity manifesting itself after
1974 although caused before that date.?®® By way of example, this would fur-
nish coverage for asbestos-related occupational disease caused by exposure prior
to 1974,%° for injuries which manifested themselves after 1974 bue which were
caused by pre-1974 accidents,®®! and for sexual abuse of a child which occurred
prior to 1974 but for which the emotional harm appears thereafter.3*?

2. Funding

The Law Commission recommends changes in the manner in which Compo is
funded by eliminating different rates of annual levy for employers and self-
employeds engaged in different industrial activities and instead adopting a flat
rate, estimated to be about $2.64 per $100 of payroll.*®® Experience rating of
employers, self-employeds or of motor vehicle owners or drivers would nos be
attempted and provisions in the Act allowing bonuses and penalties would be
removed,*** Levies upon owners of motor vehicles would instead be based upon
the current two-rate structure, $100 or $35.30, which is based largely on size of
vehicle, and the levies would be adjusted in the future according to changes in

¢ 1d. para. 165.
297 ld_
298 Accidenc Compensation Act, 1982, § 98.
9% SECOND WOODHOUSE REPORT, supra note 30 paras. 167-171.
9% This provision would only extend the current coverage of occupational diseases. See Acci-
dent Compensation Act, 1982, § 28. The Law Commission did not recommend the extension of
coverage of Compo generally to man-made non-occupational diseases, See gemerally SECOND
WOODHOUSE REPORT, s«pra note 30, First Schedule at 166-95, although a few environmental
hazards seem to be included. See id. at 172-74 (accidental poisoning by other solid and liquid
substances, gases, and vapours), id. at 189 (exposures to radiation), id. 190 {exposure to Noise
(pollution, sound waves, and supersonic waves). The failure adequately to cover man-made dis-
eases has been criricized as a serious failure of both the tort system and New Zealand's Compo.
See J. STAPLETON, supra note 3, at 145-50.

0L The example given is of spinal accidents. SECOND WOODHOUSE REPORT, supra note 30,
para. 167.

s02 g4

303 Jd. para. 250.

3% Id. paras. 140-148.
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the consumer price index.®®® In addition, a portion of the excise duty paid on
motor vehicle fuel and ordinarily not used for the road system would be used to
support the compensation scheme.?®

From the perspective of general deterrence, perhaps the most significant ele-
ments of the Law Commission recommendations regarding funding are those
that assert that the various levies are not premiums to fund an insurance system
but taxes to fund a social welfare program.®®? In accordance with that view, the
Commission has recommended that henceforth the strict separation of the ex-
isting three accounts—earners, motor vehicle, and supplementary—be weak-
ened and that moneys received from all sources be intermingled in a single fund
to provide for Compo benefits and ACC administrative expenses without regard
to the source of the accident.3®® To sever the relationship between accident
causers and accident costs even further, the Commission has recommended that
“‘as with other taxes Parliament should directly exercise its constitutional func-
tion of determining from time to time the rate of the particular levies." % This
would provide the government with ‘‘the general opportunity each year to
make an overall assessment, against the Corporation’s estimate of its needs, of
the amount to be gathered from the three or four sources and the balance that
should be struck between them,”’#'?

Under such a system it would seem to follow that in the future shortfalls
produced by excessive or unexpected accident costs would not have to be fi-
nanced by sharp increases in employer or driver levies. Instead, the government
would have the responsibility of providing the needed funds and could, if it so
desired, simply draw them from general cax revenues, thus blunting the kind of
outcry from levy payers that generated the 1986-87 crisis.

3. Accident Prevention

Although it reaffirmed the view of the Woodhouse Report and the Accident
Compensation Act that the most important way to deal with personal injury
accidents was through prevention,®! the Law Commission's report ultimately
rejected any significant role by way of deterrence or prevention for the compen-

305 Id. para. 241.

306 14, para. 240. The Commission’s justification for applying a portion of the fuel tax is that,
*{gliven that chis parricular tax is directed ac road users and in particular had some regard o the
extent of their use and their exposure to the risk of accidents, it does appear to us to be an
equitable and efficient means of providing funds for the accident scheme.” Id.

307 Id. para. 243.

308 1d. paras. 242-249.

309 Jd. para. 244.

ne 3y

M1 14 paras. 105-106.
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sation scheme. After acknowledging “‘the widely held opinion that {the promo-
tion of safety is} not adequately handled in our system of government,”®'? the
Commission’s principal response was to propose that a Minister of Safety be
appointed and placed in charge of the entire field of safety.®®

To arrive at its relatively relaxed and non-urgent response to the problem of
accident prevention, the Commission first found it necessary to confronc the
problem of increasing costs®'* and to deal once again with the question whether
elimination of tort liability for personal injuries mighe also have eliminated ef-
fective deterrence.

Curiously, although the possibility was brought to its actention,®'® the Com-
mission in its reporc never explicitly mentioned that an increase in the rate or
severity of accidents might have accounted for some of the mysterious cost
creep. Rather, it relied on a study conducted by actuaries at the Commission'’s
request®'® which itself never suggested such possibility. In the study the authors
identified an “‘unexplained expenditure growth” from 1975-76 to 1984-85 of
about fifty percent or more.®!? They downplayed the importance of the increase,
however, by stating that the annual growth rate—about 4.6 percent per
year—"'is similar to or lower than the average rates of unexplained cost increases
observed by many Australian workers compensation and compulsory third party
schemes in the same period.””®'® In response to the question whether it is possi-
ble to isolate any causes for the unexplained increases, the actuaries responded
by suggesting several possibilities other than a worsening accident problem 3

3% 14, paca. 104.
33 1d. para. 128.
34 See supra text accompanying notes 172-80.

See, e.g., Submission to Law Commission, s#pra note 14; Miller, Plugging the ACC's Biggest
Leak, Nat'l Bus. Rev., July 24, 1987, at 17, col. 1. Evidently, other than the Author’s, none of
the many submissions to the Law Commission showed any interest in a return to the tort syscem.
Letter from Jeffrey O'Connell to Richard S. Miller (August 16, 1988) (reporting on communica-
tion from the Law Commission). Since then, however, an article in a New Zealand journal has
proposed the reinscacement of the tort action as a supplement to regulation controlling hazardous
technology. Hide & Ackroyd, Liability and the Control of Hazardous Technology, 1988 N.Z.L.J.
277. See also text infra accompanying notes 397-404.

318 Cumpston & Madden, Report on the Costs of the Accident Compensation Scheme, in SECOND
WOODHOUSE REPORT, supra note 30, at 196 app. C.

But see Hide & Ackroyd, Liability and the Control of Hazardous Technology, 1988 N.Z.L.J.
277 (describing statutes regulating hazardous technology and characterizing them as providing
“‘considetable scope for comprehensive control” but nevertheless proposing reinstitution of a civil
action for personal injury).

37 They also explained that if, over the nine year period, lump sum payments and ERC
payments had not kept pace with inflation, as was probably the case, then the unexplained in-
crease “would probably be higher than the 50% estimated . . . ." M. at 205.

a1s Id'

31% ‘These were: (1) as to increases in weekly benefits, from increased unemployment, especially

ans
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As to the possibility of reintroducing the tort system, the Commission in
effect reaffirmed the views of the Woodhouse Report, upon which Compo was
originally based, that tort liability fails both as a deterrent to accidents and as a
compensation system.%2 In arriving at this conclusion, the Commission noted
thac “much recent American writing addresses the ‘torts crisis,” ‘the failure of
tort law’ and the related ‘insurance crisis,” "**! but drew its main support from
“the prevailing view of leading commentators on civil liability for personal in-
jurylL}" particularly Professor Andre Tunc,®** as buttressed by Professor Craig
Brown’s study of automobile accidents and fatality rates in New Zealand. 323

Apart from che fact that not all leading commentators on civil liability neces-
sarily share Professor Tunc's view of the failure of tore law as a deterrent,3%* the
validity of Professor Brown’s study as general support for that view beyond the
motoring context, as he himself was careful to note,®*® is noc established. In-

in rural areas, and from a change in § 59(2) of the 1982 Act whereby those earners who suffer
temporary partial disability but who cannor find work do not have their ERC reduced by the
amount of earnings they might have had if they could have found work; (2) as to increases in
lump sum paymencs for noneconomic loss for permanent loss or impairment of bodily functions,
from an increase in the maximum from $7,000 to $17,000 which commenced in April, 1983;
(3) as to increases in the Jump sum payments for pain and suffering or loss of amenities of life,
from *‘the increased tendency to award maximum or near maximum amounts for relatively minor
impairments;”* (4) as to increases in medical payments, from increasing costs of various medical
and paramedical services plus “some continuing tendency to charge the Corporation for non-
accident relaced creatment”’; and (5) as to increases in hospital payments, parcly from general
medical cost increases and partly from greater use of private hospital facilities. 1d. ar 208-09.
Neither an increase in accidents or their severity mor an increase of fraudulent or false claims
(except, perhaps, for the charges for non-accident related treatment) was mentioned. Professor
Gellhorn suggests, however, that “‘means can and should be developed” effectively to controf
professionals and others to whom the state has given licenses and to encourage greacer care in
other areas, such as driving and construction, as well. Letter from Walter Gellhorn to Richard S.
Miller, Aug. 15, 1988.

320 \WOODHQUSE REPORT, supra note {0, paras. 78-113.

31 SECOND WOODHOUSE REPORT, supra note 30, para. 79.

322 Identified in che report as a scholar who, in the 11 INTERNATIONAL ENCYCLOPEDIA OF
COMPARATIVE Law ch. 14 (1983 & Supp. 1986), flatly rejected fault as the basis for determining
compensation. Id.

323 Brown, supra note 3.

34 See, e.g., Galanter, Beyond the Litigation Panic, 37 PrROC. ACAD. PoL. Sci. 18, 29 (1988);
Henderson, supra note 3; Posner, Can Lawyers Solve the Problems of the Tort System?, 73 CALIF. L,
REv. 747, 749-51 (1985).

325 Professor Brown in his article clearly articulated the reasons why the negligence system is
not a major factor in deterrence in the automobile accident context as compared with other areas.
Brown, s«pra note 3, at 978.

In his scudy of road accidencs, Professor Brown did not mention one factor which, in the
motoring context, may have more than substituted in New Zealand for any general deterrence or
internalizarion of costs produced by liability insurance premiums: the highly and artificially in-
flaced prices of automobiles in New Zealand. Probably because of customs duties, car prices there
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deed, to the contrary, he has stated: ‘‘Despite the protection provided by liabil-
ity insurance, the deterrent effect of negligence law remains strong outside the
context of motoring.”"%%® And both Professor Brown and the Law Commission
agreed that the absence of comparable statistics with regard .co unintentional
injuries outside of the driving context made it impossible to present evidence of
the effect of eliminating tort liability on accidents in areas other than automo-
bile accidents.¥**

Nevertheless, the Law Commission rejected any return to tort liability for
personal injury and, having done that, proceeded also to rejece most other finan-
cial safety incentives, both existing and proposed,®?® and including the current
distinctions based on employee injuries among 103 industrial activities.3?®

As to the safety incentives which mighe be lost by giving up bonuses and
penalties and by rejecting experience rating, the Law Commission argued that
on the one hand these so-called incentives are not effective and on the other

are many times higher than they are in the United States, whether the differences in the values of
the two currencies (the New Zealand dollar was worth between $0.56 and 0.59 U.S. at the time)
are taken inco account or not. Thus, for example, the advertised prices for used autos in the
Dominion Sunday Times of July 19, 1987, ac 40, included the following: 1986 Mazda RX7,
$73,000; 1983 VW Scirocco GT, $23,990; 1986 Honda Civic, $23,990; 1984 Honda Accord
3-dr., $23,500; 1984 Mazda 626, $22,990; 1986 Chevrolet Camaro, $84,990. While the de-
mand for automobile transportation may be highly inelastic, these awesome prices arguably could
not have helped but reduce the overall driving activity in New Zealand over what it might have
been if only market forces dictated prices. On the other hand, it is also possible that the fantastic
prices of new and nearly new aucomobiles has led to excessive driving of older and hence less safe
vehicles. (For example, the author, in February of 1987, paid abouc $7,000 for a 1974 Triumph
Saloon; ac home in Honolulu the author's oldest car in 1987 was a 1981 Subaru.)

If the prices of automobiles were about as high in relation to the cost of living in New Zealand
before 1974, when Compo came into force, as they were after that date, then chis factor would
not affect Professor Brown's conclusion, based mainly on compatisons of injuries per mile driven,
that the advent of Compo did not cause an increase in motor vehicle accidents. However, the
high price of automobiles in New Zealand would affect the accuracy of comparisons with. road
accident rates in other countries (and in New Zealand if auto prices were relatively lower before
1974) in two ways: First, high auto prices would arguably chase younger drivers—who often
account for a disproportionately high percentage of accidents—out of the car-buying marker.
Second, the high cost of automobiles might significantly reduce the total number of miles driven
in New Zealand as compared with nations with lower prices. The first factor would improve New
Zealand's rate of injuries per mile driven and the second would improve its per capita rate of
injuries. Thus, comparisons of motor vehicle injury races berween New Zealand and nations that
recain tort liability which indicate similar rates of accidents per mile driven or per capita may not
accurately reflect an adverse effect on accidents produced by elimination of the tort action in New
Zealand.

3% Brown, supra note 3, at 978.

327 See Brown, supra note 3, at 980; SECOND WOODHOUSE REPORT, supra note 30, para. 80.

838 See supra text accompanying note 305.

33 See SECOND WOODHOUSE REPORT, supra note 30, paras. 250-269.



58 University of Hawaii Law Review | Vol. 11:1

hand there are other more effective safety motivations and strategies either in
place or available for adoption. Some elaboration of both of these arguments
seems warranted here.

a. Inadequacy of Incentives

As to the ability of variable levies—adjusted according to the accident costs
of work-related accidents of employees in each class of industrial activity—to
produce deterrence, the Law Commission argued, quite convincingly, that un-
less a parctcular employer enjoys 2 monopoly, its ability to lower the levy for its
industrial class is very much in doubt; levies could only be decreased if the
overall worker accident cost for all firms engaged in the same activity were
lowered. Thus, the hope of reducing such levy by reducing a company’s own
accident costs is unrealistic.33¢ '

As the Commission itself noted,®®! however, variable levies by industry are
different from bonuses and penalties on individual companies and from experi-
ence rating of individual companies. But these, too, the Commission found to
be seriously flawed. The problems discussed included (a) difficulties of
scale—most New Zealand companies employ 100 or fewer workers, while the
minimum base of employees necessaty for accurate merit rating is in the
thousands; ic is unfair to penalize some small firms and to give others bonuses
based on safety records which are based on too few incidents to determine with
accuracy the relative safety of such enterprises; (b) difficulties of time lag,
whereby penalties or bonuses or new ratings may be imposed long after the
situation which engendered them may have changed, for the better or worse; (¢)
difhiculties of prediction, contributed to by the time lag, since employers will
not be able to measure or predict the effects of their safety decisions on bonuses,
penalties, or ratings; prediction will be particularly difficult and potentially un-
fair if accident costs, rather than frequency, are used as the base (as they now
are in setting levies) since the costs of particular accidents may be fortuitous and
since some accident costs, such as those dealt with only by the public hospital
system, are not included in the base; (d) difficulties of under-reporting, as where
employers discourage the reporting of accidents in order to avoid penalties or to
keep their ratings low; and (e) difficulties in creating incentives where, as in
past practice, the bonuses or penalties tend to be small 33*

330 14. paras. 137-138,

331 I4d. paras. 138, 140.

223 I4. paras. 140-149. In reaching these judgments the Law Commission relied on a recent
report of the Economic Council of Canada, Chelius & Smith, The Impact of Experience Rating on
Employer Bebavior: The Case of Washington State, in SEVENTH ANNUAL SEMINAR ON ECONOMIC
ISSUES IN WORKERS' COMPENSATION (1987), sponsored by the National Council on Compensation
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b.  Other Safety Incentives

In view of these problems with bonuses, penalties, and experience rating, the
Law Commission expressed a strong preference for imposing penalties “by refer-
ence to observed conditions{;}’3*® that is, by using inspectors who have che
power to assess penalties, in the manner of the Occupational Safety and Health
Act (OSHA)®* in the United States. The Commission, however, did not make
any specific recommendation as to whether the power should reside in the ACC
since the government had yet to decide whether to create a separate “‘one Act -
one Authority’” occupational safety program like OSHA for New Zealand.?%®

What is particularly interesting is the Commission’s views as to where, ab-
sence tort liability and the specific prevention strategies it rejected, it believes
incentives for safety emerge under the amended regime it is recommending. In
its report the Commission summarized its views in a section entitled “‘Safety
incentives in general,'3%¢

First, the Commission asserted that the safety incencives of workers and em-
ployers will be increased by adding one week to the current one week delay
after injury before Compo benefits become payable.?3” This incentive may well
discourage false claims by workers who might otherwise be tempted to use
Compo to finance a two-week hunting trip, or other vacation, by feigning an
off-work injury and may also serve as an inducement to workers to exercise
greater care off the job, since only earners who suffer on-the-job accidents must
under the proposed amendments be paid earnings for their second week by
their employers. Wich respect to work-related accidents to their own employees,
therefore, the principal new incentive of having to bear an additional week of
wages will be on employers, who will thus have an increased incentive to pre-
vent worker accidents.

Second, the report refers to self-interest of individuals, in the varying contexts
where they may suffer accidents, and especially of employers, who may “as a
result of accident . . . lose the services of a skilled experienced employee’*3® or
suffer other direct costs such as property damage, interruption of production,

Insurance at the Wharton School, University of Pennsylvania, and on 1 REVIEW BY OFFICIALS
COMMITTEE, supra note 83, at 56 (reporting that the safety incentive bonus program ceased
*partly because of data deficiencies, partly because of the difficulty of determining better perform-
ance, and primarily because no link could be found between bonuses and improved prevention
performance™).

332 SECOND WOODBOUSE REPORT, supra note 30, para. 148.

3%¢ The Occupational Safery and Health Act of 1970, 29 U.S.C. §§ 651-678 (1970).

3835 See SECOND WOQODHOUSE REPORT, supra note 30, para, 148,

338 I4. paras. 131-149.

3% 4. para. 132.

3% Jd. para. 133.
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loss of profies, or other consequential damage. At this point the report recog-
nizes that for the employer many of these losses will be covered by loss insur-
ance. Racher than asserting that che existence of the ability to spread a risk
through insurance weakens deterrence, as is the position consistently taken with
regard to liability insurance, the Commission states:

(The toral of fire and accident premiums in New Zealand is considerably in ex-
cess of Accident Compensation levies.) Accordingly, such incentives as an insur-
ance policy may provide through experience rating, accident prevencion (by in-
creasing premiums if safety measures are not taken), no claims bonuses, and the
like are already relevant to many accidents that may also cause personal injury,¥%®

It is reasonable to ask why the Commission believes these financial incentives
produced in the case of accidental injury to property should be any more effec-
tive than the Commission has asserted they are when applied to accidental in-
jury to person.

Third, the Commission asserts that the prospects of accident costs to their
business property or profits has led some businesses to adopt sophisticated safety
programs which not only enhance safety but produce better relations with em-
ployees and improve production and generally lower coscs.34°

Fourth, there is a “‘growing acceptance of the need for methods for the pro-
motion of workplace safety involving cooperation between all involved.’®** This
has led to legislation which provides for the development of voluntary safety
codes.®? It is also “part of a world-wide movement towards greater worker
participation in occupational health and safery.”3¢3

The fifth incentive merits direct quotation: “Unsafe methods of work or
products which cause damage to property oueside the work place can be the
subject of civil actions in the courts by those damaged. Againl,} insurance may
bave a role.”’3%

Here, the inconsistency berween the Law Commission’s deprecatory view of
the efficacy of the civil action for personal injury damage cum liability insurance
as safety incentive and its positive view of the safety incentives engendered by
law suits to recover for property damage seems inexplicable.

Sixth, chere are incentives for safety for professionals and others in discipli-
nary processes which “‘will be significant in some situations.””®*® In such situa-

338 Id.

80 14, para. 134.

341 Id. para. 135.

43 Id’

248 Id,

344 Id. para. 136 (emphasis added).
Mo 1d,
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tions, unlike those which give rise to law suits, there will be no insurance avail-
able to weaken the incentive to safery.34®

Seventh, ‘‘much safety legislation imposes standards and rules which can be
supervised and enforced through inspection, courts and commissions of inquiry,
and prosecution in the criminal courts.” %47

Eighth, in some situations those who cause injuries to others may be prose-
cuted for a crime such as manslaughter in the criminal courts.®*®

D. The Effect of the Law Commission’s Recommendations

Viewing the specific changes the Law Commission has recommended, it can
be concluded:

First, that the Law Commission has, in practical effect, rejected any serious
role in accident prevention for the ACC and the Compo scheme. Any deterrence
that may be added by transfetring responsibility for the second week of disabil-
ity to the employer or, for non work-related accidents, to the employee, is mi-
nuscule, especially when compared with the externalization effects of (1) turning
all medical expenses of accidents over to Social Security; (2) extensively disasso-
ciating the sources of funding and the accounts from which benefits are paid
from any correlation with the costs of accidents; (3) adopting a flac-rate system
for employer levies; (4) rejecting bonuses, penalties, and experience rating for
employers and auto owners and rejecting any levies on drivers; and (5) generally
recommending that levies be considered to be taxes and that government, rather
than the ACC, be given the responsibility for raising them not only from ex-
isting sources but from motor vehicle fuel taxes and from general revenues, as
weli, Indeed, the Commission has suggested the placement of safety responsibil-
ity elsewhere (in a new Safety Minister and staff), has eschewed any desire to
impose ¢the costs of accidents on those persons and activities who cause them,?*®
and has conveyed the view that Compo is, or should become, a pure social
welfare program funded by general taxation.%%°

Second, that the Law Commission’s recommendations with regard to benefits
will significantly increase the overall costs of the scheme, notwithstanding the
elimination of existing lump-sum payments for noneconomic losses, by ex-
tending very expensive periodic payments based on degree of disability and
New Zealand's average weekly wage to non-earners who are not now entitled to
such payments; by equalizing medical benefits for illness victims with those

M 4.

M7 1.

M8 14,

M® 4. paras. 256-257.
360 See, e.g., id. para, 44.
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provided under Compo for accident victims; by extending Compo to cover vic-
tims of occupational and other injury-causing events that occurred prior to
1974, the manifestations of which did not occur until after 1974; and, possibly,
by also extending coverage to victims of congenital diseases. It is clear, however,
thac by removing the payment of health-related costs from ACC's responsibility
and shifting it to Social Security, costs of the Compo scheme will, to that sig-
nificant extent, @ppear to be reduced.

Third, that while costs will increase significantly, the political outcry that
might otherwise ensue from levy payers under the current scheme will be muf-
fled inicially by adopting a single flac rate for employers®®! and ultimately by
shifting most of the increased costs onto general taxation.

Thus, the expansion of Compo as envisioned by the Law Commission may
from its perspective seem humane and consistent wich its underlying princi-
ples.®*? Unfortunately, the problems not resolved and probably exacerbated by
the report’s recommendations include a worsening accident situation and the
not unrelated cost creep. The latter, in view of New Zealand’s difhicule eco-
nomic situation,®®® will probably make it impossible over the long run to ad-
here to the principle of real compensation and will surely prevent the achieve-
ment of comprehensive coverage of all disability.

It has been suggested that to criticize Compo because it does not provide
comprehensive coverage for disability caused by illness as well as accident or to
resisc wider coverage, as recommended by the Law Commission, on the same
grounds, is to make the best the enemy of the good.*** The fact is, however,
that when the larger economics of New Zealand are considered,?®® costs of the
accident scheme as expanded according to the Law Commission's recommenda-
vons and as increased by uncontrolled accidents could become the enemy of
Compo itself and not just of efforts to expand the protection of those with

%61 However, those employers who previously paid less than the new flat rate may very well

oppose the change. Indeed, the proposal for a flat-rate levy evidently drew significant opposition
from employers in industrial activities which were paying less than the $2.50 rate earlier recom-
mended by the Commission. See id. para. 253. Their opposition may be muted by the fact that
no such levy payer would end up paying more than cwice its prior levy. The changes that gave
rise to the uproar in the firse place, however, were as high as 500 percent.

32 Indeed, the recommendations in some respects simply reassert ideas, such as flat race levies
and periodic payments for disabled non-earners, originally put forth in the Woodhouse Report
but never implemented. See WOODHOUSE REPORT, supra note 10, paras. 441, 467-468.

353 See, e.g., Hayward & Sherwell, Markets Descend into Gloom Following Douglas’s Departure,
Financial Times, Dec. 15, 1988, at 6, col. 1; McGutn, New Zealand’s Painful Economic Cure,
Wall St. J., Oct. 11, 1988, ac 22, col. 3; Richardson, Economies: Freedom to Fail, Far East Econ.
Rev., Aug. 25, 1988, at 56, col. 1; Sullivan, OECD suggests cuts in welfare, Dominion (Welling-
ton, N.Z.), June 2, 1987, at 1, col. 1.

3% SECOND WOODHOUSE REPORT, supra note 30, para. G1.

385 See supra note 353.
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illness-based disabilicy.3%®

It seems to follow that much greater attention needs to be given to cost—and
accident—containment than has been given by the Law Commission. Indeed,
purely humane considerations seem to require considerably more attention to
deterrence of accidents than the “let George do it” approach of the Law
Commission.

VI. TORT LIABILITY AS A BACK-UP FOR COMPO

Nort only is general deterrence of accidents in New Zealand virtually non-
existent, but specific deterrence—direct regulation of safery—is weak and inef-
fectual.®®? For example, there exists no comprehensive occupational safety and

388 As to the lateer, it has been estimated thac in Great Bricain, for example, the incidence of
incapacity by disease and other causes not aceributable to accidents exceeds accident-produced
incapacity by abour ten times. See J. STAPLETON, supra note 3, at 5-6. It has also been estimaced
by the Officials Commictee chat extending the scheme to those seriously disabled other than by
accident would add about 21,500 persons eligible for the invalids’ benefit plus an unknown but
potentially large number who are currently disqualified because of their spouse’s income or who
may be eligible for invalid benefits but have not applied. See 1 REVIEW BY OFFICIALS COMMITTEE,
supra note 83, at 14. The Law Commission icself stated that Compo only covers “'a small propor-
tion of che disabled,”” and cites a recent estimate that the ACC is only concerned with abour one
quarter of 416,000 persons disabled for a2 month or more. SECOND WOODHOUSE REPORT, supra
note 30, para. 153. The costs of extending ERC or, if they are not earers, periodic payments for
permanent incapacity along with medical benefies approaching those now available to accident
victims to these disabled persons would likely be monumental. It is understandable, therefore,
why the Royal Commission on Social Policy, being concerned about overall welfare requirements
in New Zealand, recommended extending the waiting period for Compo benefits to four weeks
and replacing ERC after two years with a modest flac-rate payment. See id. para. 14.

357 See T. ISON, supra note 3, ac 159-77. Cf. SECOND WOODHOUSE REPORT, supra note 30,
paras, 105-149; McBride, Safer Cars Forced on Motor Industry, NAT'L. Bus. REv,, July 2, 1987, at
1 (proposal by transport undersecretary to require auto assemblers in New Zealand to comply
with certain overseas regulations on design; “New Zealand is alone among western democracies in
not having minimum standards.” I, ¢f. Dominion (Wellington, N.Z.), July 20, 1987, at 2, col.
5 (report that the Government is granting $100,000 to the Ministty of Consumer Affairs “to
carry out its product safety work. . . . for staffing, standard setcing and the investigation and
testing of allegedly unsafe products. . . . {plus] $50,000 for the development and revision of
standards'’).

The Fair Trading Act 1986 does permit actions for penalties against product manufacturers
and sellers who sell products in viotation of the Act. The maximum penalcies, however, of
$30,000 for individuals and $100,000 for corporations, id. § 40, fall far short of possible cort
damages for injuries caused by defective products. These provisions were not adopted uncil 1986
notwithstanding the tecommendation of Geoffrey Palmer, in 1975, to create a product safety
commission to fill the gap in deterrence created by the externalization of accident costs which
attended the adoption of the Accident Compensation Act of 1972, Palmer, Dangerous Products
and the Consumer in New Zealand, 1975 N.Z.L.J. 366, 377-80.
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health program under a single act®®® and disciplinary procedures for health pro-
fessionals, which the Law Commission cites as an important safety incentive
because actors are not insulated by insurance,®®® is weak and seldom used.3¢°

Agencies which might afford effective specific deterrence, however, require
significant investments of public funds and large cadres of skilled employees,
inspectors, and administrative staffs and are rarely financially self-support-
ing-~even though they may have authority to impose fines and penalties. Fut-
ther, in order to reach the myriad soutrces of accident-causing behavior both
within and beyond the occupational safety and health arena, such agencies
would have to become both intrusive and coercive to a degree which is proba-
bly unacceptable to most New Zealanders. Therefore, the only system which has
a chance of restoring effective deterrence and providing a significant new source
of income to reduce the costs of Compo is the torc liability system if zailored for
use as a supplement to the accident compensation scheme. In my submission of
May, 1987 to cthe Law Commission, drawing on the outlines of a suggestion
previously offered by Professor Jeffrey O'Connell in connection with proposals
for no-fault in the United States,®! I recommended such a plan. Although the
Law Commission in its final report in effect rejected any return to what it be-
lieved to be the discredited tore system,?®? my proposal, as well as che joint
response of Professors Brown, O’Connell, and Vennell to that proposal, remain
relevant for the future both for New Zealand and for any other nation or state
enticed to contemplate a comprehensive accident compensation scheme like
Compo.

A.  The Author’s Proposal

Following are the essential features of my recommendacion®®® for reintroduc-
tion of the tort action for personal injuries as a supplement to Compo:
1. The present accident compensation scheme, as it might be amended in

%8 SECOND WOODHOUSE REPORT, sepra note 30, para. 152

380 See supra text accompanying notes 340, 341.

380 See Gellhom, sepra note 3, at 196-202.

361 O'Connell, Transferring Injused Victims' Tort Rights to No-Fault Insurers: New ‘Sole Rem-
edy’ Approaches to Cure Liability Insarance Hls, 1977 U. ILL. LR. 749. See alss Klar, supra note 3,
at 89, 102.

382 See supra rext accompanying notes 315-18.

63 These have been modified slightly from the author’s original proposal in his submission to
the Law Commission. Essentially, however, the proposal remains the same. See Submission to Law
Commission, supra note 14. Much of the derail included in the submission, including examples
of how the system would work in practice, id. at 11-15, and how certain problems, such as how
to allocare the right to settle a claim between the victim and the ACC, id. at 14-15, are omitted
here in order not unduly to extend the length of this article.
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response to recommendations currently before the New Zealand government,
would remain the primary source of compensation for accident victims.

2. The common law right to bring proceedings at law for damages for injury
or death arising from an accident would be restored except in the case of actions
by employees againse their employers for work-connected accidents.®®

3. Every person eligible to receive benefits from the ACC would be deemed
to have assigned to the ACC any tore claim he or she might have against any
third person for personal injury or death damages, bur only to the extent of the
total value of the benefits he or she is entitled to receive both from the ACC and
Jfrom other governmental sources, plus certain legal costs.

Legislation giving effect to this assignment would be similar to the design of
provisions found in some workers’ compensation acts in which an employer is
subrogated to the employee’s tort claim against third parties to the extent of
workers’ compensation benefits paid by the employer or its insurer to the in-
jured worker.%®® Preferably, the primary right to bring suit would be given to
the ACC, with a righe of the victim to intervene in the action. Regardless of
who prosecuted the action, however, the ACC's assigned right would be pri-
mary and against the entire judgment; the victim would receive nothing from the
tort recovery until the ACC's right to full reimbursement was satisfied 3%

4. The existing right to prosecute actions for punitive damages in personal
injury cases and 20 retain the damages would be transferred to the ACC.%%7

5. The right to receive lump sum payments for noneconomic loss under the
Act would be abolished but could be replaced with periodic payments based on

384 Not reviving employees’ common law rights against their employers for work-related inju-
ries seems to be justified by the very special and continuing relationship between them and by the
difficulties that are likely to arise in actions between them. However, either lump sum payments
for noneconomic loss, ¢f. HAW. REV. STAT. § 386-12 (1983) (up to $15,000 allowed in cases of
disfigurement), or, preferably, additional periodic payments to compensate for the non-eamings
losses caused by disabilicy, see supra text accompanying notes 270-74, would be allowed as a
tradeoff—as the payment of noneconomic losses now is—for the relinquishment of workers’ com-
mon law rights against their employers.

The right of action by employees against chird parties would be revived, however, and the
ACC would be assigned the employee's tort righes in chac situacion.

385 See, e.g., HAW. REV. STAT. § 386-8 (1985).

388 As a condition of receiving Compo benefits, a beneficiary should be required to agree to
cooperate with the ACC in the prosecution of its claim against the tortfeasor, much as an insured
under a liabilicy policy is required to cooperate with che insurer in defense of a claim adverse to
the insured. However, the right to recover damages in addition to Compo benefits, after the
ACC's righes are satisfied, might constitute a more effective incentive.

367 Amounts received by the ACC by way of punitive damages would not be considered as
reimbursement of ACC benefits paid or payable 1o the victim. Where the ACC fails to prosecute
a claim for punitive damages within a certain period of time after cthe accident, however, the
victim should be given chac right and also be permitted to retain the proceeds in char event.
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degree of disability for all claimants,3%®

6. If there is concern about problems allegedly created by the common law
system of tore liability, such as affordability and availability of liability insur-
ance, delay in payment, high transaction costs, excessively high judgments,
overdeterrence, overburdening of the courts, unfair allocation of liability among
joint and several tortfeasors, and the like, New Zealand is in an excellent posi-
tion to adopt specific measures designed to eliminate or micigate them 3®
These might include:

a. Eliminate jury trials. Under the New Zealand Judicature Act of 1908,
jury trial in civil actions may lightly be dispensed with by the judge in certain
cases;*™® it would not be a major step to do away with it entirely in cases of
injury by accident.

b. Adopt alternative modes of dispute resolution. Mandatory arbitration, crea-
tion of special administrative tribunals, or creation of dispute resolution centers,
as in Japan,®”! may be established either as substitutes or pre-conditions for

38 Workers have generally considered the lump sum payments for noneconomic loss as pare of
the tradeoff for giving up their common law right to recover for pain in suffering in favor of
Compo. See G. PALMER, ACCIDENT COMPENSATION, supra note 3, at 223, Thus, any attempt to
remove such payments without providing an equivalent, such as the periodic payments for per-
centage of loss of physical capacity, in addition to ERC, will predictably encounter stiff resistance
from che labor movement, '

39 See infra note 413 and accompanying text.

In the auchor’s view, the urgency of the need in New Zealand to restore the deterrence pro-
vided by reincroduction of the common law action, whether in a much-modified or limited form
or not, seems o outweigh the harm thac mighe be caused by the possibilicy that some or all of
these concerns have not been and cannot be sufficiently validated.

379 Judicature Act of 1908, § (5), as amended. The court may order thac a civil action be tried
without a jury where the court decermines that the trial “'or any issue therein will involve mainly
the consideracion of difficule questions of law”, id. at (a), or that the crial or any issue may
involve “‘prolonged examination of documents or accounts’ or “‘difficult questions in relacion to
sciencific, technical, business, or professional matters . . . being an examination or investigation
which cannot conveniently be made by a jury.” ld. ac (b).

¥V See Miller, Apples vs. Persimmons - Let's Stop Drawing Inappropriate Comparisons Between
the Legal Professions in Japan and the United States, 17 VICT. U, WELLINGTON L. REV. 201, 211-
12 (1987).

An inceresting experiment with mandatory non-binding arbitration of all personal injury ac-
tions where the amount claimed is less than $150,000 is underway in Hawaii. Of particular
interest is the atrempt, evidently successful, to limic discovery costs. See Barkai & Kassebaum,
The Impact of Discovery on Cost, Satisfaction, and Pace in Court-Annexed Arbitration, 11 U. Haw.
L REev. (1989).

Costs of public administration and the judiciary could be saved if the decision-making appara-
tus were made self-supporcing. For example, the craffic accident dispuce sectlement centers in
Japan are financed by che liability insurance companies. Another possibility is to have the ACC
fund che costs of adminiscrative tribunals from recoveries received pursuant to the assignment of
victims® tore claims.
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common law trials. These should be made self-supporting, thus avoiding in-
creased costs of public administration and of the judiciary.

¢. Modify liability and damage rules. Since the primary role of the liability
system would be deterrence, and since Compo would remain the primary source
of accident compensation, appellate courts deciding upon appropriate rules for a
reinstated liability system might feel free to ignore or downgrade risk-spreading,
admirably handled by Compo, as a policy reason for expanding liability.®™®
Damages in cases where liability is not necessarily based upon fault, as in ac-
tions to impose strict liability for defective products, might be limited to eco-
nomic losses suffered by the victim.?’® Damages in actions to recover only for
negligent infliction of emotional distress or for loss of consortium might also be
limited to economic losses occasioned by the distress.>”* Damages might be

373 Campare Escola v. Coca Cola Bouling Co., 24 Cal. 2d 453, 462, 150 P.2d 436, 440
(1944) (Traynor, J., concurring) {In chis seminal opinion urging the adoption of strict liability for
defective products, Justice Traynor said: “The cost of an injury and the loss of time or health may
be an overwhelming misfortune 1o the person injured, and a needless one, for the risk of injury
can be insured by the manufacturer and distributed among the public as a cost of doing busi-
ness.”’). According to one thoughtful commentator, a significant cause of the crisis in insurance
availability and affordability in che United States has been the use of tort liability for insue-
ance—risk spreading—purposes. See Priesc, Understanding the Liability Crisis, 37 PROC. ACAD.
PoL. Sc1. 196 (1988); Priest, The Curvent Insurance Crisis and Modern Tort Law, 96 YALE L. J.
1521 (1987); Priest, The Liability Crisis, YALE L. REP. 2 (Fall 1987). Bu# see Leteer from Michael
J. Sacks, Letters to the Editor, YALE L. REp. at 14 (Fall 1988).

878 Cf. Traynor, The Ways and Meanings of Defective Producss and Strict Liability, 32 TENN. L.
REvV. 363, 376 (1965). Traynor states that:

Any syscem of enterprise liability or social insurance designed to replace existing tort law as

the means for compensating injured parties should provide adequate but not undue com-
pensation. . . . [Olnce adequate compensation for economic loss is assured, consideration
might well be given to establishing curbs on such potentially inflationary damages as those
for pain and suffering. Otherwise, the price of assured compensation could become
prohibitive.

Id. (citation omitted).

While not directly apposite, Traynor’s position would seem to support the argument that in
actions based on scrict liability, which is a form of “'enterprise liability,” where adequate non-fault
compensation is available damages should be limited to economic losses.

Other mote severe modifications might include eliminating strict liability altogether and, in
actions for negligence, insisting on proof of subjective fault or blameworchiness before awarding
noneconomic losses. Cf. US. ATTY. GEN's TORT POLICY WORKING GROUP, REPORT OF THE TORT
POLICY WORKING GROUP ON THE CAUSES, EXTENT AND POLICY IMPLICATIONS OF THE CURRENT
CRISIS IN INSURANCE AVAILABILITY AND AFFORDABILITY 30-33, 61-62 (1986). For other possible
modifications of the common law system, se¢ REPORT OF THE ACTION COMMISSION TO IMPROVE
THE TORT LIABILITY SYSTEM (1987).

34 See Diamond, Dillon v. Legg Revisised: Toward a Unified Theory of Compensating Bystanders
and Relatives for Intangible Injuries, 35 HASTINGS LJ. 477 (1984); Miller, The Scope of Liability
for Negligent Infliction of Emotional Distress: Making *‘The Punishment Fit the Crime,”” 1 U. HAw.
L. REV. 1 (1979). See also Ingber, Rethinking Intangible Injuries: A Focus on Remedy, 73 CAUF. L.
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discounted for doubt; that is, explicitly reduced by the degree or percentage of
doubt entertained by the fact finder as to whether the victim has proved his or
her case.?” The rule of joint and several liability applicable to multiple
tortfeasors might be modified in situations where particular classes of defend-
ants are found, after carefully study, to suffer a disproportionate share of the
liability to which their actionable acts or omissions contributed.®® The rule
should also be modified in cases in which the joint tortfeasor is immune from
liability, as in the case of employers with regard to work-connected injuries to
their workers.3?”

d. Enlarge the defense of assumption of risk. The defense of implied assump-
tion of risk, which in many jurisdictions in the United States has been elimi-
nated,’”® or has been swallowed up by the defense of comparative fault, could
be reinstated. Recovery would be barred if it were proved thac plaintiff was
fully apprised of the risk and made a cruly voluntary choice to encounter it ir
order 1o receive a benefit provided by the defendant.

7. Liability insurance. Because Compo eliminates only personal injury actions,
many enterprises already purchase property damage liability insurance. If a tort

REv. 772 (1985).

375 This would resemble the manner in which under comparative fault damages are reduced
by the degree or percentage of the claimant’s contributory fault. This reduction, however, could
be separately applied to the plaintiff's case and to che defendant’s affirmative defenses. Cf. Nes-
son, The Evidence or the Event? On Judicial Proof and the Accepiability of Verdicts, 98 HARv. L.
REv. 1357, 1382-90 (1985)(explained but not necessarily approved by the author). It would be
similar to, but not the same as, cases which allow ill plaintiffs who suffer injury from negligent
failure o diagnose their illness to recover for the value of the chance that if the diagnosis had
been correct they would have recovered. ¢f. McKellips v. Saint Francis Hosp., Inc, 741 P.2d 467
(Okla. 1987). See generally King, Causasion, Valuation, and Chance in Personal Injury Torts In-
volving Preexisting Conditions and Future Consequences, 90 YALE LJ. 1353 (1981). As to similar
issues in cases of man-made disease, see Rosenberg, The Causal Connection in Mass Exposure
Cases: A “"Public Law” Vision of the Tort Sysiem, 97 HARv. L. REv. 849 (1984).

376 [ am thinking particularly of public entities and public utilicies, for example. They are
often the “deep pocket” defendants in moror vehicle accident cases and, when found slighely ac
faule in comparison with the driver, all too often end up paying most of che damages because the
driver has inadequate liability insurance and other assessable resources. In the individual case this
may not be a problem since, in theory and in fact, the negligence of each defendant is a cause in
fact or substantial factor in producing the loss and each should be responsible for the entire loss.
When this sicuation occurs in case after case, however, the deep pockec defendant who is a
popular carget may end up paying a grossly disproportionate share of the losses.

377 See, e.g., Kamali v. Hawaiian Elec. Co., 54 Haw. 153, 158, 504 P.2d 861, 864 (1972)
(noting that the majority rule allowing limited contribution by a third party defendant against an
employer is based on “‘the proposition that ic is unfair for one joint tortfeasor to bear the encire
loss merely because the other joint tortfeasor is an employer’’). See generally LARSEN, THE LAW OF
WORKMEN'S COMPENSATION § 76.22, at 238 (1970).

378 See, ¢.g., Blackburn v. Dorta, 348 So. 2d 287 (Fla. Sup. Ci. 1977) (court abolished the
doctrine of secondary implied assumption of risk).
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supplement to Compo were adopted, these enterprises would need to expand
their coverage to include liability for personal injuries. In addition, many other
actors, such as individual homeowners, landlords of rental property, and health
professionals, who may not now be purchasing any general property liability
insurance other than for their motor vehicles, will have to reenter that market in
order to protect themselves against such liabilicy for personal injury. It will
therefore become essential to keep premium rates reasonably low.37® While che
changes to the common law system suggested above might produce significant
“savings, close regulation of rates, investments, reserves, and other insurance
practices in order to avoid wide cyclical swings experienced in the United
States,*® should be considered. On the other hand, the existence of a powerful
State run insurance company, the Stace Insurance Office, which has acquired a
significanc part of the New Zealand general insurance market by virtue of its
competitive premium rates and policy provisions,®® may serve to keep the rates
for all competing insurers reasonably low without having to resort to further
regulation.

8. Experience rating. In order to enhance deterrence, determination of negli-
gence or other faule in tort actions and determinations of wrongdoing in traffic
accident cases should be required to be taken into account in determining liabil-
ity insurance premiums.3%?

Possible criticisms, It will surely be argued that a recurn to tore recovery, even
as a supplement, will violate the principle of ‘‘complete rehabilitation’” since
claimants with tort claims will have reasons to maintain their disability until
the tort action is resolved. Indeed, it will be pointed out that the problem of
“litigation anxiety neurosis’ was one of the Royal Commission’s stronger argu-
ments for doing away with the personal injury action and adopting Compo in
the first place.?® It is doubtful, however, that a tort action could be a greater

3% In the Woodhouse Report, the plan was to use premiums formerly paid for workers’
compensation by industry and the premiums paid by motor vehicle owners for liability insurance
under compulsory third party insurance to help finance the accident compensation scheme. See
W/ OODHOUSE REPORT, supra note 10, para. 312. Wich the tort system as a supplement, employ-
ers and motor vehicle owners paying levies will have to purchase bodily injury liability insurance,
as well, in order to protect themselves against financial calamiry.

880 See The Manufactured Crisis, CONSUMER REP, Aug. 1986, at 544.

381 e A. TARR, INSURANCE LAW IN NEW ZEALAND 34-36 (1985). Tarr notes that the Stare
Insurance Office has about 20 percent of the total fire and general insurance market, id. at 34,
and between 40-50 percent of the householders and motor vehicle insurance market, id. at 36.
The State Insurance Office is governed by the State Insurance Act 1963.

52 The Law Commission has evidently conceded that ‘“‘such incentives as an insurance policy
may provide through experience rating, accident prevention (by increasing premiums if safety
measures ate not taken), no claims bonuses, and che like ** may consticute significant safety
incentives. See SECOND WOODHOUSE REPORT, s#pra note 30, para. 133.

383 WOODHOUSE REPORT, supra note 10, paras. 166, 118, 123-124.
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incentive to maintain (and perhaps to falsify) disability than the prospects of an
irreducible commitment to pay a permanently disabled victim up to 80 percent
of his or her salary until retirement age.®®** But like determinations of perma-
nent incapacity, tort determinations are also not re-examinable once a final judg-
ment is entered or release signed. If screamlined modes of dispute resolution
speed up the determination of fault, revival of the tort remedy would add lictle
to the existing incentive to malinger and forestall rehabilitation.

Next, it may be argued that restoration of the complex- machinery and issues
of personal injury litigation would violate the principle of “administrative effi-
ciency.” In regard to Compo, however, claims and payment procedures need
not be different from what chey are today. Thus, with regard to the heart of the
no-fault schemne, victims would experience no change in the promptness of pay-
ment as a result of the tort system. If enforcement of assigned tore rights were
to be handled by an entirely separate, self-supporting division of the ACC, no
administrative costs would be added o Compo.

While reinsticution of the tort remedy should not adversely affect the basic
Compo scheme at all, it will be argued that the tort system would raise the cost
of liability insurance to such levels that the combined costs of the two systems,
operating in tandem, would impose an excessive burden on those compelled to
contribute to levies and also to buy compulsory third-party insurance. There are
several possible answers o this concern. First is the intent, mencioned above®®®,
to keep premiums reasonably low by close regulation or by virtue of the exis-
tence of a State-run insurance company. Second, tort judgments would be used
to reduce Compo’s costs and these reductions would be passed on to those
paying levies.®*® Third, both a principal purpose and planned effect of the tort

384 (f. G. PALMER, ACCIDENT COMPENSATION, supra note 3, at 230 (*Another important prob-
lem with the pattern adopted in New Zealand lies in the serious consequences upon rehabilira-
tion. A person has an incentive not to go back to work in order to try and demonstrate that he
has suffered a loss in his capacity to earn.”). Under both the existing Act and the proposed Act,
once a determination of permanent incapacity it made, the determination may not be altered.
Accident Compensation Act, 1982, § 60(5); SECOND WOODHOUSE REPORT, szpra note 30, §
51(93), atr 131.

385 See supra text accompanying notes 381-82.

388 In some cases of severe and permanent disability the tortfeasor mighe agree to take over
the ACC’s responsibility to the victim encirely, by establishing an annuity or itrevocable truse. In
additions, various arrangements between the ACC and liability insurers, as suggested by Profes-
sors Brown, O'Connell, and Vennell, wherein agreements to gain immunity from certain kinds of
suits in exchange for substantial contributions each year to the ACC, mighc be also be railored
under chis proposal. Se¢ J. O'Connell, C. Brown & M. Vennell, Reforming New Zealand’s Re-
form: Accident Compensation Revisited 12-14 (Aug. 15, 1988) (unpublished manuscript) [here-
inafter Reforming New Zealand's Reform]}. Admittedly, such agreements might become more
difficule co work out if victims recained their rights co sue for tort damages not compensaced by
Compo.
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backup is to reduce the number and severity of accidents; chis reduction will
result directly in reduced levies or, to the extent that Compo costs are paid from
general revenues, in reduced raxes. Fourth, there are currently many accident
causers, including health care professionals, land owners and occupiers, motor
vehicle drivers, building contractors, product manufacturers, retail sellers, public
entities and their various sub-units, organizations conducting athletic activities,
among many others, who are contributing nothing except as general taxpayers to
the disabilities and misfortunes they are causing to others beyond themselves and
their own employees. By spreading liability insurance premiums more equitably
among all the groups who contribute to New Zealand's accident problem, the
cost to each actor ought not to be excessive, except perhaps where a particular
actor is appropriately surcharged for causing too many accidents. Further, it
might be possible to achieve a reform sought by the Law Commission first by
relieving all employers of levies to cover off-che-job worker accidents and then
gradually moving to full funding of Compo, as with other social insurance pro-
grams, from general revenues,®® or a combination of general revenues and user-
pay fees. With that sorc of change, employers would not view themselves as
double-charged for Compo and for liabilicy insurance. Finally, modifications of
the tort system tailored to supplement a comprehensive compensation scheme,
such as those mentioned above, could significantly limit the costs of litigation,
the expendicure of attorneys’ fees, and the percentage of the premium dollar
expended for administrative expense.

Benefirs. The principal benefits of a tort supplement to Compo would be,
first, to rekindle the motcivation to take concrete steps for the safety of
others—whether chrough fear of a law suit, a desire to avoid an increase in
liability insurance premiums, or through widespread reassimilation of the norms
of tort law—which has fled the consciousness of New Zealanders under Compo
and, second, to reduce the incidence of unsafe activities through general deter-
rence produced by directing accident costs toward the activities which caused
them. That the tort system may not perfectly allocate costs or that it may be
relatively inefficient in doing so is not a governing consideration when faced
with a situation, like New Zealand's, where little more than the forlorn hope of
universal altruism and enlightened self-interest is left to motivate decisions,
even of product manufacturers in other nations as well as local actors, to avoid
accidents,

Further, existence of a tort action may call actention to serious and festering
dangers—as exemplified by recent controversies sutrounding alleged failures in
New Zealand to treat cervical cancer or to provide safe care at an orthopedic
hospital—which in the absence of an incentive to sue may remain for long

387 (f. SECOND WOODHOUSE REPORT, supra note 30, para. 228 (“[I}deally,” supporting the
scheme by general taxation, “is the right answer."”).



72 University of Hawaii Law Review [ Vol. 11:1

periods of time unnoted.3¢®

Moreover, the public sense of justice will be enhanced if intentional, reckless,
and grossly negligent accident causers are compelled to compensate their vic-
tims. Although actions for punitive damages may still be available in some of
these situations,®®® it may not be economically feasible in most cases to sue for
punitive damages as they are currently limited by New Zealand law.®*®

In addition, those people such as: non-earners, housewives, young people,
and visitors who under current law receive little or no compensation for loss of
earning capacity; victims whose injuries cause greater pain and suffering, disfig-
urement, and loss of amenities of life than can be compensated with a $27,000
limit on noneconomic loss; and earners whose annual earnings exceed $63,458,
the maximum amount on which ERC is paid, will be restored a temedy in che
situation in which it is most fair to do so:**' when the injury is produced by
another’s legally established fault.®®?

Anocher benefit of having the common law action assigned to the ACC is
thae if che ACC should create an enforcement arm composed of salaried lawyers,
this will not only reduce the costs of litigation but could also serve to provide

victims with legal represencation for the portion of the cause of action not as-
signed to the ACC %%

388 Cf. J. STAPLETON, DISEASE AND THE COMPENSATION DEBATE 120 (1986). Dr. Stapleton
recognizes that personal injury litigation may have a role in providing publicity, but argues that
its role “based on the deterrent potential of publicity seems ultimately unconvincing.” I4. at 120-
21.

It is interesting to note thac viccims of the alleged failure to treat cervical cancer have now
brought tort actions against the physicians involved but are awaiting a ruling by the ACC, which
has the exclusive jurisdiction to determine coverage, Accident Compensation Act, 1982, § 27(3),
as to whether they may proceed with their actions or must accept Compo benefits. Letcer from
John Miller to Richard S. Miller (Nov. 25, 1986). It is not clear whether publicity about che
problem would have surfaced easlier if there had been a clear right to bring an action for medical
malpractice.

389 See supra text accompanying note 205.

390 14, of. Love, Actions for Nonphysical Harm: The Relationship Between the Tors System and
No-Fault Compensation (With an Emphasis on Workers' Compensation, 73 CALIF. L. REv. 857
(1985) (urging cumulative temedies for non-physical harm to augment no-fault compensacion).

3 See Klar, New Zealand’s Accident Compensation Scheme: A Tort Lawyer's Perspective, 33 U.
ToronNTO LJ. 80, 88 (1983).

392 Ir should be noted, however, thac should the current proposals by the Law Commission for
petiodic payments for loss of capacity, see supra text accompanying notes 275-84, be adopted and
be made available to earners as well as non-earners, then many of these serious inequities will
probably be reduced or eliminated.

383 New Zealand courts do not ordinarily permit contingent fee arrangements. Accident vic-
tims could thus ride the coacrails of the ACC in situations where they could not otherwise afford
to hire a lawyer to represent them in the action,

There are obviously problems which will arise if the cause of action is splic becween the victim
and the ACC. These include problems of settlement, problems of control of che litigation, and
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Finally, a most important benefit will be to provide a significant source of
funds to reduce the costs of Compo. These funds would come from successful
enforcement of tort rights and consequent recapture of funds paid out and to be
paid out by the ACC. They would likely amount to millions of dollars, quite
possibly hundreds of millions of dollars, each year and thus could be Compo’s
salvation.

Reintroducing tort liability as a supplemenc is by no means a retrograde step
if ic is seen as a necessary device to improve accident prevention and to preserve
and perhaps to extend an effective and compassionate compensacion scheme of
which New Zealand can be very proud.

B. A Response

While my recommendation to the Law Commission, as just described, was
not accepted, it evoked a somewhat more positive response from Professor Jef-
frey O'Connell and from Professor Craig Brown and Ms. Margaret Vennell,
both New Zealanders.®® '

First, these commentators expressed serious reservations about allowing tort
actions for the full measure of damages along with a right to compensation,
asserting concern that the assignment—the same as granting a right of subroga-
tion to a social agency—"‘raises prospects of waste and duplication of very large
proportion . . . .”%® They next express a preference for a no-fault system
which replaces tort liability, since they believe that granting no-fault benefits to
victims who then retain the right to sue third persons for damages, as in the
case of workers’ compensation in the United States, subsidizes the tort action
and leads to increases both in payouts—since the victim has little incentive to
accept an early and relatively modest settlement—and in the number of third
party actions.’®® They inveigh against such “‘double dipping” and complain
that my proposal does not set a threshold below which Compo recipients cannot

attendant conflicts of incerest. S¢¢ Submission to Law Commission, supra note 14, ac 14-15.
These may raise issues and call for solutions similar to those which may arise berween workers
and their employers in third party actions brought to recover damages also compensated by work-
ers’ compensation benefits and in actions brought to recover for personal injury and property
damage where an insurer has paid to the insured the value of some or all of the damaged
property.

394 Reforming New Zealand’s Reform, supra note 386. Professor Brown currently teaches at
¢the University of Western Ontario; Margaret Vennell is a Senior Lecturer in Law at the University .
of Auckland.

35 14, at 6 (citing Blum & Kalven, Public Law Perspectives on a Private Law Problem, 31 U.
CHL L. REv. 641 (1964)).

388 Id. ac 7.
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bring their tore claim.3®” They express fear that even without a contingency fee
system in New Zealand my proposal might lead to a meteoric growth of tort
claims in New Zealand, just as they have grown in other parts of the Western
world, such as Canada, which do not permit the contingent fee.®®® Further, they
even express doubt about the wisdom of providing the ACC with a right of
subrogation while denying any separate right to pursue a claim to the victim
who receives Compo benefits.3%®

It is suggested, however, that the problems predicted are not likely to be as
serious as the commentators suggest where Compo benefics are substantial in
refation to a victim’s earnings and cover most of the victim's medical expenses,
since under my proposal the victim could only sue for those damages no# com-
pensated for by Compo; the right to sue for compensated benefits would be
exclusively the ACC's. Further, since the ACC's right to reimbursement from
the tortfeasor is primary, in cases where liability is questionable or the tortfeasor
has insufficient assets or insurance fully to satisfy a judgment, most or all of a
negotiated settlement or of the amount received on execution of the judgment
would go to the ACC and the victim would have to be satisfied with Compo
benefits. To put it another way, one of the great advantages of Compo is thac it
tends to be very generous, at least to earners; the motivation to pursue an action
to recover the difference between common law damages and the value of
Compo benefits might not be nearly as great as it is under workers’ compensa-
tion or automobile no-fault, where compensation is far less generous than
Compo.

Where Compo is inadequate, however, as it is today with regard to non-
earners, or where the potential tort award for noneconomic loss caused by the
accident is great in relation to the payment expected from the ACC,**® there is
every reason to allow the victims to pursue their common law claim, and chey
will arguably have a strong incentive to do so. While a victim might indeed
receive compensation both from Compo and from the tortfeasor, there will be
no double-dipping in the sense of duplication or overlap of benefits.*™

The purpose of implementing a supplemental tort system, after all, is to
restore the deterrence provided by the common law system. Keeping recoveries
and actions within limits may be achieved, if necessary, by adopting some of
the modifications of the system suggested above.

37 Id. at 7-8.

98 14 at 8-9.

 1d. ar 9-10.

499 Eicher a lump sum under the current scheme or periodic payments based on percentage of
disability under the proposed scheme.

401 Indeed, to the extent the victim has received benefits from her employer to cover the losses
of earnings or other expenses not compensated by Compo, she may have to reimburse her em-
ployer if she is successful in her tort claim.
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In any event, having expressed their criticisms of my proposal, the commen-
tators then proceed to suggest an ingenious twist which, in effect, restores the
tort action in its full glory unless the tortfeasor agrees within ninety days after the
accident to reimburse the ACC for the cost of Compo benefits.**® Initially, the ACC
would be subrogated to the common law rights of the victim to the extent of
the value of benefits paid and to be paid by the ACC to the accident victim. If
the alleged tortfeasor refused to reimburse the ACC for those benefits, however,
both the ACC and the victim would be permitted to pursue their cort claims.**3

Essentially, the principal difference between our proposals is that under the
commentators’ che tortfeasor can bar an action by both the victim and the ACC
by paying the ACC the cost of its commitment to pay Compo benefits (or
presumably by settling with the ACC) within ninety days of the accident.
Under my proposal the victim could chose to pursue her action for damages in
excess of her ACC benefits even if the tortfeasor settled with the ACC. Thus,
the commentators’ proposal creates a powerful incentive for a tortfeasor o setcle
with ACC which, admittedly, mine does not. In addition to enhancing fair-
ness*® and increasing deterrence by allowing the victim to sue for un-
reimbursed losses, however, I believe that restoring a right in the victim to sue
for noneconomic as well as other uncompensated losses, would likely be a neces-
sary condition to labor’s giving up its right to lump sums for noneconomic loss
under Compo.*®® If, however, the Law Commission’s current recommendations
for adding periodic payments for incapacity is provided for non-earners and
visitors and added to ERC for earners, then there should be less objection to
removing the victim’s right to sue if the ACC settled its claim with che
tortfeasor.

One further wrinkle, suggested by the commentators, is to allow victims to
reject ACC benefits and instead to bring the common law tort action.**® Under

491 This proposal is adapted, in tum, from one made by Professor O’'Connell for adoprion in
the United States in cases of injuries by products, health care, and other activicies. Reforming
New Zealand's Reform, supra note 386, ac¢ 10 (citing O'Connell, Balanced Proposals for Product
Liability Reform, 48 OHIO ST. LJ. 317, 328 (1987)).

49 M. ac 11

494 See Klar, supra note 3, at 88 (asserting that the elimination of the common law action has
resulted in “grave injustice” for some victims, such as those injured by intentional or reckless
conduct).

498 See G. PALMER, ACCIDENT COMPENSATION, supra note 3, at 228 (*'{Slection 120 has been
the biggest source of contention under the Act during the first four years. It has provided the
Commission with perhaps its most serious administrative headache. Now that tump sums are in
the legislation it will not be easy to displace them. Their existence makes extension of the scheme
to sickness problematic.”)

4% Reforming New Zealand's Reform, supra note 386, ac 11 n.27. Variations to the tore
action were also suggested, such as only allowing recovery where the claimant proves defendant
guilty of “gross or wanton conduct,” requiring a heightened burden of proof, and making plain-



76 University of Hawaii Law Review [ Vol. 11:1

the currenc Act this right seems justified because of the woefully inadequate
benefits provided to non-earners and visitors, who are effectively deprived of
their rights to reasonable compensation for their tort-based injuties by vircue of
the level of benefits provided. If the Law Commission’s new recommendations
are accepted, however, the level of compensation for this group should improve
considerably and the reason to provide such election should correspondingly
diminish,

Finally, while the commentators agree with my proposal that tort actions by
workers against their employers should not be reinstated, they go further than I
by expressing a preference not to teinstitute tort actions for automobile acci-
dents.*®” They suggest that requiring motor vehicle owners to pay liability in-
surance premiums in addition to Compo levies would be politically unaccept-
able*®® and they suggest that adequate deterrence might be achieved by "‘more
individualized experience rating based on cooperation with the Ministry of
Transport in shared data about the risk creating expetience of individual motor-
ists . . . ."*% Unfortunately, as a result of life-time licensing,**® levies which
might be adjusted to reflect driving infractions cannot practically be imposed on
drivers, Furthermore, motor vehicle owner levies are at a flat rate and also do
not take account of the record of drivers of the automobile. In the face of these
barriers to experience rating, I continue to believe that reinstitution of the tore
action as a supplement to Compo is necessary to help deterrence to work in the
increasingly dangerous driving context.

While the differences in our proposals discussed above do not seem to be
very great and are certainly not insurmountable, what emerges from the debate,
at bottom, is that I and the commentators, who include so thoughtful and
dedicated a critic of the tort system as Jeffrey O’Connell, have joined in sug-
gesting a modified reinsticution of that system in order to avoid the tragic con-
sequences of virtually total externalization of accident costs produced by the
advent of Compo and the failure to develop an adequate system of specific
deterrence to replace the cort action.

VII. EXTRAPOLATING THE NEW ZEALAND EXPERIENCE TO OTHER NATIONS

Because of its governmental structure as well as other conditions unique to
the nation, its history, and politics, New Zealand’s leaders found it relatively
easy, in the early seventies, to adopt and implement a radical no-faule accident

tiff and his lawyer jointly liable for defendant’s attorney’s fees. Id.
97 1d. at 14-15.
408 14, at 14.
400 14 ac 14-15.
419 See SECOND WOODHOUSE REPORT, supra note 30, para. 239.
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compensation scheme and to abolish the personal injury action.**! New Zealand
is a young democracy, a member of the British Commonwealth. Its parliamen-
tary system, originally modeled on England’s, however, has been modified by
eliminating the upper house. There is no Bill of Righcs or other external written
constitutional document which mighe inhibit development of a radically new
scheme of dealing with accident costs. Thus, there exists a unicameral legisla-
ture, the English tradition of party loyalty, and a powerful Prime Minister
elected by the members of Parliament of the party in power.*’? This system
evidently produces something close to ‘“‘unbridled power,'*!3 enabling that
party to enact its desired programs quickly with little or no modification, If
there are significant checks and balances in the process of legislation, they must
come from within the party. Yet there is recent evidence that the system ena-
bled the ministers in power, members of the Labour Party,*!* to inaugurate
conservative economic reforms such as “corporatization” of the government-
owned post office and post office bank and government-owned property, closing
the coal mines, and selling off of publicly-owned industries and businesses, in-
cluding the Bank of New Zealand and Air New Zealand.*'®

The significance of such freewheeling power for the present inquiry is that
the New Zealand government has the apparent ability, almost at will, both to
legislate new safety systems to replace deterrence lost by doing away with tort
actions and to tinker with Compo in order to achieve greater efficiency and to
reduce abuses. In few Western nations is there likely to be a greater ability to
escablish and then to adjust the accident compensation and prevention systems

‘1Y See generally G. PALMER, ACCIDENT COMPENSATION, supra note 3, 63-130. Even so, it took
almost four years to get the Bill passed. I4. at 143.

92 Id. at 63.

413 See G. PALMER, UNBRIDLED POWER 139 (2d ed. 1987) (“*{Iln no United States legistacure,
and there are fifty-one of them, is it so easy to pass statutes as in New Zealand.”); I4. at 219-20.
We lack the checks on those powers which are found in other countries—we have no
written Constitution and no upper house. Instead, Parliament’s law-making powers are
exercised by a single House and by the Governor-General. The Executive almost invariably
controls the House and the Governor-General is obliged by convention—except in the
most extraordinary circumnstances—to assent to Bills presented to him by che Execucive.
Thus, the Execucive, through Parliament, has very wide powers to take away our most

precious rights and freedoms.

1.

1 It is che Labour Party which has required ships entering New Zealand harbors to deciare
whether they are carrying nuclear materials.

1% The program, known popularly as “Rogernomics” after the Fipance Minister, Roger Doug-
las, was based largely on the same economic cheories as ““Thatchernomics™ in Great Britain and
“‘Reaganomics” in the United Staces. Recently, as the drastic and painful reforms seemed not to
be producing the hoped-for economic improvement, Minister Douglas was dismissed from the
Cabinet by Prime Minister Lange. See Hayward & Sherwell, Markess Descend into Gloom Follow-
ing Douglas’s Departure, Fin. Times, Dec. 15, 1988, at 6.
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in order to make them both work efficiently. If, chen, New Zealand's Compo
system has increased the cost of accidents to unacceptable levels—as I believe
this paper demonstrates—and if the government has proved itself incapable or
unwilling to adopt effective accident prevention mechanisms to substitute for
the deterrence of the tort system—even though prevention has been explicity
assigned the very highest priority over rehabilitation and compensation—a pall
is cast over che prospect that a more unruly democracy, such as the United
States or any of its states, can ever substitute a reasonably generous no-fault
accident compensation plan plus an effective accident prevention scheme for the
current tort system along the lines being suggested by radical reformers in the
United States.*1®

IX. For THE FUTURE

Viewed from the broadest perspective, in developed Western societies the
problems of accident prevention and compensation are inextricably bound up
with the latger problems of public health, poverty, and justice. A limicless vari-
ety of governmental and private instrumentalities and schemes, ranging from
private charity at one extreme to the criminal justice system at the other, have
evolved to deal with one or more facets of these interrelated problems. Usually,
they operate interdependently, so that no one scheme can ever be identified as
dealing only with a particular problem to the exclusion of all others. Often,
since resources are limited, strong support for one scheme may undermine the
effectiveness of others; each separate strategy is to that extent the enemy of
other strategies. On the other hand, the combination of the various systems is
synergistic; their combined effect is arguably greater than the sum of their indi-
vidual effects. In the developed common law nations the law of negligence and,
more recently, the law of products liability, have been among the more promi-
nent instrumentalities in the mix of those that putpott to deal with prevention
and compensation. When New Zealand chose to scrap tore liability for personal

418 See, e.g., Sugarman, supra note 9. Of course, the abilicy of New Zealand, a nation of
slightly more than 3,000,000 people, to adopt effective prevention mechanisms is significantly
influenced by limitacions on its resources; by contrast, the United States already has many power-
ful safety and illness prevention strategies in place both at the federal and stace level. Neverthe-
less, the New Zealand experience casts doubt on the prospects in the United States both for
adopting no-fault compensation plans as substicutes for the tore system and adding the additional
expensive strategies necessary to achieve effective prevention. The problem would be particularly
difficult if some states desired to adopt a Compo-like program but others did not, thus weaken-
ing the possibilicy of uniform federal support.

In any evene, building a no-fault system that concentrates on accident victims to the exclusion
of equally deserving victims of man-made disease and illness may be a mistake. See J. STAPLETON,
supra note 3.
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injuries in favor of a system of pure compensation, without at the same time
inventing and imposing other injury prevention systems of equal efficacy, it may
have weakened the synergy and thus unleashed an unacceptably large increase in
accidents and their costs on the society. That is what the evidence presented in
this paper suggests.

Thus, Compo has evidently had the effect, gradually as its workings have
~ become more clearly understood since its inauguration in 1974, of removing for
everyone the inhibiting knowledge or understanding, as imperfect as it may
have been at the time in New Zealand,*?? that, to put it in lay terms, my
carelessness which threatens infury to others is likely to have unpleasant financial
consequences for me and, even if it doesn’t, it is against the law and not engaged in
by good citizens. Arguably, the long term existence of tort liability and the con-
comitant need to protect one’s self by purchasing liability insurance builds a
perspective for safety into each individual’s subconscious mind without much
regard to how effectively the system functions in face to impose the costs of
carelessness on the careless.

If that is correct then the map fot the future of Compo drawn by the Law
Commission in its most recent report—expanding the benefits while further
externalizing the costs—seems to urge movement very much in the wrong di-
rection. Instead, the greater need is to reintroduce the inhibiting influence of the
tort system, as I and others have recommended. Indeed, reintroduction of that
system could significantly reduce the costs of Compo, both by reducing accident
costs and by removing costs of fault-caused accidents from the ACC, thus help-
ing to finance greater coverage for Compo in the future.

For nations, such as the United States, which have tort liability systems in
place, the message of New Zealand’s experience has a negative and a positive
aspect: First, it is naive to believe that it will be possible both to eliminate the
tore system in favor of a compensation scheme and to re-create an adequate
level of prevention by adopting effective administrative arrangemencs. Second, it
may be possible at reasonable per capita cost to develop; through private insur-
ers, or even through governmene,*'® a scheme of accident compensation which

*7 For example, that compulsory liability insurance premiums for motor vehicles in 1970
were only $7.90 per year, see G. PALMER, ACCIDENT COMPENSATION, supra note 3. at 83, suggests
thar risk of being held liable for substantial sums because of driver negligence must have been
very low.

'8 The costs of administering Compo, a government plan, have been very low: “For each
dollar spent the following proporcions were paid to or on the direce behalf of injured persons:

1983/84  89%

1984/85 90%

1985/86 921%

1986/87 93%
ACCIDENT COMPENSATION CORPORATION, REPORT OF THE ACCIDENT COMPENSATION CORPORA-
TION FOR THE YEAR ENDED 31 MaRCH 1987, 11 (1987).
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covers, at least, a substantial part of lost earnings and other economic losses for
persons suffering injury by accident, and to finance a part of the scheme by
assigning tort rights of victims to the private or public provider. Adoption of
such a scheme would solve the compensation problems often improperly attrib-
uted to the tort system. Agreements between the provider and the covered indi-
vidual, whereby, (unless the victim rejected no-fault compensation,) the acci-
dent causer would be released from tort liability if the latter agreed, within a
certain period after the accident, to reimburse the provider for value of the
benefits it is required to pay to the victim, along the lines urged by O'Connell,
Brown, and Venaell, would further reduce the costs of maintaining the deter-
rent aspects of the tort system,

Perhaps it is time, in one or more of the laboratories we call states, to give
such a plan a try,

Because of its low cost and because it was feared thac turning the administracion of Compo
over 0 private nsurers could increase total annual costs by 32 to 69 percent (an estimate extrapo-
lated from prior costs of workers’ compensation insurance and third party automobile insurance),
ACCIDENT COMPENSATION CORPORATION, PRELIMINARY PAPER NO. 2, THE ACCIDENT COMPENSA-
TION SCHEME, A DISCUSSION PAPER 26, para. 126 (1987), the Law Commission did not recom-
mend turning Compo over to private insurers. See SECOND WOODHOUSE REPORT, supra note 30,
paras. 46, 47.

The Law Commission, however, did not consider the extent to which the low costs of adminis-
tration under Compo were due to failures to prevent abuses of the system such as fraudulent
claims or claims for illness parading as accidents. Private insurers would arguably have a strong
motive to prevent such abuses. Furthermore, it was not appropriate to draw comparisons berween
the ACC and private insurers administering systems in which liability was based upon faule or
upon the need to find a connection becween che injury and the claimanc’s work,



The Impact of Discovery Limitations on Cost,
Satisfaction, and Pace in Court-Annexed
Atrbitration*®

by John Barkai** and Gene Kassebaum®***

I. INTRODUCTION

During the past few years, virtually all state and federal jurisdictions have
considered various alternacive dispute resolution methods to treat major
problems with their court systems.' Concern over the delay and high costs in
the courts has led to the development of many procedural rule changes® and

* Research for this article was partially funded by The Program on Conflict Resolucion, The
University of Hawaii at Manoa. The data utilized was collected as part of an evaluation of
Hawaii's Court-Annexed Arbitration Program which was funded by The Judiciary of the Scate of
Hawaii. The authors would like to thank the foliowing people for their assiscance on this project:
the project scaff of the Study of Arbitration and Litigation, Claudia Kamiyama, Mark Barnard,
Thomas Webb, and Ratana Ariyavisitakul; our colleague and co-researcher, Professor David
Chandler, Peter Adler, Director of the Hawaii Judiciary’s Program on Alternative Dispute
Resolution; Arbitration Administrator Ed Aoki and Susan lzumi; and Arbicration Judge Ronald
T.Y. Moon.

** Professor of Law, William S. Richardson School of Law, University of Hawaii, B.B.A.
1967, M.B.A. 1968, J.D. 1971, Universicy of Michigan.

“** Professor of Sociology, Department of Sociology, University of Hawaii, A.B. 1951, Mis-
souri; M.A. 1956, Ph.D. 1958, Harvard.

! See generally THE CENTER FOR PUBLIC RESOURCES LEGAL PROGRAM, ADR AND THE COURTS
(1987) {hereinafter ADR]. In 1985, under the direction of Hawaii's Chief Justice Herman T.F.
Lum, the Hawaii Judiciary, with partial support monies from the National Instirute for Dispute
Resolution, established a Program on Alternative Dispute Resolution. Peter S. Adler, formerly
executive director of the Neighborhood Justice Center of Honolulu, was appointed as the Pro-
gram’s director. The Program has three general objectives: (1) to gather and disseminate up-to-
date information on alternative dispute resolution methods; (2) to explore, test and evaluate new
uses for mediation and arbitration; and (3) to help institutionalize these uses both in the courts
and in the community-at-latge. THE JUDICIARY, STATE OF HAwAIllL, 1984-1985 ANNUAL REPORT
(1985).

* In 1983 the Federal Rules of Civil Procedure were amended to explicicly allow the judge to
facilitate settlement discussions ac the pretrial conference. FED. R. CIv. P. 16(A)(5). For an exam-
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innovative programs.®

Court-annexed arbitration is one of the most popular innovations.* Although
the arbitration programs vary considerably in their form, they typically provide
for mandacory, yet non-binding arbitration on cases that seek only money dam-
ages.® The righe to jury trial is preserved because either party may appeal the
arbitracion award to a trial de novo, but in some programs, sanctions may be
imposed if the trial verdict does not improve on the arbitration award.

Court-annexed arbitration programs generally have been designed to ease
court congestion and reduce delay.® These programs, however, also offer the
possibility of cost savings in the private litigation costs of plaintiffs and defend-
ants, and in the public costs of operating the courts.

Whether court-annexed arbitration indeed does reduce delay and cost must
be the subject of careful evaluation. The potential for improvements appears
promising, but actual results will depend upon the arbitration procedures and
the behavior of lawyers. For example, arbitration could save time and increase
the pace of case processing either because the lawyers negotiate a settlement
prior to the arbitration or because the arbitration heating occurs earlier in the
life of a case than a trial would occur. Time savings will not be realized, how-
ever, if parties do not reach an early settlement because they prefer to wait for
an arbitration award rather than negotiate an earlier settlement or if a significant
number of awards are appealed to a trial de novo after the arbictration hearing.

Because arbitration programs can reduce the amount of time that judges
must spend on pretrial hearings, and the trial itself, the courts may save a
considerable amount of judge and staff time, thereby reducing public costs.”
The impact on private litigation costs of the parties, however, is less clear. Pri-

ple of a state rule specifically concerning settlement conferences, see Haw. Cir. Cr. R. 12.1.

? See Planet, Reducing Case Delay and the Casts of Civil Litigation: The Kentucky Economical
Litigation Profecs, 37 RUTGERS L. REv. 279 (1985); Lambros, The Summary Jury Trial -An Alter-
native Method of Resolving Dispates, 69 JUDICATURE 286 (1986); Levine, Early Neutral Evalua-
tion: A Follow-Up Repors, 70 JUDICATURE 236 (1987).

¢ See P. EBENER & D. BETANCOURT, COURT-ANNEXED ARBITRATION: THE NATIONAL PICTURE
(Rand Institute for Civil Justice 1985); NATIONAL CENTER OF STATE COURTS AND THE CONFER-
ENCE OF STATE COURT ADMINISTRATORS, 1987 SURVEY OF STATE COURT ADMINISTRATORS (July
17, 1987) {hereinafter NATIONAL CENTER].

S Levin, Court-Annexed Arbitration, 16 J. LAw REFORM 537, 537 (1983).

¢ E. ROLPH, INTRODUCING COURT-ANNEXED ARBITRATION: A POLICYMAKER'S GUIDE 6 (Rand
Insticuce for Civil Justice 1984). This volume also presents an excellent overview of the considera-
tions involved in designing an arbitration program. See a/so Hensler, Cours-Annexed Arbitration,
in ADR, sapra note 1, at 34-37.

? For a discussion on calculating public cost savings, see E. ROLPH, su#pra note 6, at 33. For a
discussion about the public financing of private litigation, see Alschuler, Mediazion with A Mug-
ger: The Shortage of Adjudicative Seyvices and the Need for a Two-Tier System in Civil Cases, 99
Harv. L. Rev. 1808, 1811-17 (1986).
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vate cost savings would appear to correlate with the length of time a case re-
mains open and to be inextricably linked to the amount of pretrial discovery.®
Recent research, however, indicates that case processing time is not correlated
with costs.® Therefore, if arbicration does not also reduce discovery and the
amount of lawyer time, litigants are unlikely to save much in costs.’® In fact,
costs will increase for those cases that are appealed after the arbitration award,
since such cases will then incur the normal costs of litigation. However, the
increased costs for the few cases that actually go to trial might be more than
offset by the reduction in costs for cases that terminate in arbicration. Because
the discovery question is so difficult, most programs do not attempt to limit
discovery,’* but at most restrict the time for,’® but not the activity of,
discovery.!®

Since February 15, 1986, Hawaii has been experimenting with a court-an-
nexed arbitration program for some types of civil cases. Hawaii's Court-An-
nexed Arbitration Program (CAAP) is limited to tort cases,™ but has several
unique features that should be of interest to people across the country who are
concerned with court management and alternative dispute resolution.

A. .Reasons for National Interest in the Hawaii Program

The reasons for national interest in the Hawaii CAAP are found both in the
central characreristics of the program and in the priority of program goals. The

8 See Henslet, supra note 6, at 39.

® Trubek, Sarac, Felstiner, Kritzer & Grossman, The Costs of Ordinary Litigation, 31 UCLA L.
REv. 72, 104 (1983) [hereinafter Costs of Litigation).

10 See id.

11 Alschuler, supra note 7, ac 1845.

Only three staces, Pennsylvania, Arizona, and Hawaii, appear to have arbicration programs that
limit discovery. The Pennsylvania program is for small cases. In Pictsburgh, no discovery is al-
lowed in cases valued at less than $3,000. Developments, Compulsory Automobile Arbitration: New
Jersey’s Road to Reducing Court Congestion, Delay, and Costs, 37 RUTGERS L. REV. 401, 415
(1985). See AR1z. UNIF. ARB. R. 3 (""The arbitrator . . . shall limit discovery whenever appropri-
ate to insure that the purpose of compulsory arbitration is complied with.”)

In the Hawaii program, discovery reduction is the key feature of the arbitration program.
“Once a case is submitted or ordered to the program, the excenc to which discovery is allowed, if
at all, is ac the sole discretion of the arbitrator.,” HAW. ARB. R. 14.

1 Snow & Abramson, Alzernative to Litigation: Court-Annexed Arbitration, 20 CAL. W L. REV.
43, 58 (1983).

2 Some states are beginning to restrict discovery in regular litigacion. Planet, supra note 3, at
279.

Y In Hawaii, tort cases account for approximately twenty-five percent of all Circuic Court
cases, which are courts of general jurisdiction. For fiscal year 1986-87, of 5987 civil filings,
1,783, or 29.8 percent were personal injury cases. THE JUDICIARY, STATE OF HAwAlL 1986-1987
ANNUAL REPORT, STATISTICAL SUPPLEMENT, table 7 (1987).
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program has the highest dollar ceiling ($150,000) of any mandarory state arbi-
tration program in the country and is the only state-wide program, it urges the
arbitrator to limit discovery as a way of reducing litigant costs, it intervenes
earlier in the case than other programs, and it uses volunteer arbitrators. Other
important features include a “‘gatekeeping’ procedure that presumes all cases
are eligible for arbitration, a procedure that allows attorneys to seek exemption
from the program when they think their case exceeds the $150,000 ceiling, a
required pre-hearing conference thirty days after an arbicrator has been assigned,
and an oprion for litigants to select and pay for their own arbitrator.

The Hawaii CAAP differs from similar programs in other states because its
primary purpose is to decrease litigant costs by reducing discovery activity. The
program accomplishes this goal by prohibiting any discovery unless the arbitra-
tor first authorizes the discovery. Most other arbitration programs would list
their goals in the following order: (1) reduction of delay, (2) decrease in cost to
litigants and (3) maintenance or improvement of litigant satisfaction. The Ha-
waii CAAP, however, has significantly reordered these priorities. The CAAP has
made the decrease in costs to litigants the highest priority and therefore expects
arbitrators to limit discovery in order to achieve the cost reduction goal.

This article first reviews court-annexed arbitration programs across the coun-
try. It then discusses pretrial delay and the high cost of litigation, which are the
two most wortisome problems in the United States’ judicial system. The arti-
cle’'s discussion of delay and cost emphasizes how pretrial discovery and lawyers’
fees contribute to these problems. The article then describes the Hawaii CAAP
in detail with emphasis on the method used to limit pretrial discovery to reduce
litigant costs.

The article then presents and interprets data taken from court records and
lawyer surveys. Further evaluation shows that the Hawaii CAAP reduces litiga-
tion costs, that it may affect the incomes of lawyers, that it changes the level of
lawyer satisfaction, and thac defense lawyers see fewer benefits in the program
than do plaintiff's lawyers.

II. COURT-ANNEXED ARBITRATION ACROSS THE NATION

Because of the rapid spread of arbitration programs nationally, it is difhcule
to say exactly how many jurisdictions currently use court-annexed arbitration
programs. It is clear, however, that these programs have become very popular.
Programs are currently operating in at least twenty-two states,'® the District of

18 CONFERENCE OF STATE COURT ADMINISTRATORS ALTERNATIVE DISPUTE RESOLUTION SURVEY:
SURVEY OVERVIEW 6 (July 17, 1987); 1 Alternative Dispute Resolucion Rep. (BNA) No. 16, at
313 (Nov. 26, 1987) [hereinafter SURVEY OVERVIEW].
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Columbia, and at least eleven United States Federal District Courts.’® In three
other states, arbitration programs are authorized buc not yet operational.'?

It is also difficule to give precise national statistics about arbitration program
characteristics because the programs are often described as experimental and
frequently undergo significant changes.’® In addition, jurisdictional thresholds
may change'® or the programs may operate only in certain counties of the states
thac have adopted court-annexed arbitration.?® Typically, the programs are lim-
ited to cerrain types of civil cases where the plaintiff seeks only money dam-
ages.?! Personal injury, contract, and debt cases are the typical cases that are
arbitrated in these programs.?? Most of the programs are mandatory;®® any case
within the jurisdictional limit must go into arbitration. All programs, however,
are non-binding.?* Either party who is dissatisfied with the arbitration award
can appeal and go on to a trial de novo. Many programs apply costs or sanctions
to the appeal in an attempt to reduce the number of appeals.

18 As of January 1985 11 federal district courts had authorized court-annexed arbitration and
at least 17 federal districts had applied for funds to operate new programs to start in 1985. P.
EBENER & D. BETANCOURT, supra note 4, at 2, 6. The federal districts are the Eastern Districe of
Pennsyivania, the Northern Districe of California, Connecticut, the Middle District of Florida, the
Western District of Michigan, che Discrict of New Jersey, the Southem Districe of New York,
the Middle District of North Carolina, the Western District of Oklahoma, the Western District
of Texas, and the Western Districe of Missouri. Lind & Foster, Alternative Dispute Resolution in
the Federal Courts: Public and Private Options, 33 FED. BAR News & J. 127 (1986).

'7 Alaska, Illinois, and New Mexico have authorized arbicration. NATIONAL CENTER, supra
note 4.

'8 For example, Hawaii's arbitracion program was described as a two-year experiment when it
first began under che authorization of a state supreme court rule in February, 1986. Less than six
months later, che stace legislature created a new three-year experimental program. Letter from
Janice Wolf, Administrative Director of the Courts, and Peter S. Adler, Director, Program on
ADR, to the President and Members of the Senate, and the Speaker and Members of the House
of Representatives of the Thirteenth State Legislature of the Scate of Hawaii (Dec. 30, 1986)
(available in the office of The Study of Arbitration and Litigation, University of Hawaii at
Manoa).

1% The scate legislature increased the jurisdictional ceiling of Hawaii's arbitration program from
$50,000 to $150,000 when the program was less than six months old. HAw. REV. STAT. § 601-
20 (Supp. 1986).

¢ Usually the programs operate in major mettopolitan districts. P. EBENER & D. BETANCOURT,
supra note 4, at 5-6. To our knowledge, Hawaii is the only state in which che arbitration pro-
gram operates in every county.

14, at 9-10.

3 Jd ar 7.

3 Hawaii's initial Phase 1 program was voluntary. Lawyers had 1o request thac their cases be
placed into the arbitracion program. Haw. ARB. R. 8 (repealed 1987).
** P. EBENER & D. BETANCOURT, supra note 4, at 4.
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A.  Case Size

Court-annexed arbitration programs in state courts are generally limiced to
“smaller’” cases, although federal courts usually have high jurisdictional limits,
usually $50,000 to $150,000. The maximum dollar limit for cases in the state
programs typically ranges from $15,000 to $50,000,%® although scate programs
range from a $2000 ceiling to no limit at all. Hawaii has che second highest
jurisdictional limit for a mandatory program in the nation and has the highest
jurisdictional limi¢ among those states that provide full arbitration hearings and
take testimony from witnesses. Although the Michigan Mediation Program,
which has no dollar limirt, takes higher valued cases than CAAP, the Michigan
program is really a case evaluation program.?® The Michigan program does not
hear testimony from witnesses, but hears only brief, summary presentations
from lawyers. Therefore, Hawaii has the only state program that conducts arbi-
cration hearings where parties can make personal presentations to a fact finder in
cases valued at over $50,000.

B.  Compensation

Almost every jurisdiction compensates their arbitrators.?” Most are either
paid by the day®® or by the case.?® The unit of compensation however may not
be a clear guide to the program’s cost. In some programs arbitrators may work
on a case for many days; while in other programs, the arbitrator can hear several
cases in one day.%®

C. Delay and Costs, Discovery and Fees

Despite the fact that Rule 1 of the Federal Rules of Civil Procedure con-
cludes with, “[these rules of civil procedure] shall be construed to secure the
just, speedy, and inexpensive determination of every action,”®! virtually no one
would seriously assere that the civil justice system in the United States is either

28 P. EBENER & D. BETANCOURT, supra note 4.

3¢ Shuart, Smith & Planet, Sestling Cases in Detroit: An Examination of Wayne County's “'Me-
diation” Program, 8 JUST. Sys. J. 307 (1983) {hereinafter Sett/ing Cases in Detroit}.

*7 It appears that only Hawaii and New Hampshire do not compensate their arbitrators, P,
EBENER & D. BETANCOURT, suprz note 4, at 9-10.

8 Daily compensation ranges from $50 co $250 per day. E.g., ARIZ. UNIF. ARB. R. 6.

3% Compensation by the case ranges from $35 co $250 per case. P. EBENER & D. BETANCOURT,
supra note 4, at 9-10. E.g., CuvAHOGA COUNTY CT. C.PR. 29(V).

# Some programs pay by the day or by the case, whatever is greacer. CAL Civ. P. CODE §
1141.18(b) (West Supp. 1985).

3 Fep. R. CIv. P. 1.
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speedy or inexpensive.®? Delay and high costs,?® often resulting from congested
dockets and excessive discovery, are considered the major problems of the
American litigation system.3*

The statistics about delay seem significant; the criticism®® appears sound.3¢
The number of lawsuits filed each year has increased dramatically,®” but the
number of judgeships has not risen at a rate in any way comparable to the
increase in filings.3® Alchough increased filings are actributable to population
growth, other factors are also responsible. For example, state and federal legisla-
tures have created new claims.3® Moreover, court case loads have increased con-
siderably faster than the population.*® Furthermore, Americans may be becom-

3* For a critique of the problems with the civil justice system, see J. MARKS, E. JOHNSON & P.
SZANTON, DISPUTE RESOLUTION IN AMERICA 9-10, (National Institute for Dispute Resolution
1984); and Yamamoto, Case Management and the Hawaii Courts: The Evolving Role of the Mana-
gevial Judge in Civil Litigation, 9 U. HAw. L. REV. 395, 396 (1987).

3% Delay and high costs are usually discussed together. *‘Excessive cost and delay in the dispo-
sition of civil cases devalue judgments, cause the memories of witnesses and parties to fade, cause
litigants to accept less than full value for their claims, prolong and exacerbate differences between
people or encities, and make pursuing legal remedies prohibitively expensive for many people.”
ABA’s LAWYERS CONFERENCE TASK FORCE ON REDUCTION OF LITIGATION COST AND DELAY, DE-
FEATING DELAY xiii (1986). See alse ABA ACTION COMM'N TO REDUCE COURT COSTS AND DE-
LAY, ATTACKING LITIGATION COs1S AND DELAY: FINAL REPORT (1984). Placet, supra note 3 ("Of
the issues facing courts today, perhaps none is more urgent or visible than chat of long delays and
high costs to litiganes associated with che pace of civil litigacion.”).

34 The problems are not limited to the Uniced States. See Falt, Congestion and Delay in Asia's
Courts, 4 UCLA PAc. BasiN LJ. 90 (1985).

3¢ ]. ADLER, W. FELSTINER, D. HENSLER & M, PETERSON, THE PACE OF LITIGATION iii (Rand
Instieuce for Civil Justice 1982) [hereinafter PACE OF LITIGATION} (“‘Of ail che criticisms of the
civil justice system, the charge of unjustifiable delay is probably the most frequently levelled and
the most deeply felt.”).

" 3¢ Although there are some court statistics about court backlogs and many anecdotal stories,
there simply is not as much empirical evidence on delay. Id. ac vi.

37 According to the former Chief Justice of che United States Supreme Court, “{tlhe caseloads
in both federal and state coures experienced a fantastic growth during the pasc sixteen years:”
Burger, Introduction, Symposium: Reducing The Costs of Civil Litigation, 37 RUTGERS L. REv. 217,
217 (1985).

38 Former United States Supreme Court Chief Justice Warren E. Burger said “In che federal
system alone, for example, the number of new filings in District Courts have nearly tripled from
112,606 when I ook office in 1969 to 307,582 in 1985; the number of judges has increased
only about 50%. In short, 300% more cases are to be handled by 50% more judges.” ABA
Lawyers CONFERENCE TASK FORCE ON REDUCTION OF LITIGATION COST AND DELAY, DEFEATING
DELAY vii {1986).

3% S. GOLDBERG, E. GREEN & F. SANDER, DISPUTE RESOLUTION 4 (1985); Yamamoto, supra
note 32, at 400-01.

** In California the aumber of civil cases increased by 75% between 1969 and 1979, D.
HENSLER, A. LipsON & E. ROLPH, JUDICIAL ARBITRATION IN CALIFORNIA, 4-7 {(Rand Institute for
Civil Justice 1981). Between 1977 and 1981, the number of civil lawsuits in state courts grew
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ing even more litigious.** For whatever the reason, ‘‘you'll be hearing from my
lawyer” remains the battle cry.*?

Despite the application of managerial judging techniques for the purpose of
controlling the growing case dockets,*® the assigned trial date may be several
years after the date a case is filed in a major metropolitan area.** Despite some
contrary evidence,*® it is generally assumed that delay is harmful to litigants’
cases and results in higher costs of litigation.*® It is less clear however when,
why, and where delay occurs.*” Delay in the courts results, it is claimed, from
congested court dockets that do not allow for trial dates until sometimes years
after the filing of a complaint. Yet, a closer look shows that trial dates are not
the crue problem. The real problem is simply that cases are not resolved quickly
enough because most cases never reach trial.*® In theory, crial dates should not
be significant. The trial date focus is important only because many cases do not
get resolved until shortly before trial *®

four times faster cthan the population of the United Staces, TIME, Mar. 24, 1986, at 20. However,
while total filings have increased, not all types of litigation have increased at these dramatic rates.
For example, between 1978 and 1984 the number of new tort cases increased 9% in 17 states,
bue the population in those states only rose 8%. The Manufactured Crisis, MED. ECONS., Nov. 10,
1986, at 69 (cited in D. HENSLER, M. VAIANA, J. KAKALIK & M. PETERSON, TRENDS IN TORT
LImGATION 2 (Rand Inscitute for Civil Justice 1987)).

4! See, e.g., Barton, Behind the Legal Explosion, 27 STAN. L. REv. 567 (1975); Manning,
Hyperlexis: Qur National Disease, 71 Nw. UL. Rev. 767 (1977). For a contrary view suggesting
that hyperlexis is a myth, see Galanter, Reading the Landscape of Disputes: What We Know and
Don’t Know (And Think We Know) About Our Allegedly Contentious and Litigions Society, 31
UCLA L. REv. 4 (1983). For the best explanation of these apparently contrary findings, see
Hensler, Trends in Tort Litigation: Findings from the Institute for Civil Justice’s Research, 48 OHIO
ST. LJ. 479, 492 (1987).

* “Sue the Bastards” is a bumper sticker that is popular with more than just lawyers.

3 A survey of state court administrators found that 48 states have recently adopted or were
considering changes in civil procedure intended co reduce pretrial delay, P. EBENER, COURT EF-
FORTS TO REDUCE PRETRIAL DELAY (Rand Institute for Civil Justice 1981).

““ It takes forty months to get to trial in Los Angles, and chree years in other parts of Califor-
nia. I¢ takes three years to get to trial in the large urban areas of Pennsylvania. Snow & Abram-
son, supra note 12, at 44,

" 48 Costs of Litigation, supra note 9, at 104,

¢ A few observers, however, argue che delay may be a benefic. PACE OF LITIGATION, supra
note 395, ac x.

Y Id. ac vi.

8 Of course not all cases that are not tried are settled. One of the few studies to examine che
terminations of the vast number of cases that are not tried found that only 63 percenc settled.
Thirty percent of che cases were terminated by means other than trial or settlement. Kritzer,
Adjudication to Settlement: Shading in the Gray, 70 JUDICATURE 161, 163 (1986).

% In a study of case dispositions, Professor Gerald Williams reported, “In Phoenix, for exam-
ple, we found that over 70% of all cases were sectled within 30 days of the trial dace.” G.
WILLIAMS, LEGAL NEGOTIATION AND SETTLEMENT 78, n.23 (1983).
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Since most cases are resolved in a negotiated agreement without a trial, it
appears that lawyers and clients could actively reduce the delay by settling their
cases earlier. It is unclear why they do not settle earlier. Many cases go through
extensive pretrial discovery, which is expensive for the clients and income pro-
ducing for the hourly-fee lawyers. Determining damages is another probable
source of delay for both sides. Plaintiff lawyers may be waiting for their clients’
injuries to stabilize,®® while the defense may be expecting to see some rehabili-
tation that will reduce the damages. Some commentators contend that defend-
ants want to hold on to their money and invest it as long as possible.®* Perhaps
the adversary system creates so much animosity between che parties thac neither
side is willing to extend a hand in compromise even if it might lead 0 a
settlement. Finally, lawyers might not give serious attention to a case until it
gets close to the “‘doomsday” event of trial ®*

Despite the variety of attempts made to control delay, such as different types
of case calendaring, docket control methods, and settdement conferences, pretrial
delay remains as a serious and potentially crippling problem for court adminis-
trators and others concerned with optimizing justice in United States courts.
Although delay has been treated, but certainly not cured, costs have been gener-
ally untouched by procedural reforms. ’

D. Cost

Although discovery is an essential®® cornerstone of litigation, the costs of pre-
trial discovery are transforming our legal system into a system that is so costly
that someday only corporations® and wealthy individuals will be able to afford
to use it.°® In cases where lawyers work for an hourly fee, the high cost of

% Comment by speaker, Masters of the Game Seminar, Hawaii Institute for Continuing Legal
Educacion (Apr. 30, 1988).

5! PACE OF LITIGATION, supra note 35, at vi; Pepe, Professional Responsibility in Pretrial Dis-
covery—A Tale of Twe Cities, 64 MICH. BAR J. 300 (1985); Alschuler, supra note 7, ac 1845
(“[Plreserving the status quo favors the defendant in almost every lawsuit.”).

%2 E. LIND & ]. SHAPARD, EVALUATION OF COURT-ANNEXED ARBITRATION IN THREE FEDERAL
DisTRICT COURTS 79 (Federal Judicial Center 1983).

5 As noted in Hickman v. Taylor, 329 U.S. 495 (1947), "muwal knowledge of all the
relevane facts gathered by both parties is essential to proper licigation.” I4. at 507.

% “The former chairman of one of America’s largest corporations recently quipped that ‘My
lawyers have an unlimited budger, and every year they exceed it.” ” J. KAKALIK & A. ROBYN,
CosTs OF THE CIVIL JUSTICE SYSTEM iii (Rand Instituce for Civil Justice 1982).

8 A popular cartoon that sums up the problem shows a lawyer asking a prospective clienc,
“Now, just how much justice can you afford?”’

For a dertailed examination of the problem see the articles in **Symposium: Reducing the Costs
of Civil Litigation™, 37 RUTGERS L. REv. 217 (1985), especially Levin & Colliers, Consaining the
Cost of Litigation, 37 RUTGERS L. REV. 219 (1985); Peckham, A Judicial Response to the Costs of
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bringing suits may deter ordinary people from pressing their legitimate legal
claims ®®

A growing criticism argues chat civil cases are over-discovered.” A vast
amount of material has been written about discovery abuse and the assumed,
parallel rise in the litigation costs because of this discovery.®® In fact, the word
“abuse” appears in the titles of many publications about discovery.®® Criticism

Lirigation: Case Management, Two-Stage Discovery Planning, and Alternative Dispute Resolution,
37 RurGers L. Rev. 253 (1985); Planet, supra note 3; Franaszek, Justice and the Reduction of
Litigation Cost: A Different Perspective 37 RUTGERS L. REV. 339 (1985).

% The cost of discovery probably would not deter either side in litigating a tort lawsuit.
Because plaintiff lawyers take personal injury cases on a contingent fee, presumably injured plain-
tiffs will always be able to find a lawyer. Even poor plaintiffs can file lawsuits because their
discovery costs are advanced by plaintiff lawyers, who deduct che discovery costs from the plain-
tiff's recovery. These plaintiffs, however, might still not find a lawyer to represent them if the
lawyer thinks the case is uneconomical (damages are low, or liability is very questionable) or the
lawyer might not be able co advance large sums of money to conduct discovery. Defendants, of
course, will defend virrually all tore lawsuits because insurance companies are involved in mosc of
these suits. Insurance companies have the financial resources to litigate in all cases where it is
appropriate,

7 As observed by one commentator, “[slome over discovery results from compulsive, perfec-
tionist atrorneys worried about professional criticism for lack of thoroughness, and fearing failure
art trial or settlement without near-petfect knowledge. The more common problem comes from
fixed law firm routines, aided by form books and word processors.” Pepe, supra note 51, at 302.

% Depositions are the costliest of discovery devices. Schmidt, The Efficient Use of Discovery,
FOR THE DEFENSE, Jun. 1984, at 25, 27.

% C. ELLINGTON, A STUDY OF SANCTIONS FOR DiSCOVERY ABUSE 17 (U.S. Dep't of Justice
1979); ABA SECTION OF LITIGATION, SPECIAL COMM'N FOR THE STUDY OF DISCOVERY ABUSE,
FIRST REPORT (1977), reprinted in 92 F:R.D. 149 (1982); ABA SECTION OF LITIGATION, SECOND
REPORT OF THE SPECIAL COMMITTEE FOR THE STUDY OF DISCOVERY ABUSE (1980), reprinted in 92
F.R.D. 137 (1980), Becker, Moderr Discovery: Promoting Efficiens Use and Preventing Abuse of
Discovery in the Roscoe Pound Tradition, 78 FR.D. 267, 274-75 (1978); Brazil, Views from the
Front Lines: Observations by Chicago Lawyers About the System of Civil Discovery, 1980 ABF. REs.
J. 217, 230-35; Brazil, Civil Discovery: Lawyers’ Views of Its Effectiveness, lts Principal Problems
and Abuses, 1980 ABF, RES. J. 789; Comment, Preventing Discovery Abuses in the Federal Courts,
30 CATH. UL. Rev. 273, 284-305 (1981); District of Columbia Survey: Hinkle v. Sam Blanken &
Co.: Dismissal for Discovery Abuse — Toward a New Standard in the District of Columbia, 36
CatH. UL REV. 761 (1987); Note, Discovery Abuse Under the Federal Rules: Causes and Cures,
92 YALE LJ. 352 (1982); Note, Rule 37 Sanctions: Deterrents to Discovery Abuses, 46 MONT. L.
REv. 95 (1985); Flegal, Discovery Abuse: Causes, Effecss, and Reform, 3 REV. LITIGATION 1 (1982);
Lundquist & Flegal, Discovery Abuse ~ Some New Views Abous an Old Problem, 2 REv. LITIGA-
TION | (1981); Note, The Emerging Deterrence Orientation in the Imposition of Discovery Sanctions,
91 HaARrv. L. Rev. 1033 (1978); Flegal & Umin, Curbing Discovery Abuse in Civil Litigation:
We've Not There Yer, 1981 BY.U. L. Rev, 597 (1981); Pollack, Discovery — Its Abuse and
Corvection, 80 FR.D. 219 (1978); Rosenberg, Discovery Abuse, 7 LIIGATION at 8, 9-10 (Spr.
1981); Rosenberg & King, Curbing Discovery Abuse in Civil Litigation: Enough is Enough, 1981
BY.U. L. Rev. 579; Sherwood, Curbing Di:t;veo Abuse: Sanctions Under the Federal Rules of
Civil Procedure and the California Code of Civil Procedure, 21 SANTA CLARA L. REV. 567 (1981);
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of discovery includes excessive use of discovery, sometimes in a ““fishing expedi-
tion,’®° the unjustified resistance of legitimate discovery,®® opportunities to de-
lay the resolution of valid legal claims,®® and attempts to intimidate the other
party with the cost of discovery. Although discovery procedures are, in theory,
designed to improve the exchange of information between the parties, discovery
is frequently put to a more adversarial use by delaying and making the pursuit
of a legal claim much more costly.®® At least for the hourly-fee lawyers, discov-
ery activity generally means an opportunity to bill more legal fees to the
client,®

Although discovery apparently is the prime villain in the criticisms about
delay and costs, it is only a part of the total cost of litigation. Lawyers’ fees are
acrually the larger,®® although lesser discussed, aspect of costs.*® The combined
fees and expenses of plaintiff and defense lawyers in tort litigation range from
45 to 63 percent of the total amount expended in chis litigation, including the
amount received by the injured plaintiffs.®? After deducting lawyers’ fees, dis-

Sofaer, Sanctioning Attorneys for Discovery Absuse Under the New Federal Rules: On the Limited
Utility of Punishment, 57 ST. JOHN's L. REV. 680 (1983); Note, Rule 37 Sanctions: Detervents to
Discovery Abuses, 46 MONT. L. REV. 95 (1985); Levine, Abwuse of Discovery: or Hard Work Makes
Good Law, 67 AB.A. J. 565 (May 1981); Batista, New Discipline in Old Game-—Sanctions for
Discovery Abuse, N.Y.L]J., Aug. 16, 1982, at 1, col. 2; Dombroft, Objective Procedures Could
Curb Discovery Abuse, Legal Times, Sept. 6, 1982, at 15, col. 1; Huffman, Protracted Litigation,
Abuses of Discovery Targesed by Judge, Legal Times, July 26, 1982, at 1, col. 1, at 32; Tell, Legal
Fee Axed for Litton Case Discovery Abuse, NAT'L L], Oct. 12, 1981, ar 2, col. 4.

8 A “fishing expedition . . . undertaken in the hope that some cause of action might be
uncovered.” United Presbyterian Church in the U.S.A. v. Reagan, 738 F.2d 1375, 1383 (D.C.
Cir. 1984).

%1 Thames, Discovery Strategy, FOR THE DEFENSE, Jan. 1986, at 12-13. For a list of lawyering
skills of evasion and incomplete responses, see Pepe, supra note 51, at 301.

82 R. HAYDOCK, D. HERR & J. STEMPEL, FUNDAMENTALS OF PRETRIAL LITIGATION 121 (1985)
('Discovery for other lawyers seems to be the best way to avoid or delay going to trial, and that
artitude, too, accounts for ics share of the abuse of discovery procedures.”).

83 See Brazil, The Adversary Character of Civil Discovery: A Critique and Proposals for Change,
31 VAND. L. REV. 1295 (1978); Shapiro, Some Problems of Discovery in an Adversary System, 63
MInN. L. Rev. 1055 (1979).

® One lawyer said, “Discovery is good for our business buc has nothing to do with justice.”
Brazil, Views from the Front Lines: Observations by Chicago Lawyers About the System of Civil
Discovery, 1980 ABF. Res. J. 217, 250 n.53; Brazil, Civil Discovery: Lawyers’ Views of Its Effec-
tiveness, Its Principal Problems and Abuses, 1980 ABF. REs. J. 787.

% ABA ACTION COMM. TO REDUCE COURT COSTS AND DELAY, ATTACKING LITIGATION COSTS
AND DELAY 60 (1984) [hereinafter COSTS AND DELAYL

® Jawyers’ fees are parc of litigation *‘transactions costs,”” which are “the sum of plaintiffs’
costs, defense costs, and public costs. They are the ‘overhead’ costs of the system in che sense that
the services purchased are not desired for themselves.” S. CARROLL & N. PACE, ASSESSING THE
EFFECTS OF TORT REFORMS 22 (Rand Institute for Civil Justice 1987).

%7 In auro tores, the defense tegal fees are 19 percent, plainciff legal fees are 26 percent, and
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covery costs, and other costs of litigation, plaintiffs receive only about 50 per-
cent®® of the money paid out in trial verdicts or money paid to settle claims in
regular tort cases.®®

Lawyers’ fees are partially related to discovery, although the precise relation-
ship is dependant on how fees are calculated. Defense lawyers are almost al-
ways’® paid on an hourly basis. In most torc litigation, the defense lawyers are
paid by insurance companies. A large part of the hours defense lawyers bill for
tort licigation are hours spent conducting discovery. It is obvious that reducing
discovery will reduce the defense costs. Of course any program that reduces the
amount of discovery will have a corresponding effect on the income of the
hourly-fee defense lawyers, court reporters and paralegals.”

Plaintiffs’ lawyers, on the other hand, are paid on a contingent fee basis.
These lawyers receive no fee unless the plaintiff recovers. Typically, plaintiffs’
lawyers take a 335 to 40 percent contingent fee, although the rates vary de-
pending on the jurisdiction, the type of case, and the personal reputation of the
lawyer.” Because plaintiffs’ lawyers are not paid on an hourly basis, reducing
discovery will not automatically reduce the lawyer’s fee.”® In fact, studies of fee

the net compensation to the plaintiff is 52 percent. In non-auto tores, the defense legal fees are 30
percent, plaintiff legal fees are 24 percent, and the net compensation to the plaindiff is 43 percent.
In asbestos cases, the defense legal fees are 37 percent, plaintiff legal fees are 26 percent, and the
net compensation to the plaintiff is only 37 percent, D. HENSLER, M. VAIANA, J. KAKALIK & M.
PETERSON, TRENDS IN TORT LITIGATION 29 (Rand Institute for Civil Justice 1987).

®® Plajntiffs in automobile accident cases net about 52 percent of the toral expenditures. In
non-auto torts they only receive about 37 percent of the transaction costs. Hensler, Trends in Tort
Litigation: Findings from the Institute for Civil Justice’s Research, 48 OHIO ST, LJ. 479, 492
(1987).

% Costs are extremely high in asbestos cases. The average payout to plaintiffs in asbestos
licigation is only thirty-seven cents of every dollar paid by the insurance companies. J. KARALIK,
COSTS OF ASBESTOS LITIGATION (Rand Institute for Civil Justice 1983).

7 In arbitracion cases some lawyers are being paid to handle the case on a flac fee basis
through the arbicration hearing. If there is an appeal of the arbitration award, a new fee arrange-
menc is instituted in anticipation of trial de novo.

"1 Insurance companies are aware the discovery reductions which save expenses for che com-
pany will reduce defense fees. In Hawaii, these companies are ctrying to avoid problems with their
defense lawyers by promising chat every cime that a defense lawyer settles a case in acbitracion,
another new case will be given to the defense lawyer to replace the one that has settled.

7 In Hawaii, the fee is generally 3315 percent in automobile accident tort cases, and 40
percent for all other tores. At the time of recovery, the lawyer receives the agreed upon percentage
of the recovery. The costs of discovery are deducted from che plaintiff’s share of the recovery, and
the plaintiff's lawyer is reimbursed for the advance of the discovery costs. Finally, the -plaintiff
receives the net sum remaining. If there is a defense verdict at crial, the plaintiff still owes the
plaintiff lawyer for che costs of discovery, but in actuality the plaintiffs seldom pay back those
advanced discovery costs, and phintiffs’ lawyers seldom pursue their claim against the plainciff for
the advanced discovery costs. Interview with a plaindff's lawyer (April 20, 1988).

73 H. HENSLER, A. LIPSON & E. ROLPH, JUDICIAL ARBITRATION IN CALIFORNIA: THE FIRST YEAR
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structures have shown that programs saving the time of a plaintiff's lawyer did
not result in a fee reduction for the client.” It is therefore possible that a reform
that reduces discovery will not reduce the income of plaintiffs’ lawyers, but will
actually allow these lawyers to make the same amount of money in less time.

.The contingent fee system is a major subject of controversy,”® especially in
the age of “tort reform™ and the concerns about medical malpractice litigation.
Those in favor of the contingent fee say thac it is “‘the poor man's key to the
courthouse.”?® Opponents, however, retort "‘that greedy attorneys, hungry for
fat contingency fees, generate suits that would not otherwise be brought.””?? In
striking a balance between these two views, some jurisdictions have placed lim-
its on the amount of fees that a plaintiff’s lawyer can receive, ac least in medical
malpractice cases.”®

82 (Rand Institute for Civil Justice 1981). Developments, Compulsory Automobile Arbitration:
New Jersey's Road to Reducing Court Congestion, Delay, and Costs, 37 RUTGERS L. REV. 401, 430-
31 (1985).

™ In contingent fee cases, with procedures chac save attorney time, “lawyers are benefiting, but
cliencs are not.”” COSTS AND DELAY, supra note 63, at 66. Chapper & Hanson, Atterney Time
Savings{Litigant Cost-Savings Hypothesis: Does Time Equal Money?, 8 JUST. Sys. J. 258 (1983).

™ In concluding, we emphasize again our firm conviction that to the maximum degree

possible litigants themselves should be the beneficiaries of reductions in the cost of litiga-
tion, At the same time, we afe acutely aware chat overall costs o litigants are in the main

a reflection of how actomey’s fees are structured in the United States and the various

methods of calculating such fees. Whether those fees are fair to counsel and client and
whether they can or should be changed substantially in amount or method of calculation
pose fundamental issues of fairness and political feasibility chat our mission and our re-
sources could not encompass. We feel strongly, however, chat the organized bar, at both
the national and state levels, has an inescapable and immediate duty to address this over-
riding issue of how attorneys’ fees affect litigant cost and access to justice.

CosTS AND DELAY, supra note 65, at 67, See also, Clermont & Currivan, Improving on the Contin-

gent Fee, 63 CORNELL L. Rev. 530 (1978); Kriendler, The Contingent Fee: Whose Interests are

Actually Being Served?, 14 FORUM 406 (1979).

" Comment, Medical Malpractice in Florida: Prescription For Change, 10 FLA. ST. UL, Rev.
593, 609 (1983) (citing the Florida Academy of Trial Lawyers, SELF-PRESERVATION OF A PRIVI-
LEGED CrLass 11 (1982)).

7" Comment, Recent Medical Malpractice Legislation — A First Checkup, 50 TuL. L. REV. 655,
670 (1976).

78 CosTs AND DELAY, supra note 65. Klein, Caps in the Har: Legislative Lids on Runaway
Verdicts, FOR THE DEFENSE, Jul. 1986, ac 19, 22.

Section 6146 of California’'s Medical Injury Compensation Reform Act of 1975 (MICRA)
limits contingency fees in actions against a health care provider based upon alleged professional
negligence to: (1) 40% of the first $50,000 recovered; (2) 33V2% of the next $50,000; (3) 25%
of the next $100,000; and (4) 10% of any amount on which the plaintiff's recovery exceeds
$200,000.

See also DEL. CODE ANN, tit. 18, § 6865 (Supp. 1988) (medical malpractice); TENN. CODE
ANN. § 29-26-120 (Supp. 1988) (medical malpractice).

See Roa v. Lodi Medical Group, 37 Cal. 3d 920, 695 P.2d 164, 211 Cal. Rptr. 77, appeal
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III.  HAwAII'S COURT-ANNEXED ARBITRATION PROGRAM
A. Program Goals

The intenc of Hawaii's arbitration program “‘is to provide a simplified proce-
dure for obtaining a prompt and equitable resolution of certain civil matters.””®
It is generally agreed that the major goals of the program are: (1) to reduce
litigant costs, (2) to increase che pace of disposing of tort cases, and (3) to
improve or at least maintain the level of satisfaction for licigants and actor-
neys.®® Although the arbitration program currently handles only tort cases,® the
arbitration rules provide that parties may agree to submit other types of civil
cases to the program.®?

B. Program History

The Hawaii CAAP has operated in two different forms. When the program
first began in 1986, it was designed under the Hawaii Supreme Court’s rule-
making power as a two-year experiment and was authorized in the Circuic
Court Rules for the First Circuit.®® Initially, che program was voluntary. Any
party could request that a tort case at ot below a “probable jury award of
$50,000" be placed into the arbitration program. This firse $50,000 program is
now referred to as Phase I,

Less than six months after the start of what was to have been a two-year
experiment, the Hawaii legislature changed the arbitration program. During a
special legislative session, it passed Act 2 of 1986,% as part of ““Tort Reform”
legislation.®® The most significant program change required by this new law was
a major increase in the jurisdictional ceiling for arbitration cases. Beginning on
May 1, 1987, the program was changed to require the arbitration of torc cases

dismissed, 474 U.S. 990 (1985) (upholding the limit on contingent fees paid to plaintiff's
lawyer).

?® Haw. ARB. R. 2(A).

89 Letter from Janice Wolf, Administrative Director of the Courts and Peter . Adler, Direc-
tor, Program on ADR, to the President and Members of the Senate, and the Speaker and Mem-
ber of ¢che House of Representatives of the Thirteenth State Legislature of the State of Hawaii
(Dec. 30, 1986) (available in the office of The Study of Arbitration and Litigation, University of
Hawaii ac Manoa).

31 Haw. ARB. R. 6(A).

% Admission to the program also requites the consent of the Arbitration Judge. Id. R. 6(B).
To date, no non-tore cases have been accepted into the program.

®3 Haw. Cr. CT. R. 34.

* Haw. ARB. R. 6(A).

88 For a list of state tort reform laws passed in 1986, see S. CARROLL & N. PACE, ASSESSING
THE EFFECTS OF TORT REFORMS 47-72 (Rand Institute for Civil Justice 1987).
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with “a probable jury award value, not reduced by the issue of liability, exclu-
sive of incerest and costs, of $150,000 or less.”’®®

C. Discovery Limitations

The design of the Hawaii program makes it clear that reducing litigant costs
is the prime goal of the program, and limiting discovery is the central mecha-
nism. Although most arbitration programs schedule arbicration hearings after
formal discovery has been completed, Hawaii's program does not allow any
discovery without the consent of the arbitrator. Arbitrators are given certain
guidelines for reducing or eliminacing discovery.®” Informal, less costly methods
of discovery are encouraged.

D. Jurisdictional Amount

The Hawaii Court-Annexed Arbitration Program has, at $150,000, the
highest jurisdictional amount of any mandatory, full arbitration program in a
state court.®® Even in the Phase I ($50,000) program, Hawaii's jurisdictional
amount was as high as any state full-arbitration program in the country.?® In
the Phase II ($150,000) program, Hawaii’s jurisdictional amount is three times
higher than any other state arbitration program.?® Only a few federal courts

% Haw. ARB. R. 6(A).

87 The training materials for arbitrators suggest that the following considerations be given to
any discovery request:

a. Balance the benefit of discovery requested against the expense and necessity.

b. Nature and complexity of the case,

<. The amount in controversy.

d. Possibility of unfair surprises which may resule if discovery is restricted.
PACIFIC L. INST., HAWAIl ARBITRATION SOURCEBOOK, 2-14 (1987).

% Michigan has a mandatory program which has no jurisdictional limic. This program, how-
ever, does not contemplate full arbicration hearings with testimony presented by witnesses. Each
case is allocaced approximately 30 minutes before a panel of three mediators (a plaintiff lawyer,
and defense lawyer, and a neucral lawyer) who make an arbitration award. The award is more of
a case evaluation based upon the short presentation by the opposing lawyers and answers to
questions posed by the panel rather than an adjudicative result after hearing witnesses. Alchough
it is called the Michigan “Mediation™ Program, the panel of lawyers perform che service of
arbitrators who propose a non-binding result and not the service of mediators who assist the
parties to teach their own decision. Interview with Robert W. Schweikart, Mediation Tribunal
Clerk, Mediation Tribunal Association for the Third Judicial Circuit Court of Michigan (Jan.
1987). See alto Sestling Cases in Detroit, supra note 26.

*® But see the Michigan Mediation program where mediators decide many cases per day.
Shuart, Smith & Planet, s#pra note 88.

# California, Colorado, and Minnesoca all have jurisdictional limits of $50,000. Keilitz, Gallas
& Hanson, State Adoption of Alternative Dispute Resolution, ST. CT. J., Spr. 1988, at 4.
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have jurisdictional amounts as high as Hawaii’s.®

E. Compensation for Arbitrators

Most arbitration programs compensate the arbitrators or at least provide an
honorarium.®® Hawaii, however, is asking its arbitracors to volunteer their time,
providing essentially “‘pro bono” service.®® Arbitrators have averaged 6 hours of
work on cases that settled and 16 hours of work on cases in which an award
was rendered.

F.  Changes from Phase I to Phase Il

When the state legislature mandated that the Hawaii arbicracion program
include cases valued up to $150,000, the Judicial Arbitration Commission,®
which designed and oversaw the rules, reviewed the arbitration procedures and
revised some of these procedures in order to accommodate the new jurisdic-
tional amount. The Commission took this opportunity to make several other
program changes.

A significant change occurred in the gatekeeping function. In Phase I, all tort
cases valued at $50,000 or less were supposed to enter the program. These
cases, however, entered the program only if the plaintiff requested or the de-
fendant demanded arbitration. In essence, cases were invited into the program;
it was a voluntary program. As might be expected, many cases did not enter
the program for reasons of ignorance, caution, suspicion, or tactics.®® In Phase
I, the gatekeeping function was changed significantly. Now, all tort cases auto-
matically enter the program when they are filed in Circuit Court and attorneys
who do not think that their cases belong in the program must make a special
request to be exempted from the program.

To better control the flow of cases through the CAAP, Phase II rules require
arbitrators to schedule a pre-hearing conference within thirty days of the date a
case is assigned.®® In addition, the arbitration selection process was changed.

9 See P. EBENER & D. BETANCOURT, supra note 4 (The jurisdictional limit for the Middle
District of North Carolina is $150,000.); see afso SURVEY OVERVIEW, supra note 15.

® P, EBENER & D. BETANCOURT, supra note 4, at 8-10.

% There has been an on-going discussion whether CAAP should at least pay the arbitrators an
honorarium. Any payment to arbitrators will, of course, increase the cost of the program.

# The Commission is a body of representatives of plaintiff and defense lawyers as well as one
representative from che insurance industry. It has the responsibility to *‘develop, monitor, main-
tain, supervise and evaluate the program.” HAW, ARB. R. 4(A).

°® The noted rationales were gleaned from interviews with lawyers, available on file in the
office of The Scudy of Arbitration and Litigation, University of Hawaii at Manoa.

% Haw. ARB. R. 15(D).
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Under Phase I rules, one arbitrator was initially assigned to a case, and if either
party objected to the arbitrator, a list of five potential arbitrators was proposed
to the parties. Each party was allowed to strike two names. The arbitrator who
remained after both parties struck two potential arbitrators, or one of the re-
maining arbitrators if only one party struck names, was appointed.?” Under
Phase II rules, five potential arbitrators are initially proposed.®®

During the summer of 1987, CAAP was expanded to all circuit courts in the
state.®® Expansion to the neighbor islands offers new challenges to the program,

most notably, ensuring a sufficient supply of arbitrators on each of the neighbor
islands.'®°

G. Hawasi's Program Description

The Hawaii CAAP is a mandatory, non-binding arbitration procedure for
tort cases with a probable jury award of less chan $150,000. For purposes of
this program, all tore cases are presumed to be valued at $150,000 or less.®? In
other words, all tort cases are initially assigned to the arbitration program, and
then actorneys are required to submit a request to have their case exempted
from the program if they believe the value of the case exceeds $150,000.192

After the last defendant’s answer is filed, a volunteer arbitrator®? is assigned
to the case. The arbitrator must schedule a pre-hearing conference within thirty
days from the date the case is assigned,'® and must determine what pretrial
discovery the arbitrator will permit. Discovery is permicted only with the con-
sent of the arbitrator.!® The arbitrator can assist in setding the case if all par-

%7 Haw. ARB. R. 9 (repealed 1987).

% Haw. ARB. R. 9.

% 4. 27.

190 Twenty-three percent of Hawaii's population lives on the neighbor islands, but only six
percent of the state’s lawyers live on the neighbor islands. HAw. BAR NEWs, July 1988, ac 20.
Observers agree thac most porential arbitracors on the neighbor islands are plaintiff's acrorneys.
The neighbor island arbitrator pool has raised issues regarding the balance of the pool.

19 Under the Phase II program, all cases are presumed into the program, HAw. ARB. R. 8(A).
Under the earlier Phase 1 program, eicher the plaintiff or the defendant could request arbitration
for cases valued at $50,000 or less. HAW. ARB. R. 8 (repealed 1987).

102 Haw. ARB. R. 8(A). The Arbicration Administrator automatically exempts wrongful death
cases.

198 Currently all arbitrators are lawyers. The acrtorneys “shall have substancial experience in
civil litigation, and shall have been licensed to practice law in che State of Hawaii for a period of
five (5) years, or can provide the Judicial Arbitration Commission with proof of equivalent quali-
fying experieace.” Id. 10(B).

14 1d. 15(D).

1% Haw. ARB. R. 14(A) (“Once a case is submitted to the Program, the extent to which
discovery is allowed, if at all, is at the sole discretion of the arbicrator.”).
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ties consent in writing.'® If the case proceeds to an arbicration hearing, the
attorneys must file a pre-hearing statement!®” within thirty days prior to the
date of the hearing.}%®

At the arbitration hearing, the rules of evidence are relaxed'®® and no tran-
scription or recording is permitted.!® Although findings of fact and conclusions
of law are not required, arbitration awards must be in writing,!** Awards are
not limited to the jurisdictional amount of $150,000.'%* Awards must be filed
within seven days of the conclusion of the arbitration hearing or within thirty
days after the receipt of the final authorized memoranda of counsel.!!® The
award becomes the final judgment if neither party files a written Notice of
Appeal and Request for Trial De Novo within twenty days after the award is
served upon the parties.’** If such Notice and Request is timely filed, the case
is scheduled for trial de novo. The case is then treated as if arbitration did not
occur and full discovery is permitted under the rules of civil procedure. No
testimony made during the course of the arbitration hearing is admissible in the
trial de novo.!'®

There are disincentives attached to the appeal process in the form of sanc-
tions for failure to prevail in the trial de novo. When parties appeal, they must
receive an award thar is at least fifteen percent greater at the trial de novo than
they received at the arbitration award.!!® If the party fails, the party is subject
to sanctions of attorney fees up to $5000, costs of jurors, and other reasonable
costs actually incurred since the appeal of the arbitration award.!!?

H. Program Evaluation—Research Project Design

Researchers from the University of Hawaii have been studying and evaluac-
ing the arbitration program through a project called The Study of Arbitration
and Litigation (SAL)."*® The evaluation is conducted in a randomized*® exper-

198 14, 11(AX10).

' The arbitration rules diccate the contents of the pre-hearing statement, which includes
material similar to whac would be included in a pre-trial settlemenc conference with a judge. Id.
ey

1% 12 11(A)(2).

1o 1417,

Mo 19,

1% 4. 19(B).

13 14, 20(A).

e 14 21,

18 14, 23(C).

Me 14, 25,

17 1. 26.

'1% The Study of Arbitration and Litigation (SAL) is located at Department of Sociology,
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imental design with two groups of cases; one-half of the cases are assigned to
the arbitration program and the remaining one-half of the cases are designated
as a "comparison group” and are assigned to regular litigation.*®® Initially, all
tort cases are presumed eligible for arbitration and are assigned to the arbitra-
tion program when they are filed in the derk’s office. Eligible cases are then
assigned either to arbitration or to regular litigation by random numbers.

A comparison group of cases is necessary to measure the effects of arbitration
against cases in regular litigation. A comparison group is also necessary to de-
velop an adequate database on cases in regular litigation. Cutrent court records
are only partially useful in this regard because they are geared to tracking cases,
but not to evaluating alternatives.

The focus of the evaluation is on: (1) cost, (2) pace, and (3) satisfaction,
which are factors reflecting the goals of CAAP. “Cost™ includes discovery costs,
time spent on cases by plaintiffs’ lawyers, and hourly fees of defense lawyers.
“Pace” measures the time necessaty to resolve a case once it enters the arbitra-
tion program. “‘Satisfaction” is measured by questions asking lawyers how satis-
fied they and their clients were with the program. The essence of the program
evaluation is to determine whether disposing of a case in the arbitration pro-
gram can decrease cost and increase pace, while maintaining satisfaction.

Aside from whether or not the case was in CAAP, several major factors are
expected ¢o influence cost, pace, and satisfaction. Maximum exposure, case com-
plexity, experience of and confidence in the arbitrator, and whether the case
progressed to an award or was settled, may be significant factors. On an even
more basic level, lawyers may have different views of atbitration because arbi-
tration impacts plaintiff and defense lawyers differently, especially in the area of
lawyers’ fees. Because the arbitration program seeks to reduce discovery, the
effect of arbitration on contingent-fee plaintiffs’ lawyers, who do not get paid
for the time they expend on discovery may be different from the effect on the

Porteus Hall 237, University of Hawaii at Manoa, Honolulu, Hawaii, 96822. This project is
curtendy funded by a chree-year contrace from the Hawaii Judiciary and in-kind contribucions
from the Program for Conflict Resolution, The. Sociology Deparement, and the William S. Rich-
ardson School of Law, all of the University of Hawaii at Manoa.

1% The randomized experiment has been referred to as “the most powerful of reseatch de-
signs.” Lind & Foster, supra note 16, at 128. For more about random samples, se¢ D. Vinson &
P. Anthony, Social Science Research Methods for Litigation 142-44 (1983).

120 This proportion of regular litigation cases o arbitration cases has changed because of pro-
gram needs. Formerly, ane-third of the cases were randomly assigned to the comparison group.
Originally one-third was decided upon as the random comparison sample by the Arbitration
Commission, the Arbitration Administracor, and the evaluacion team. It was later increased to
one-half at the behest of CAAP o decrease the number of arbicrators needed. Some plaintiff
lawyers whose cases fell randomly in the comparison sample have complained that they want their
comparison case placed into che arbitration progtam. These comments suggest that the arbitration
program is satisfactory to plaintiff’s lawyers,
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hourly-fee defense lawyers who derive the major portion of their fees from con-
ducting discovery. Perhaps other factors that have not yet been isolated will also
have a substantial effect.

Data collected for the evaluation are kept in the strictest confidence. Only
aggregated information is released. Evaluation data is collected from: (1) court
and arbitration records, (2) surveys sent to lawyers and arbitrators for cases both
in arbitration and regular licigation, and (3) inquiries to insurance companies,
discussions with judiciary employees, and interviews with lawyers.

The evaluation was begun by using a survey questionnaire for lawyers and
arbitrators and the case record files maintained by the court and the arbitration
program. During the late fall of 1986 and the early spring of 1987, telephone
interviews were conducted with forty-six lawyers who argued cases in CAAP
during the first six months of Phase I. These interviews helped to shape che
questions that were asked in later pares of the evaluation. The interviews indi-
cated that a large majority of lawyers viewed the program as helpful. A smaller
group had their cases terminated with minimal or no involvement of the arbi-
trators. A still smaller group was dissatisfied with the program. This pattern of
opinions appears consistent with the recent survey of Phase I cases.

1. The Survey of Closed Cases From Phase 1

It must be strongly emphasized that this is only a report on the findings of
the first surveys of arbitration cases in Phase I of the program ($50,000 ceil-
ing).'*! Phase II ($150,000 ceiling) began in May 1987 and too few cases have
been terminated and surveyed yet to provide meaningful and accurate data on
Phase II. The data on Phase II may be similar to or different from che data
reported here.’*? This report also does not report information from the random-
ized comparison sample, which has not yet been fully collected.

When cases terminated from CAAP, surveys were sent to the arbicrator and
the lawyers of all award cases and one out of four cases reaching settlemenc. A
total of 334 surveys were sent to lawyers and arbitrators involved in 118 cases
in Phase I. Of these, 268 surveys were returned, representing 80% of plaintiffs’
lawyers surveyed, 74% of defense lawyers and 88% of arbitrators. Occasionally,

191 Phase I cases are those filed berween February 15, 1986, and April 30, 1987.

"2 Note, however, that because Phase I cases (under $50,000) are a subser of the Phase II
cases (under $150,000) and because the lawyers who handle Phase I cases are also che same
lawyers who handle Phase 11 cases, it is expected that there will be some correspondence berween
the Phase I and the Phase Il evaluations. When the program was being designed, unofficial
Hawaii statistics indicated that 85 percenc of all tort cases settled ac values of $150,000 or below
and that 60 percent of all tort cases settled at values of $50,000 or below. The other major
difference between Phase I and Phase II is that Phase I was a voluntary program and Phase Il is a
mandatory program.
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however, only one party involved in the arbicration recurned the survey. Conse-
quently, plaintiff views are lacking for some cases and defense views for other
cases. Initially, daca analysis was conducted upon only 49 cases where usable
surveys were returned from both plaintiff and defense, and where there was only
one plaintiff's and one defense lawyer involved. Interestingly, when data from
all the cases were compared to the data from cases where both plaintiff and
defense responded, no significant differences were found. Therefore, the data
presented in this article comes from che larger set of all 268 responses.

J.  Discovery and Cost Reduction

A major goal for the Hawaii arbitration program is to reduce expenses for
licigants by reducing discovery. Survey results indicate that discovery was re-
duced, and it was reduced without affecting the outcome of the case for the
most part. (See Table 1.) In cases that settled, 74% of arbitrators, 85% of
plaineiffs’ lawyers and 76% of defense lawyers thought discovery was reduced.
In cases resulting in awards, 95% of arbitrators, 86% of plaintiffs’ lawyers and
78% of defense lawyers thought discovery was reduced. It is important to note
that 78% of plaintiffs’ lawyers and 72% of defense lawyers whose cases went to
an award reported that discovery reduction did not affect the outcome of the
case, while 22% were sure that it had and 28% were uncertain.

Discovery can be reduced either because lawyers voluntarily agree to limit
discovery or because the arbitrator denies requests for discovery. Since arbitra-
tors reported that they denied discovery requests in only 10% of cases reaching
sectlement and 30% in cases reaching award, the statistics suggest that discovery
is being reduced primarily through voluntary discovery reductions by the law-
yers. On the issue of discovery denials, defense lawyers perceived more denials
of discovery requests than did plaintiffs’ lawyers. Nearly 39% of defense law-
yers, but only 20% of plaintiffs’ lawyers, whose cases went to an award thought
discovery requests had been denied. In addition, 28% of defense lawyers, but
only 17% of plaintiffs’ lawyers, whose cases were settled thought discovery re-
quests had been denied.

Discovery costs also were examined in the evaluation. (See Table 2.) Plain-
tiffs’ lawyers reported lower discovery costs than defense lawyers. Plaintiffs’ law-
yers reported discovery was less than $400 in 57% of settlements and 27% of
awards. Defense lawyers reported discovery was less than $400 in 42% of settle-
ments and 34% of awards. Discovery costs were between $400 and $1000 for
plaintiffs in 34% of settlements and 38% of awards, and above $1000 in 9% of
settlements and 35% of awards. Discovery costs were between $400 and $1000
for defense lawyers in 32% of both settlements and awards, and above $1000
in 26% of settlements and 34% of awards. The average discovery costs for the
plaintiffs were $445 for settlements and $761 for awards. For defense lawyers,
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the discovery costs were $750 for settlements and $962 for awards. Until the
comparison group data is available, the savings in discovery costs actributable to
the program cannot be estimated.

Discovery costs for regular licigacion cannot be accurately estimated until the
- evaluation of comparison cases is completed. In the survey however plaintiffs’
lawyers more often saw CAAP as saving cost than did defense lawyers. Plain-
tiffs’ lawyers, 80% who settled and 86% who proceeded to the award stage
reported that the case would have cost more if it had not been in CAAP. For
defense lawyers, 58% who settled and 52% who went to award reported that
the case would have cost more if it had not been in CAAP.

K. Pace of Disposition

The majority of lawyers agreed thac if their case had not been in CAAP 1t
would have taken longer to terminate, (See Table 3.) Again, however, the views
of the plaintiffs’ and defense lawyers differed. Of cases that settled, 87% of
plaintiffs’ lawyers and 71% of defense attomeys thought the case would have
taken longer if it was not in the arbitration program. In award cases, 88% of
plaintiffs’ lawyers and 63% of defense attomeys thought the case would have
taken longer if it was not in the arbitration program.,

L. Lawyer Satisfaction

Overall, lawyers were satisfied with the way their cases were handled in the
program, but lawyers who reported a voluntary settlement were more often sat-
ished than were the lawyers whose cases continued to the award stage. (See
Table 4.) Furthermore, there was more criticism and dissatisfaction from de-
fense lawyers than from plaintiff lawyers. Satisfaction differed depending on
whether the case settled or went to award. The survey revealed that 98% of
plaintiffs’ lawyers and 86% of defense lawyers whose cases settled were satisfied;
75% of plaintiffs’ lawyers and 49% of defense lawyers whose cases went to an
award were satisfied.

There is a high correlation between lawyer satisfaction and the lawyer’s per-
ception of whether the award was similar to what the lawyer thought the ver-
dict would have been at trial. Remember, however, that the assumption that
the case would have gone to trial is quite hypothetical. Trials are infrequent.
Less than three percent of tort cases are tried in Hawaii,'?®
than che national average for trials.?3*

which is even lower

133 THE JUDICIARY, STATE OF HAWAL, 1986-1987 ANNUAL REPORT, STATISTICAL SUPPLEMENT
(1987). Annual reports for prior years also show a low trial rate.
134 See ANNUAL REPORT OF THE DIRECTOR OF THE ADMINISTRATIVE OFFICE OF THE UNITED
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When cases did proceed to the award stage, more plaintiffs’ lawyers (64%)
than defense lawyers (47%) thought the awards were similar to the expected
trial verdict. More defense than plaintiffs’ lawyers believed that awards were
worse than they would have expected at trial. Seventy-eight percent of plaintiffs’
lawyers who saw the awards as similar to verdicts were satisfied with the arbi-
tration program. Sixty-two percent of defense lawyers who saw the awards as
similar to verdicts were satisfied with the arbicration program.,

Not unexpectedly, lawyers who saw the arbitration award as different from
the trial verdict were much less satisfied on both sides of the case. Only 50% of
the plaintiffs’ lawyers who saw the awards as different from trial were satisfied,
and only 13% of the defense lawyers who saw the awards as different from trial
were satisfied.

Both plaintiffs’ and defense lawyers indicated that they were satished with
the arbitration program, although they were more satisfied with cases that set-
tled in the program than with cases that went to arbitration awards.'®® Of cases
that sectled, 98% of plaintiffs’ lawyers and 86% of defense lawyers reported that
they were satisfied. In award cases, 74% of plaintiffs’ lawyers and 49% of de-
fense lawyers reported thac they were satisfied.

M. Terminations and Arbitrator Involvement

In Phase I, 278 cases entered the program between February 15, 1986 and
April 31, 1987. As of June 30, 1988, 270 cases had terminated:'*® 183 were
settled, 65 went to awards, 16 were dismissed, 6 were classified as ‘‘other,” and
8 were pending.!*” Of the cases that were terminated, settlements accounted for
68% and awards accounted for 24% of the cases.?®® The ratio of settlements to

STATES COURTS (1987); THE BUSINESS OF STATE TRIAL COURTS 43 (National Center for State
Courts 1983).

123 Alchough in this phase of the evaluation clients were not surveyed to determine their
satisfaction with the arbitration program, the lawyers were asked to give estimates of their clients’
satisfaction. Both plaintiff and defense lawyers thought thac their clients were sacisfied with the
arbitration program. Interestingly, defense lawyers estimated that their clients were more satisfied
than they, the lawyers, were, and plaintiffs’ lawyers estimated that their clients were equally or
less satisfied than they, their lawyers, were. Of cases thac settled, both 92% of plaintiffs’ lawyers
and 92% of defense lawyers estimated that their clients were satisfied. In award cases, 74% of
plaintiffs’ lawyers and 57% of defense lawyers estimated that cheir clients were sacisfied.

128 Termination statistics have been provided by Ed Aoki, Arbitration Administrator.

$37 Phase 11 will have a larger number of cases both because of the higher ceiling and largely
because the program is mandatory in Phase I1. As of June 30, 1988, 974 cases have entered the
Phase il program and 447 have terminated. Of the cases that entered Phase 11, 211 were settled,
66 went to awards, 96 were dismissed, 53 were exempted, 17 were classified as “‘other,” and 531
are pending in this on-going program.

138 In Phase 11, setrlements have accounted for 55% and awards have accounted for 16% of



104 University of Hawaii Law Review [ Veol. 11:81

awards was approximately three to one (183 to 65).

Some cases settled before the arbitrator was appointed, others sectled after the
appointment of the arbitrator, but before the arbitrator did any work on the
case. Some cases sectled with the arbitrator’s assistance. Other cases, of course,
went to an award. Survey results indicated that arbitrators were actively in-
volved in approximately half the cases. Twenty-eight percent of the cases setcled
with the arbitrator’s assistance.'®® Twenty-four percent of the cases studied re-
ceived an arbitrator’s award. Of the remaining cases, there was either no arbi-
trator appointed or very little arbitrator activity. The mean number of hours
that arbitrators spent on cases was 5.1 hours on settled cases and 15.4 hours on
award cases.’®?

N. Appeals to a Trial De Novo

After an arbitration award, a case can be appealed to a trial de novo. So far,
65 awards have been issued, 26 appeals have been filed, and 16 cases have
settled before the trial de novo. All other appeals were still pending. At a later
date, the evaluation project will collect data on these appeal cases. In Phase I
40% of the awards have been appealed.®® Atbitration programs across the
country find that a much higher percentage of cases appeal than ultimately go

to the trial de novo.'®? In other arbitration programs, most appeals settle before
‘.| 138
trial,

the terminations. As in Phase I, Phase II has experienced a ratio of three settlements (394) co
each award (131).

139 The arbicrator has the authority “'to attempt, with the consent of all parties in writing, to
aid in the settlement of the case.”” HAw. ARB. R. 11{A)(10). However, cases may settle while the
arbitrator is working on the case, but without the direct assistance of the arbitrator. In one case
reported to the Arbitration Administrator, the lawyers settled the case while waiting in the lobby
of the arbitrator just before the first meeting with the arbitrator. This example shows the impor-
tance of using court-annexed arbitration to bring the opposing lawyers together to talk abouc the
case earlier than they would normally meet in regular litigation.

13¢ Early returns on Phase II surveys show that mean hours for arbitrators are down slightly in
Phase II. The mean number of hours that arbitrators spent on cases was 3.5 hours on settled cases
and 13.8 hours on award cases.

131 In Phase II, 51%, or 38 of the 75 awards have been appealed.

133 For example, one study of three federal district courts found that appeals were filed in 60%
of cases that went to awards. However, the actual number of trials held was less than the num-
bers of trials before the arbitration programs began. Lind & Foster, supra note 16, at 128.

133 I, HENSLER, COURT-ANNEXED ARBITRATION IN THE STATE TRIAL COURTS SYSTEM 8 (Rand
Inscicute for Civil Justice 1984).
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0. Arbitrator Quality and Supply

The issues of arbitracor quality and supply are very important to the pro-
gram. The viability of the arbitration program depends upon the ability of
volunteer arbitracors, drawn from the ranks of partisan practicing lawyers, to
credibly assume the role of high-quality, neutral experts. Two items in the case
closing survey are germane to these concerns about perceived arbitrator quality.
The vast majority (90%) of both plaintiffs’ and defense lawyers agree that arbi-
trators have the requisite experience to decide the cases before them fairly, and
nearly as many, 89% of plaintiffs’ and 80% of defense lawyers, believe chat the
arbitrator was neutral and impartial.

Of course, the arbitration program must have a sufficient supply of qualified
arbitrators to meet the case demands. Because the program assigns an arbitrator
to a case at a very early stage, each case needs an arbitrator. Inicially, 241
arbicrators were in the arbitrator pool for the Phase I program.'®* The size of
the arbitrator pool has been increased to 416 in the Phase II program, but
arbitrator supply remains a critical issue for the program. If the Hawaii pro-
gram was not placing half of the arbitration-eligible cases into a ‘“‘control
group” and re-assigning them back to the regular litigation track, CAAP would
not be able to assign arbitrators to every case in the program.

P.  Complex Litigation

Although many people have suggested that arbitration may be inappropriate
for complex cases,®® most lawyers reported that these Phase I cases were not
complex. In 1986, the research team conducted a telephone survey of lawyers
with cases in or eligible for the $50,000 Phase I program. One focus of that
survey was to determine what types of cases might be inappropriate for CAAP.
Several lawyers questioned the appropriateness of atbitration for complex cases.
Very few of the lawyers in this recent survey thought that their cases were
complex. Only 12% of plaintiff lawyers and 4% of defense lawyers reported that
their cases were complex.

13¢ Arbitrators volunteered for the program by agreeing to serve after receiving a lerter from
the Chief Justice of the Hawaii Supreme Courr.

138 Resules of telephone interviews with lawyers, November-December 1986 (on file in the
office of The Study of Arbitration and Litigation, University of Hawaii at Manoa). The arbicracors
must have subscantial experience in civil litigation and have been licensed to practice in the state
for five years. HAW. ARB. R. 10.
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Q. Amounts of Settlements and Awards

The 24 surveyed cases that settled averaged $20,803.63. Arbitration awards
were somewhat higher. If the zero awards are excluded from the survey results,
the mean value of awards was $28,662.92. If the 3 zero awards are included,
the average was $25,223.37.

Plaintiffs’ lawyers reported that settlements averaged $21,899 and that
awards averaged $27,875. Defense lawyers reported slightly lower averages,
$20,060 for settlements and $25,105 for awards (excluding zero awards).

The survey also asked lawyers to report what they initially thought their case
was worth. Defense lawyers, on the average, valued the amount at issue lower
than the plaintiffs’ lawyers did. Plaintiffs’ lawyers’ estimates of the worth for
cases that went to settlement averaged $29,407 and for awards $30,488. For
defense, estimates of the worth for cases that settled averaged $19,408 and
awards averaged $12,795.

R. Insurance Companies

Because insurance companies initially provided part of $200,000 in private
funding to begin Phase I of CAAP, it can be assumed thac these companies
thought the program would save defense costs. So far, however, there has been
no direct critique from insurance companies concerning the arbicration program.
If the program does in fact save defense costs, an interesting economic factor
may arise on the defense side. Reduced discovery should be viewed as a positive
factor by the insurance companies because their costs will decrease. Reduced
discovery, however, will mean that the defense lawyers will then find that their
incomes have decreased. The ramifications of this clash of interests on the de-
fense side are open to speculation.

IV. CONCLUSIONS

The initial findings of the evaluation of Hawaii's Court-Annexed Arbitration
Program indicate that the program is meeting its goals. Costs to litigants have
decreased, the pace of disposition has increased, and the satisfaction of the law-
yers has been maintained. Most importantly from a national perspective is the
indication that in a carefully controlled arbitration program, discovery (and cor-
respondingly costs to litigants) can be reduced without impairing the fairness of
the dispute resolution process. Court-Annexed Arbitration, particularly in the
Hawaii form, appears to offer great promise in reducing the long standing
problems of delay and costs in the United States’ legal system.

Participating lawyers differ somewhat in their view of CAAP. Lawyers were
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satisfied with the program, although more plaintiffs’ lawyers were satisfied than
were defense lawyers. As might be expected, more lawyers were satisfied with
their voluntary settlements than with the awards rendered by the arbitrators.

Most plaintiffs’ lawyers, defense lawyers and arbitrators reported that the pro-
gram reduced discovery and that discovery reduction did not affect case out-
come. Most plaintiffs’ lawyers believed that if their case had not been in CAAP
it would have cost more to terminate the case. Only about half of the defense
lawyers believed that the arbitration program was less costly than ordinary liti-
gation. Similarly, most plaintiffs’ lawyers believed chat if their case had not
been in the arbitration program it would have taken longer to terminate the
case. Only about half of the defense lawyers believed that the arbitration pro-
gram was faster than ordinary litigation. Later evaluation efforts will explore the
reasons for the consistent differences in views of plaintiffs’ and defense lawyers.
It is possible, however, that CAAP has in some way changed the practice of
law, especially for defense lawyers, and this change, rather than economic fac-
tors, accounts for the less favorable opinion about CAAP by defense lawyers.

TABLE 1
DISCOVERY REDUCTION

(SHOWN IN PERCENTAGES)

PLAINTIFF DEFENSE
SETTLEMENT AWARD SETTLEMENT AWARD
DISCOVERY REDUCED 85 86 76 78
NOT REDUCED 15 14 24 22
n=40 ., n=43 n=37 n=51
DISCOVERY REDUCTION
AFFECTED OUTCOME
NO 86 78 71 72
YES OR MAYBE 14 22 29 28
n=36 n=41 n=32 n=49
ARBITRATOR DENIED
DISCOVERY REQUEST
NO 83 80 72 61
YES 17 20 28 .39

n=35 n=41 n=29 n=46
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TABLE 2
COSTS
COSTS IF NOT IN
ARBITRATION
LESS - 2 5 11
SAME 20 12 37 37
GREATER 80 86 58 52
n=40 n=42 n=38 n=46
DISCOVERY COST
=$400 57 27 42 34
401-999 34 38 32 32
1000 and over 9 35 26 34
Average Cost $445 $761 $750 $962
n=35 n=37 n=31 n=33
. TABLE 3
PACE: ARBITRATION COMPARED TO LITIGATION
IF CASE WAS NOT IN CAAP,
IT WOULD HAVE CLOSED
SOONER - 5 - 13
IN SAME TIME 13 7 29 24
LATER 87 88 71 61
n=39 n=42 n=38 n=46
TABLE 4
LAWYER SATISFACTION
SATISFACTION
LAWYER
SATISFIED 98 75 86 49
DISSATISFIED OR
AMBIVALENT 2 25 14 51
n=39 n=43 n=36 n=49
AWARD COMPARED WITH
ESTIMATED TRIAL VERDICT
SIMILAR 64 47
DIFFERENT 36 53
n=42 n=45
AWARD COMPARED WITH
EXPECTATION FOR AWARD
BETTER 14 -
SAME 43 43
43 57

WORSE
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TABLE 5
RATINGS OF ARBITRATORS
PLAINTIFF DEFENSE
SETTLE AWARD SETTLE AWARD
ARBITRATOR
EXPERIENCE
NOT ENOUGH 19 3 15
YES, ENOUGH 100 81 97 85
n=32 n=36 n=33 n=46
ARBITRATOR
FAIRNESS
IMPARTIAL 91 88 82 79
PARTIAL BUT
NGO EFFECT 9 2 12 [
PARTIAL AND
EFFECT - 10 6 15
n=32 n=40 n=33 n=48
TABLE 6
AVERAGE SETTLEMENT AND AWARD AMOUNTS
PLAINTIFF DEFENSE
SETTLE AWARD SETTLE AWARD
MEAN AMOUNTS, $21,899 $27,875 $20,060 $25,105
EXCLUDING ZERO
AMOUNTS
n=41 n=37 n=38 n=40
MEAN AMOUNTS,
INCLUDING ZERO
AWARDS $23,985 $19,690
n=43 =51
ESTIMATES OF
WORTH $29,407 $30,488 $19,408 $12,795
n=38 n=43 n= n=44






New Players in the Public Borrowing Game:

Tax and Sovereignty Considerations as Freely

Associated States and Indian Tribes Approach
Wall Street

by Carl Ullman*

I INTRODUCTION

In recent years public borrowing in the United States has grown dramatically
as authorities at all levels find themselves in greater need of significant capital
accumulations in order to meet the needs of constituencies that have been either
assigned to them or secured to them by the electoral process. This fiscal activity,
encouraged by favorable tax treatment for a broad spectrum of such borrowers,
is part of an enormous and dynamic industry involved in marketing and trad-
ing public debt.! By its nature this industry balances risk against return and

* Director of Water Adjudication Project, The Klamath Tribe, Chiloquin, Oregon; J.D., Uni-
versity of Washington, 1976; LL.M., Yale University, 1988.
! For example, the amount of new issue municipal bonds generaced in recent years is, in
millions of U.S. dollars:
1985 228,653
1986 172,219
1987 121,039
1988 (through Nov. 21) 122,454
*“Yankee” bonds issued in the U.S. by foreign entities providing public services such as eleceric
power or telecommunications total, in millions of U.S. dollars:
1985 4,215
1986 6,492
1987 5,752
1988 (through Dec. 7) 8,956
Telephone conference with Walter J. Laskey, Vice President, Honotulu Office, Mertill Lynch Con-
sumer Markets (Dec. 12, 1988).
This is a substantial and vigorous market despite the decline in the municipal bond marker as
a result of the Tax Reform Act of 1986, which narrowed the class of such bonds whose interest
income is exempt to holders. Id. For a discussion on the Tax Reform Act of 1986, see infra text
accompanying notes 94-96.

111
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pays paramount attention to analyzing the risk/return balance as it affects lend-
ers and patticular borrowers.

In che political arena, as pressure for institutional change has exceeded the
support for institutional maintenance® existing governing bodies and newly rec-
ognized entities® have both emerged as public authorities newly burdened by
the same responsibilities and constituents’ demands that fuel the public finance
industry. This article considers two types of such entities as potential borrowers
in the public finance industry, and examines two discrete factors in the risk/
return equation.

The borrowers selected are (1) the Freely Associated States of the Micronesian
(Freely Associated States)* region as they emerge from forty years of United
States administration, by che Interior Department’s Trust Territory of the Pa-
cific Islands, under a United Nations trusteeship,® and (2) the governments of
long-established Indian tribes in the United States as they take on a broader
range of the burdens of governmental responsibility for public utility infrastruc-
ture and economic development.® The “‘risk’ factors examined are the borrow-
ers’ potential invocation of sovereign immunity and related legal doctrines as
defenses to lenders’ debt collection efforts. The “‘return” factors examined in-
clude the potentially exempt status under United States tax law of lenders’ in-
terest income from loans to these borrowers.”

* Political change and the emergence and disappearance of goveming structures are analyzed
from a global perspective by Reisman & Suzuki, Recognition and Social Change in International
Law: A Prologue for Decisionmaking, in INTERNATIONAL Law Essays 493 (1981).

* For example, three new governments discussed herein have emerged from the United Na-
tions Trust Territory of the Pacific Islands to take on the resonsibilities of self-government, see
infra note 69, including the full range of capital intensive governmental responsibilities like roads,
airports, hospitals, sewer and water infrastructure and power generation.

* The term “‘Micronesia™ is used here to refer to the islands of the Northern Marianas, Eastern
and Western Carolines, and Macshalls. This usage makes the term coextensive with the territory
governed by the Trust Terricory of the Pacific Islands. It does not include Guam (a United States
possession since it was severed from Spain after the Spanish-American war) or the Line Islands,
Gilbert Islands, or Nauru, all of which are geographically a part of Micronesia but were not part
of the trusteeship and are not now in free association with the United States. The Freely Associ-
ated States of the region include the Federated States of Micronesia (in the Carolines), the Repub-
lic of the Marshall Islands, and, potentially, the Republic of Palau (aiso in the Carolines).

8 See Compact of Free Association Act of 1985, Pub, L. No. 99-239, 99 Srat. 1800 (1986)
{hereinafcer Compact} (establishing the freely associated status of the Federated States of Microne-
sia and the Republic of the Marshall Islands, and laying part of the foundation for the same
status for the Republic of Palau).

¢ See, e.g., The Indian Tribal Government Tax Status Act of 1982, Pub. L. No. 97-473, 96
Stat. 2607 (1983) (codified ac 26 U.S.C. § 7871 (1982 & Supp. IV 1986); King, Hode! Urging
Shift in Indian Programs, N.Y. Times, Oct. 27, 1987, at A18, col. 4; King, Navajos Plan Luxury
Tourist Resort on Reservation, N.Y, Times, Oct. 28, 1987, at A20, col. 4,

7 The selection of chese types of borrowers and risk factors is not intended ro imply similarities
among the governments other than as expressly discussed hecein.
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This article assumes that the governments discussed have decided that the
incerests of their constituencies are furthered by public borrowing or at least that
the feasibility of such borrowing is worthy of close study.® The paper takes an
overview of borrower/lender relations and assumes the participants seek to re-
duce the borrowing cost by minimizing lender risk.® The article analyzes appli-
cable judicial doctrine but does not draft or review specific language for loan
instruments or recommend specific dedications of capital.'® Finally, the article
assumes that American marketing mechanisms will be initially relied on,
though it 1s also expected thac foreign lenders may participate in various
phases.!

II. FREELY ASSOCIATED STATES OF MICRONESIA
A. Political History and Status
1. United Nations trusteeship
Before the end of World War II the Allied powers agreed that there was a

need for a new mechanism to replace the mandate system for governing what
were described as dependent territories.’? Moreover, the United States wanted

8 The decision to incur public debt can involve consideration of a wide range of political,
social, and economic factors, some of which may be unique to the particular projects being con-
templated. These can include, for example, the size of the constituency to be served, the perceived
need for the project, projections of income to service debts, reliability of such projections, availa-
bility of alternative funding sources or alterative service providers, campaign promises, proximity
of elections and the like.

? In any public debt cransaction the borrowing government will seek to minimize its costs,
usually by minimizing the interest that must be paid on borrowed funds. Interest is in part a
function of the risk perceived by lenders. Indeed, analysis of such risk has itself spawned an
industry that studies borrowers and assigns their bond offerings ratings to reflect the credit-wor-
thiness of the borrower and the security of the bond. See PUBLIC SECURITIES ASSOCIATION, FUNDA-
MENTALS OF MUNICIPAL BONDS (rev. ed. 1982).

% The factors in a decision abour a particular public project and associated borrowing are too
many and unique ¢o allow generalized recommendations here. See supra note 8.

! The Ametican bond marketing industry is among the largest and most aggressive in the
world. For the historic reasons discussed herein, the American bond indusery will be the most
familiar with the legal scatus and the political leadership of both and Freely Associated Seates and
American Indian governments. Geographic proximicy also suggests that American Indian govern-
ments can be expected to look first to domestic underwricers.

'* | M. WHITEMAN, DIGEST OF INTERNATIONAL LAW 735 (1963). Territories that were not
self-governing under the League of Nations system were “mandated” to metropolitan powers for
adminiscracive purposes. The islands that now comprise the Freely Associated States, for example,
were mandated to Japan. The mandate required, among other things, that Japan not militarize
the islands. For the Allies during World War II, the inability to enforce this requirement was a
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to replace Japan as che administrative authority in Micronesia.'®

At the Yalta Conference the United States obtained Allied agreement that
the new trusteeship system would apply, in part, to “territory to be detached
from the enemy as a result of this war{.}'** Enactment of specific rules for
governing territories was postponed until development of the United Nations
Charcer,'® Ultimately, the United Nations granted to the United States admin-
istrative responsibility for Micronesia.'® Consistent with the idea that trustee-
ship would be a temporary status, both the Charter'” and the Trusteeship
Agreement!® required the United States, as administering authority, to assist
the inhabitants of the territory toward ‘‘self-government or independence.’*®

Despite the Charter’s considerable detail about trust territories, the political
character of the trusts was unclear.3® It is clear, however, that sovereignty is noz
vested in the administering authority. The United States, for example, specifi-
cally disclaimed sovereignty over the Micronesian islands. Australia and the

contributing factor to the war and demonstrated the need for a new mechanism for administering
nonself-governing areas.

13 Report to the President from the Chairman of the United States Delegation, San Francisco
Conference, Secretary of State, 126-32 (June 26, 1945), quored in | M. WHITEMAN, DIGEST OF
INTERNATIONAL LAW 735 (1963). Japan lost the Micronesian islands, which it held under the
League of Nacions mandate, o the Allied forces in some of the bloodiest fighting of World War
I

M Id. at 736.

1% Jd. The United Nations Charter was drafted containing specific provisions for trust territo-
ries. Articles 75 through 85 establish the machinery for crust creation and adminiscracion while
the details of each truse are lefe for negotiation between the United Nations and the administer-
ing authority. UN. CHARTER arts. 75-85. Two types of trusts, strategic and nonstrategic, are
provided for in the Charter. /4. art. 82. The primary distinction is that nonstrategic trusts are
administered by the Trusteeship Council and strategic trusts by the Security Council. Of the
eleven trusts created Micronesia became the only one designated strategic.

1 The arrangement was titled the Trusteeship Agreement for the Former Japanese Mandated
Islands. July, 18, 1947, 61 Stat. 3301, T..A.S. No. 1665, 8 UN.T.S. 189 [hereinafter Trustee-
ship Agreement). Japan formally relinquished control and *‘renounc{ed} all right, title and daim
in connection with the League of Nations Mandate System, and acceptfed] the action of the
United Nations Security Council . . . extending the trusteeship system to the Pacific Islands
formerly under mandate to Japan.” Treaty of Peace with Japan, Sept. 8, 1951, T.L.A.S. No.
2491.

1 UN. CHARTER art, 76(b).

8 Trusteeship Agreement, supra note 16, art. 6.

¥ Id.; UN. CHARTER are. 76(b).

20 Ambassador Sayre, an early United States representative to the Trusteeship Council, wrote
that the trusteeship provisions “offer some of the most complex legal problems in the entire
Charter”. Sayre, Legal Problems Arising from the United Nations Trusteeship System, 42 AM. J.
INT'L L. 262, 268 (1948). Trusteeship issues include questions of the meaning of the ultimare
goal of “independence or self-government,” the lack of specified Charter processes for terminacing
a trust, and the question of where sovereignty over a trust territory is vested. See id.
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United Kingdom issued similar disclaimers of sovereignty over their respective
trusteeships.?!

Despite these disclaimers the administering states were still required to gov-
ern their particular trust cerritories. Article 3 of the Trusteeship Agreement gave
the United States “full powers of administration, legislation, and jurisdiction
over the territory[.]’®? After an initial period of administracion by the Navy,
the United States Congress vested full administrative authority over the Trust
Territory in the President,*® who in turn delegated this authority to the Secre-
tary of the Interior.® The Secretary further delegated executive powers to a
High Commissioner and vested judicial review in a High Court.*® A Congress
of Micronesia comprised of citizens of the territory was eventually established
and vested with partial legislative power while the High Commissioner retained
complete veto power over legislation.?® Through these mechanisms the United
States exercised complete administrative power though sovereignty was still dis-
claimed.?” Thus, the trusteeship system left unsettled the precise political iden-
tity of the entities it had created.

2.  Government under the Trust Territory of the Pacific Islands

Whatever the exact natute of the governing apparacus of the Trust Territory
of the Pacific Islands (Trust Territory), it was adequate to meet the United
States' responsibilities under the United Nations Charter. While the Soviet
Union occasionally objected to United States administrative activity, no formal
attempts were made to alter the nature or execution of the crusteeship.

Difficult problems, however, confronted United States federal courts in decid-
ing whether the Trust Territory was a ‘‘foreign country,”’ a ‘“‘territory,” or an
“agency” of the United States.?® Analysis of these cases indicates that the Freely

3 Id, at 271. The truse cetritories administered by Australia were Nauru (administered by
Australia on behalf of Australia, New Zealand and the Unired Kingdom) and New Guinea.
Those administered by the United Kingdom were Tanganyika and pares of Togoland and
Cameroon.

3 Trusteeship Agreement, supra note 16, art. 3.

33 48 US.C. § 1681 (1982 & Supp. 1986).

* Exec. Order No. 11021, 3 CF.R § 600 (1959-1963).

5 See, e.g., Order No. 2918 of the Secretary of the Interior, as amended March 24, 1976.

. pt 3,8 13

27 Under United States administration, the trust islands bad no ability o conduct foreign
affairs or even to implement domestic policy by legislation free from United States review. Ameri-
can disclaimers of sovereignty were based not on a lack of immediate power but, racher, on the
international source of thac power and the obligations imposed by the United Nations on the
administering state. See supra text accompanying notes 20-21,

18 See, ¢.g., People of Saipan v. Department of the Iaterior, 502 F.2d 90 (9th Cir. 1974), cers.
denied, 420 U.S. 1003 (1975); McComish v. Commissioner, 580 F.2d 1323 (9¢h Cir. 1978),
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Associated States have taken a step away from United States control, with the
effect of dlarifying their status for tax and sovereignty purposes.

In People of Saipan v. Department of the Interior,® the United States Court of
Appeals for the Ninch Circuit addressed Micronesian claims that the Adminis-
trative Procedure Act (APA)*® applied to actions of the Trust Territory.3* The
plainciffs contended that the Trust Territory was an “‘agency” and not a “terri-
tory or possession” exempted from the APA’s application.®® By focusing on
whether the Trust Territory government was subject to the exemption for terri-
tories, the court assumed that the Trust Territory's origins in United States law
included it as a United States “‘authority.”’®® Thus the inquiry became whether
the territorial exception applied. First, the court noted that the Trust Territory
was not a territory or possession.®® It chen discussed conflicting cases dealing
with agency status, but dismissed those cases because they did not consider
agency status for APA purposes.®® Ultimately the court held without citation
that the Trust Territory was sufficiently like a territory that Congress must have
intended the exemption to include the Trust Territory.>® The court reasoned
that since the Trust Territory's activities occur so far from the United States,
Congress could not have intended United States federal courts to provide judi-
cial review of the Trust Territory's activities.?”

The difficult issue in this case involved the uncertainty of Trust Territory

Gale v. Andrus, 643 F.2d 826 (D.C. Cir. 1980); Thompson v. Kleppe, 424 F. Supp. 1263 (D.
Haw. 1976); Temingil v. Trust Territory of the Pac. Islands, 33 Fair Empl. Prac. Cas. 1029
(D.N.M.IL. 1985); Callas v. United States, 253 F.2d 838 (2d Cir. 1958); Adranas v. Hogan, 155
F. Supp. 546 (D. Haw. 1957), Bowoon Sangsa Co. v. Micronesian Indus. Corp., 720 F.2d 595
(9cth Cir. 1983).

3 502 F.2d 90 (9th Cir. 1974), cert. denied, 420 U.S. 1003 (1975).

5 US.C. §§ 701-706 (1982 & Supp. IV 1986).

31 At issue was the applicability of the APA provisions allowing judicial review of agency
action. 502 F.2d at 93,

# The United States Code staces, “For purposes of this chapter . . . ‘agency’ means each
authority of the Government of the United States whether or not it is within or subject to review
by anothet agency, but does not include . . . the govemments of the territories or possessions of
the United Scates.” 5 U.S.C. § 701(b)(1)(C) (1982).

3% The court did not discuss whether the absence of United States soveteignty meant that the
Trust Territory was not an “‘authority” of che United States. Racher, it compared the Trust
Territory to the govemments of territories and possessions and concluded that Congress intended
to exclude “all governments of this general type created pursuant to the authority of Congress.”
502 F.2d at 95.

M I at 95.

 The court reasoned that conflicting cases dealing with agency status were limited o the
applicability of the Federal Tort Claims Act and of federal taxation, citing Callas v. Uniced States,
253 F.2d 838 (2d Cir.), cert. denied, 357 U.S. 936 (1958); Brunell v. United States, 77 F. Supp.
68 (S.D.N.Y. 1948); and Richard W. Benfer, 45 T.C. 277 (1965).

% 502 F.2d at 95.

¥ Id. ac 95-96.
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sovereignty. An ambiguity arose out of constraints on United States control im-
posed by the Trusteeship Agreement.®® The court believed an anomaly existed
whereby the more directly controlled territories and possessions under United
States sovereignty were exempt from application of the APA while the more
independent Trust Territory was included within it. To cure the anomaly the
court created the territorial similarity theory which treated both enticies the
same for APA purposes.

In 1978, in McComish v. Commissioner,®® the United Scates Court of Appeals
for the Ninth Circuit addressed the issue of the Trust Territory's status relating
to section 911 of the Internal Revenue Code.*® Earlier cases had used a ““con-
trol” cest to determine whether United Scates activity in a particular area was
direct enough to warrant application of the tax statute.** The McComish court,
relying on the attenuated nature of United States control inherent in che trustee-
ship held that section 911 did not apply.** To achieve this result, the court
interpreted People of Saipan as holding that the Trust Territory is not an agency
of the United States.*® This analysis, however, is misleading since People of
Saipan assumed that the Trust Territory was included in the definition of
agency, and ruled instead on the availability of the territorial exemption.**

In Gale v. Andrus,*® the court, construing language in the Freedom of Infor-
mation Act (FOIA) identical to that of the APA, held first thac the Trust Terri-
tory was not an agency*® and, alternatively, that the territorial similarity theory

~would bring it within the FOIA’s exemption for territories and possessions.*’
Accordingly:

It would thus be highly inconsistent for this Court to hold that territories and
possessions are exempt, but the Trust Territory is not, when the lacter is more
removed from substantial control by cthe United States than most territories and
possessions, and is on the road to self-governmenc. Therefore, we find that the

38 Trusteeship Agreement, supra note 16.

% 580 F.2d 1323 (9¢h Cir. 1978).

* LR.C. § 911 (1978).

41 See Kalinski v. Commissioner, 528 F.2d 969 (l1st Cir. 1976) (Uniced States “‘control’ is
present when Air Force sets up a Child Guidance Center because the Air Force monitors the
program and controls budget and price lists); Morse v. United States, 443 F.2d 1185, 195 Ct.
CL 1 (1971), cers. denied., 405 U.S. 989 (1972) (Unicted States Employees Association is *‘con-
trolled” by the United States because the governmenc is able to initiate or terminate the Associa-
tion to meet government purposes).

4% 580 F.2d ar 1328,

43 1d. ac 1330.

4 See supra discussion at notes 33-37.

* 643 F.2d 826 (D.C. Cir. 1980).

48 1d. ar 832.

*7 Id. ac 833,
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Trust Territory is “like” territories and possessions of the United States and is
exempt from coverage under § 551(1XC) of the Freedom of Information Act.*®

Given this precedent, it is arguable that the territorial similarity theory in-
cludes the Trust Tetritory as a tetritory for purposes of section 103 of the Inter-
nal Revenue Code,*® thus permitting the Trust Territory and the Freely Associ-
ated States to issue tax-exempt bonds. The matter, however, is not so easily
resolved. First, there are cases that militate against this approach. Some federal
courts resolved status ambiguities by pushing the Trust Territory away from the
United States on the sovereignty specttum. Both Callas v. United States®® and
Adranas v. Hogan® have treated the Trust Territory as a foreign nation.®® And,
in Thompson v. Kleppe,®® the Federal Districc Court of Hawaii held chat the
Trust Territory is not a tetritory or state for purposes of federal scatucory civil
rights.5*

Second, territorial similarity for some purposes does not mean similarity ex-
ists for all purposes. A careful analysis requires looking to the purposes of the
statutes at bar prior to applying the territorial similarity theory. A proper analy-
sis for purposes of Internal Revenue Code section 103 requires consideration of
the intent of the tax exemption and whether it is served by extending it to the
Trust Territory ot the Freely Associated States. On one hand the United States’

@ Id.

“® I R.C. § 103 (1988). Section 103(a) exempts from gross income a bondholder’s interest on
certain government bonds, allowing the affected government to enjoy a lower interest race when
using such bonds as a borrowing device.

8¢ 253 F.2d 838 (2d Cir. 1958) (exemption in Federal Tort Claims Act for events taking
place in a foreign country applies).

51 155 F. Supp. 546 (D. Haw. 1957) (return to Hawaii from Marshall Islands is re-entry into
United States for purposes of Immigration and Nationality Act); Immigration and Nationality
Act, 8 US.C. § 1101 (1982).

5% ¢f. Bowoon Sangsa Co. v. Micronesian Indus. Corp., 720 F.2d 595, 602 (9th Cir. 1983)
(as long as the High Court of the Trust Territory of the Pacific Islands holds review power over
the decisions of Palauan courts, Palau cannot be said to be foreign).

%3 424 F. Supp. 1263 (D. Haw. 1976).

5 Id. at 1265. The text of the statute provides:

Every person who, under color of any statuce, ordinance, regulation, custcom or usage of
any State or Territory, subjects or causes to be subjected, any citizen of the United States

or other person within the jurisdiction thereof to the deprivation of any rights, privileges,

or immunities secured by the Constitution and laws, shall be liable to the party injured in

an action at law, suit in equity, or other proper proceeding for redress.

42 US.C. § 1983 (1982).

While a thorough analysis led another District Court to the opposite conclusion largely on the
territorial similarity theory, Temingil v. Trust Territory of the Pac. Islands, 33 Fair Empl. Prac.
Cas. 1029 (D.C.N.M.L. 1985), Kleppe ac least suggests that the theory is not universally
embraced.
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obligation to promote the welfare of the inhabitants of the Trust Territory®®
favors allowing bonds to be issued for infrastructure projects and therefore bene-
fit from the cost savings of the section 103 tax exemption. On the other hand,
the United States is also obligated to move the islands toward self-government
or independence. Either status reduces the United States’ obligations to Micro-
nesia thereby reducing the motivation to subsidize Micronesian development at
the expense of United States revenues. This expectation of attenuated ties be-
tween the Trust Territory and the United Scates suggests an additional strain on
the territorial similaricy theory as material changes occur in the political rela-
tionships that justify the tax exemption. Therefore, it is not surprising that a
court (or the Internal Revenue Service) might feel compelled to resolve ambigu-
ities in status by applying a territorial dissimilarity analysis,® which would lead
to the conclusion that the Trust Territory is not a territory for purposes of
section 103.

Recent developments in Micronesia, however, serve to clarify heretofore un-
certain political status questions.

3. Emergence of the Freely Associated States
a. Negotiation of the Compacts of Free Association

Micronesian demands for a greater voice in their own affairs and an Ameri-
can desire to move in directions suggested by the Trusteeship Agreement both
led the Interior Department to begin transferring control of the apparatus gov-
eming Micronesia.?” In 1964 the Congress of Micronesia was established. The
Congress represented all che Districts of the Truse Territory.*® Composed exclu-
sively of citizens of the Trust Terricory who were elected to the bicameral body,
the Congress held a law-suggesting power. Bills passed by the Congress could
be vetoed by the High Commissioner.®®

88 See supra text accompanying notes 17-19.

8 A dissimilaricy analysis reasons ¢har termination of the trusteeship obligations in Micronesia
removes the reasons for subsidizing development through tax exemptions at the United States’
expense. This discinguishes the Truse Territory from other permanent territories where those rea-
sons continue to exist.

%7 For a history of events encouraging the transfer of political power to citizens of che Trust
Territory see, D. MCHENRY, MICRONESIA: TRUST BETRAYED (1975); N. MELLER, THE CONGRESS
OF MICRONESIA (1969), and S. DESMITH, OPTIONS FOR MICRONESIA: A POTENTIAL CRISIS FOR
AMERICA'S PACIFIC TRUST TERRITORY (1969).

% Micronesia had been divided into seven administrative regions called Districts. They were
the Northern Marianas, the Marshalls, Yap, Palau, Truk, Pohnpei and Kosrae.

" See, ¢.g., Department of the Interior Secretarial Order 2918; and supra text accompanying
notes 24-26.
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In 1966, leaders of the Congress of Micronesia initiated their first formal
move towatd self-government by petitioning Presidenc Lyndon B. Johnson to
establish a Micronesian status commission.®® While the Johnson administration
studied the request, the Congress of Micronesia appointed its own commission
to study the alternatives open to Micronesia.®? Ultimately the Micronesian
Commission recommended negotiations with the United States leading co free
association with the United States or, alternatively, independence.®® In October
1969, negotiations between the United States and Micronesia formally opened
in Washington.®®

The United States initially proposed commonwealth stacus for the entire Ter-
ritory.®* The proposal received a mixed reception. Most Districts rejected the
proposal because it was inconsistent with the desire for self-government. The
Mariana Islands, however, saw the proposal as a path to 2 long-sought closer
association with the United States.®® The proposal brought into focus funda-
mental differences in che aspirations of various island groups, leading eventually
to separate negotiations berween the United States and the Mariana Islands.®®
Later negotiations saw the remaining Districts dividing along lines reflecting
culture, geography, and the presence or absence of American military activicy.®?

% D. MCHENRY, supra note 57, at 88, The petition asked the President ““to establish a com-
mission to consule che people of Micronesia to ascertain their wishes and views, and to study and
critically assess the political alternatives open to Micronesia.” 8. DESMITH, s#pra note 57, at 4.

€1 The body was called the Furure Political Status Commission. It was chaired by Representa-
tive Lazarus Salii of Palau and began its meetings in November, 1967, and met again in January
and April, 1968. Members visited the United Nations, Puerto Rico and the United States Virgin
Islands later in 1968. The Commission produced its first Interim Report in June, 1968. S.
DESMITH, s#pra note 57, at 5.

¢ D. MCHENRY, supra note 57, at 89.

63 Meanwhile, cthe United States Congress did not make known any formal views on the stacus
question. No enabling legislation was passed to authorize negotiations and even President John-
son’s proposal for a study commission failed passage. Id. at 94.

% Commonwealth status would bring the entire territory permanently under United States’
control. This was the alternative studied by the Micronesian Fucure Political Status Commission
in Puerto Rico and the Viegin Islands, but not included in the Commission’s formal recommen-
dations. S. DESMITH, supra note 57, at 5, 14-19.

% D. MCHENRY, supra note 57, ac 130.

% These negotiations had the announced intenc of reaching agreement on a commonwealth
relacionship. Id.

%7 In the Marshall Islands the United States soughe continued control of the Kwajalein Missite
Range on Kwajalein Acoll. Also, the plight of radiation victims from nuclear weapons testing at
Bikini and Einewetok posed unigue complications in the Marshallese negotiations wich the
United States.

In Palau the United States sought use of abour one-third of the largest island as a military
training site. Palavan constitutional restrictions on the presence of nuclear devices added a further
complicating factor.

The remaining Districts formed the Federated States of Micronesia, Here the United States
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The goal of greater self-government, however, remained. The differences re-
sulted in one set of ‘commonwealth’ negotiations leading to a Covenant with
the Marianas,®® and another set of three “free association’ negotiations leading
to Compacts with new freely associated states: the Republic of the Marshall
Islands, the Republic of Palau, and the Federated States of Micronesia (FSM).%®

Following concentrated political education campaigns, plebiscites were con-
ducted under United Nations auspices and the new political relationships were
approved by the island citizenry.”® In 1986, declarations were exchanged be-
tween the United States and che new entities putting into effect the Compacts
and Covenant™ for all entities except Palau.”

sought no immediate physical military presence, sectling instead for “‘denial rights™ that wouid
allow the United States to forbid entcy to the these Districts by a chird nation's forces.

9 Negotiations were substantially completed in 1975. Under the Covenanc of Commonwealth
the Northern Marianas are a “self-governing commonwealth” that is “in political union with and
under the sovereignty of ' the United States. Covenant to Establish a Commonwealth of the
Northern Mariana Islands in Political Union with the United States, Feb. 15, 1975, HR.J. Res.
549, 94th Cong., 1st Sess. {(1975); S.J. Res. 107, 94th Cong., 1st Sess. (1975); Pub. L. No. 94-
241, 90 Stac. 263, 48 US.C. § 1681 (1976). See Note, Self-Determination and Security in the
Pacific: Study of the Covenant Besween the United States and the Northern Mariana Iilands, 9
N.Y.U. J. INT'L LAW & POL. 277 (1976); Note, The Marianas, The United States and the United
Nations: The Uncertain Status of the New American Commonwealth, 6 CAL. W, INT'L LJ. 382
(1976); Clark, Self-Determination and Free Association—Should the United Nations Terminate the
Pacific Islands Trust?, 21 HARvV. INT'L LJ. 1 (1980).

% Substantial completion of negotiations was reached with the Marshalls in 1980 and with
the FSM and Palau in 1982, Under the Compacts of Free Association the new stares “‘acting
through the Governments established under their respective Constitutions, are self-governing.”
Compact, supra note 5, tit. 1, are. 1, § 111. The Compact of Free Association Act of 1985
implemented the Compacts as to the Marshalls and FSM. In several plebiscites the voters of Palau
rejected certain Compact-related proposals relating to nuclear weapons so thac Compact has not
been implemented.

7 The resulting documents were studied by the United States and the Freely Associated
Staces’ legislatures for more than a year, The United States Congress had avoided commitment to
the negotiation process and felt itself free to impose unilateral changes in the Compact. Those
changes required further study and response in Micronesia. For a discussion of changes to the tax
and tariff provisions, see infra text accompanying notes 88-91.

After che division of Micronesia into four entities, each new entity pursued a pach different
from chac of its brethren. The history presented here is a generalized summary of those events.
Particularly in the case of Palau, where the trusteeship is still operative, where voters repeatedly
rejected proposed Compact requirements, and where political violence is not unknown, the out-
come of these events is still unclear.

7 See, e.g., Presidential Declaration of November 3, 1986. The effect of commonwealch starus
is beyond the scope of the remainder of this article, buc ic bears mention that the Commonwealth
of the Northern Mariana Islands issued housing bonds whose access to tax-exempt treatment was
unchallenged by the IRS.

™ The United States and the Freely Associated States contend that implementation of the
Compact sacisfactorily discharges che Uniced States’ obligations under the United Nacions Trus-
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b.  Precursor cases

No United States court has yet construed the Compacts. During the transi-
tion from trusceeship to free association, howevet, questions about the new po-
litical scatus under the Compaces were discussed in several cases treating Micro-
nesia no longer as governed solely by the Trust Territory Government.?”® These
cases suggest chat the territorial similarity doctrine is no longer applicable to
Freely Associated States.

In Bowoon Sangsa Co., Lsd. v. Micronesian Industrial Conp.™ the United
States Court of Appeals for the Ninth Circuit analyzed the Palau judiciary’s
relationship to the United States. The case turned in part on whether the Palau
courts were bound to follow a limitation of liability order from the American
federal admiralty court in Guam.” As part of the transition from trusteeship to
free association, Palau created, with the United States’ consent, its own courts
under its own Constitution.?® The United States had retained final review by
writ of certiorari in the Trust Territory High Court of all decisions of the Su-
preme Court of Palau.”” This persuaded the Ninth Circuit that the Palauan
judiciary would find itself bound by a Guam federal court’s order.”® Under free
association the United States’ judicial control, upon which this opinion was
based, will disappear. Thus a court following the Bowoon Sangsa analysis will
find a Freely Associated State no longer subject to United States control and
therefore no longer like a cerritory.

The same result was reached in United States v. Covmgtoa ® An arrest in the
Marshall Islands raised Mirand2®® issues and the court addressed whether police
in the Marshalls were foreign authorities for purposes of United States law.®!

teeship. See Letter from the Permanent Representacive of che United Staces of America to the
Secretary General, United Nations, U.N. Doc. No. §/18424 (Oct. 23, 1986). Termination was
approved by the Trusceeship Council, but no Security Council approval was sought or obtained.
This leaves unclear the adequacy of the cermination process under the United Nations Charter.
See, e.g., Clark, supra noce 68.

7 Bowoon Sangsa Co. v. Micronesian Indus. Corp., 720 F.2d 595 (9th Cir. 1983); United
States v. Covington, 783 F.2d 1052 (9th Cir. 1985); Temingil v. Trust Territory of the Pac.
Islands, 33 Fair Empl. Prac. Cas. 1027 (D.C.N.M.1. 1983).

" 720 F.2d 595 (9th Cir. 1983).

™ 720 F.2d ac 600-02.

¢ Department of the Interior Secrecarial Order 3039, 44 Fed. Reg. 28116 (May 14, 1979).

1. § 5(b).

720 F.2d ac 602. The analysis underestimated the independence of the Palau judiciary
during the transition. High Courr activity was shrinking and High Court staff was being cut back
as the new entities’ constitucional courts came on line. The High Court granted no writs of
certiorari after 1985.

® 783 F.2d 1052 (9ch Cir. 1985).

80 Miranda v. Arizona, 384 U.S. 436 (1966).

1 Failure to give the warnings required in Miranda would not necessarily resule in suppression
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The Ninth Circuit noted that one resule of free association is an absence of
Unicted States sovereignty, so the confession was treated as having been taken in
a foreign country.? Covington strongly suggested that under free association a
court will view the absence of United States sovereignty as fatal to a territorial
similarity analysis.

In Temingil v. Trust Tervitory of the Pacific Islands,®® the federal court for the
District of the Northern Mariana Islands analyzed the political status of the
Northern Marianas under the Covenant of Commonwealth. The court con-
trasted the status of free association into which the other Districts were emerg-
ing,% observing that free association was a ‘‘more autonomous status . .
which does not involve political union with the United States.”’®® This treat-
ment again suggests that courts will not view Freely Associated States as being
similar to territories because they are not as closely linked to the United States.

In sum, on the spectrum of political independence termination of the trustee-
ship is a shift of the Freely Associated States away from the United States. As a
result, for purposes of Internal Revenue Code section 103 the territorial similar-
ity doctrine is no longer valid.

B. Internal Revenue Code Section 103
1. Incorporation in the Compacis of Free Association

Compact negotiations involved discussion of the application of United States
tax and tariff laws to the Freely Associated States and to American taxpayers
deriving income there. Under agreements reached in the negotiations the Freely
Associated States were assigned a special tax status under which tax benefits
available to United States possessions were available. Section 255 of the Com-
pacts provided:

Where not otherwise manifestly inconsistent with the intent of this Compact,
provisions in the United States Internal Revenue Code that are applicable to pos-
sessions of the United States as of January 1, 1980 shall be treated as applying to
the Marshall Islands and the Federated States of Micronesia.®®

of the defendant’s statements if the investigators were “‘foreign” officers. 783 F.2d at 1056.

8 14, ac 1055. The courc was ahead of events as free association was still more chan a year
away and, in fact, the confession had been taken in 1979.

83 33 Fair Empl. Prac. Cas. 1027 (D.C.N.M.L 1985).

84 See supra text accompanying notes 66-68.

8 33 Fair Empl. Prac. Cas., at 1031 n.12, 1033 n.25.

8 Freely Associared Srates were also protected in Compact section 255 againsc loss of the
benefit of these Code provisions in the event thac the United States changed the Internal Revenue
Code. Section 255 provides:
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Section 103 has been a part of the Internal Revenue Code since 1954%7 and
the issuance of tax-free bonds is not manifestly inconsistent with the purposes of
the Compact.®® Therefore, under section 253, as originally drafted,®® the Freely
Associated States would be eligible to finance public projects with bonds mar-
keted to American taxpayers using section 103 incentives.

Section 255 of the Compact, however, did not survive review in the United
States Congress.?® The final version of the Compact of Free Association Act®
treated the Freely Associated States as possessions only for purposes of section
936 of the Internal Revenue Code.®? Congress thus eliminated treatment of the
Freely Associated States as possessions of the United States for putposes of issu-
ing tax-free bonds under section 103 of the Internal Revenue Code.®®

If such provisions of the Internal Revenue Code are amended, modified or repealed after
chat date, such provisions shall continue in effect as co Palau, the Marshall Islands and che
Federated States of Micronesia for a period of two years during which time the Govern-
ment of the United States and the Governments of Palau, the Marshall Islands and che
Federated States of Micronesia shall negotiate an agreement which shall provide benefits
substantively equivalent to those which obrained under such provisions.

Compact, supra note 5, § 255.
87 Pub. L. No. 591, 68A Scat. 29 (1954).

88 For a discussion of Compact purposes and trusteeship obligacions, see supra texc accompa-
nying notes 17-19,

8% See supra note 86 for texc of section 255.

90 Congress viewed the provision as a tax loophole and wanted to do away with it entirely.
The Administration concended that the length and sensitivity of the Compact negoriacions re-
sulted in a document of such delicacy thac no provision could be eliminated without jeopardizing
Micronesian willingness co implement the Compact. The Administration, however, acquiesced in
changes to the Compact that it believed did not alter its averall value to Micronesia. The result
was substitution of specified provisions of the Internal Revenue Code for the general application
contemplated by Section 255 and addition of an Investment Development Fund to compensate
for the removal of tax incentives. Sz¢ Pub. L. No. 99-2\39, 99 Stat. 1799 § 111(b) (1986).

%1 Compact, supra note 5.

* Pub. L. 99-239, 99 Scac. 1800, § 404(a) (1986). Internal Revenue Code section 936 pro-
vides that, subject to specified conditions, United Srates corporations shall be allowed as a credic
against the tax imposed by this chapter an amount equal to the portion of the tax which is
attributable to certain income derived from trade and investment in Unicted States possessions.
LR.C. § 936 (1988).

®* The Freely Associated States acquiesced in this congressional alteration -of the Compact. The
concern in Micronesia was that such alterations not result in a closer selationship with the United
States than the Freely Associated States had contemplaced. The change in section 255 was palat-
able because it moved the Freely Associated Scates away from United States control and it was
fiscally compensated for by the addition of the Investment Development Fund. See Compact,
supra note 5, § 111(b).
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2. The 1986 tax legislation

In che Tax Reform Act of 1986,% section 103 was changed in a subtle way
without explanation. Prior to the Tax Reform Act, section 103 exempted from
gross income the interest on bonds issued by “a state, a Territory or a possession
of the United States.” In the 1986 Act, only State bonds were mentioned and
“State” was defined to include ‘‘any possession of the United States.”®® The
word “territory’’ was dropped.

Unfortunately, the legislative history of this change is not helpful. The Con-
ference Report makes no reference at all to the wording.*® After introductory
observations that the exemption was traditionally available for obligations of
“States, territories or possessions of the United States” both the House and
Senate reports then indicate in footnotes that “‘[glovernments of the Scates, U.S.
possessions and the District of Columbia, and their political subdivisions, are
hereinafter referred to collectively as qualified governmental units.”*? No sepa-
rate discussion of territories is found and no reasons for dropping the word
“territory”’ from section 103 are offered. But whatever the unspoken motiva-
tions, the result points again toward an inability of bonds issued by the Freely
Associated States to offer tax-exempt treatment to their purchasers.

C. The Foreign Sovereign Immunities Act

In view of the political identity of the Freely Associated States,”® the Freely
Associated States can raise the defense of sovereign immunity in American
courts if actions are brought in the United States to force payment of a Freely
Associated State’s public debt. The possibility and plausibility of such a claim
should be evaluated in light of the Foreign Sovereign Immunities Act of 1976
(FSIA).?® Four issues ate raised for purposes of the FSIA: (1) Are the Freely

® Pub. L. No. 99-514, 100 Scat. 2085 (1986).

% LR.C. § 103(c) (1987).

# HR. CONF. REP. NO. 841, 99th Cong., 2d Sess., reprinted in 1986 U.S. CoDE CONG. &
ADMIN. News 4075, .

®7 HR. Rep. No. 426, 99th Cong., 2d Sess., 492 (1985); S. REp. No. 313, 99th Cong., 2d
Sess., 809 (1986).

%8 See supra text accompanying notes G6-68.

® 28 U.S.C. §§ 1602-1611 (1982). The FSIA eliminates the sovereign immunity of foreign
states in United States cousts in specified circumstances including where the foreign state has
waived immunity or where ‘“‘the action is based upon a commercial activity carried on in che
United States by the foreign state, or upon an act performed in the United States in connection
with a commercial activity of the foreign state elsewhere”. Id. §§ 1605(a)(1), (2). “Commercial
Activity” is defined to mean “eicher a regular course of commercial conduct or a particular com-
mercial transaction or act. The commercial character of an activity shall be determined by refer-
ence to the nature of the course of conduct or particular transaction or act, rather chan by refer-
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Associated States foreign scates? (2) Are the Compacts international agreements
affecting application of the FSIA? (3) Is the borrowing the type of commercial
activity covered by the FSIA? (4) Has immunity to suit been waived?

1. Freely Associated States as ‘foreign states”

The FSIA was intended to eliminate the defense of sovereign immunity in
cases involving commercial activities of foreign entities. It codified the sover-
eign/commercial distinction that had been emerging in case law and State De-
partment practice.’®® Under that distinction, the defense could be overcome in
commercial cases on the theoty that the need for sovereign immunity to protect
from judicial scrutiny certain sovereign acts by foreign states was outweighed by
the need to provide a vigorous and fair marketplace once a foreign state entered
the purely commercial arena.'®

FSIA section 1605 operates to defeat the immunity of a foreign state but
does it define the term ‘‘foreign state?”’ The United States Supreme Court has
cautioned that the term has no inherent specific content. “The term ‘foreign
country’ is not a technical or artificial one, and the sense in which it is used in a
statute must be determined by reference to the purpose of the legislation.”*%?

In determining whether Freely Associated States are foreign states for FSIA
purposes, it is significant that the Compacts explicitly recognize the auchority of
the Freely Associated States to conduct their own foreign affairs.!®® Resident
representatives of ambassadorial status are exchanged berween the govern-
ments.'™ Thus, the external affairs of the Freely Associated States are no longer
controlled by Washington, but are controlled by the Freely Associated Scates.

ence to its purpese.” Id. § 1603(d).

100 Gee the State Department’s “Tate Letter”, 26 DEP'T OF STATE BULL. 984, reprinted in
Alfred Dunhill of London, Inc. v. Cuba, 425 U.S. 682, 711-15 (1976); and discussion of the
FSIA in HR. REr. NO. 1487, 94th Cong., 2d Sess., reprimsed in 1976 US. CODE CONG. &
ADMIN. News 6604.

¥ HR. Rep. NO. 1487, 94th Cong., 2d Sess., reprinted in 1976 US. CODE CONG. & ADMIN.
NEWs 6604,

*2 Bumet v. Chicago Portrait Co., 285 U.S. 1, 5-6 (1932).

108 Compact Tite I, art. II, § 121(a) provides that “‘[¢Jhe Governments of Palau, the Marshall
Islands and the Federaced States of Micronesia have the capacity to conduce foreign affairs and
shall do so in their own name and right, except as otherwise provided in this Compact.” Com-
pact, supra note 3, § 121(a).

In the Compact of Free Association Act of 1985, the Compact itself, as originally negotiated, is
Title 2 of the Act. Sections of the Compact are ciced herein by their designation within chac Ticle,
that is, their designacion within che Compact itself.

194 Compact, supra note 5, tit. 1, art. 5, § 151. While the representatives were not initially
termed ‘“‘ambassadors”, it appears that arrangements are being made for chac tite to be used.
WASHINGTON PACIFIC REPORT 3 (Dec. 3, 1987).
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Relations between the United States and the Freely Associated States are subject
to all the vicissicudes of relations of nations inzer se. The United States, how-
ever, desires good relations with the Freely Associated States on a par with
United States relations with other friendly states.’®® The Compacts thus de-
scribe a relationship between the United States and the Freely Associated States
whereby the sovereign immunity doctrine is intended to protect the United
States from embarrassment by judicial interference in the conduct of this diplo-
matic relationship. This is buttressed by a specific immunity provision written
directly into che Compacts.'®®

The FSIA itself provides some guidance in defining “‘foreign state.” A ““for-
eign state” is defined in the Act by its contrasc wicth the term ‘“‘United
States.”’’®” The lacter term is defined as including “all territory and waters,
continental ot insular, subject to the jurisdiction of the United States.”'’%® In
this regard, Sablan Construction v. Trust Tervitory of the Pacific Islands'®® relied
on the jurisdictional grant to the United States in the Trusteeship Agreement to
hold that the Trust Territory is not a foreign state. The Trusteeship Agreement
no longer applies after termination of the trusteeship. Therefore, the Freely As-
sociated States are not part of the United States since the United States no
longer exercises jurisdiction over them.''®

Thus the Freely Associated States should be deemed foreign states for pur-
poses of the FSIA. This was the resule reached in Morgan Guaranty Trust v.

108 See, e.g., Compact, supra note 5, preamble.

1% The Compact provides, “{tlhe Governments of Palau, the Marshall Islands and the Feder-
ated Srates of Micronesia shall be immune from the jurisdiction of the courts of the United
States, and the Government of the United Staces shall be immune from the jurisdiction of the
courts of Palau, the Marshall Islands and the Federated States of Micronesia.”” Compact, supra
note 5, tit. 1, art, 7, § 174(a).

197 With respect to the definition of a “foreign state,” the FSIA provides:

For purposes of this chapter—

(a) A “foreign state”’, except as used in section 1608 of this title, includes a political

subdivision of a foreign state or an agency or instrumentality of a foreign state as defined

in subsection (b).

(b) An ““agency or instrumentality of a foreign state”” means any entity—

(1) which is a separate legal person corporate or otherwise, and
(2) which is an organ of a foreign state or political subdivision thereof, or a majority of
whose shares or other ownership interest is owned by a foreign state or policical subdivi-
sion thereof, and
(3) which is neither a citizen of a Scate of the United States as defined in section
1332(c) and {d) of this title, nor created under the laws of any third country.
28 US.C. § 1603 (1982).

198 14, § 1603(c).

190 526 F. Supp. 135 (D.N.M.1. 1981).

120 There is residual United States auchority in a narrow class of defense matters. See Compact,
supra note S, tit. 3 (Securicy and Defense Relations).
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Republic of Palau'' whete the court held that even in the absence of termina-
tion of the trusteeship Palau had exercised a degree of independence thac estab-
lished a de facto foreign statehood.™'?

2. The Compact’s effect on application of the FSIA

The Compacts track closely the theories that led to the FSIA. Sovereign im-
munity is accorded its full general effect. As provided in the Compact:

The Governments of [the Freely Associated States} shall be immune from the
jurisdiction of the courts of the United States, and the Government of the United
States shall be immune from the jurisdiction of the courts of {the Freely Associ-
ated States}.}*® :

And the commercial activity exception is spelled out texcually:

The Governments of {the Freely Associated States} shall not be immune from the
jurisdiction of the courts of the United States, and the Government of the United
States shall not be immune from the jurisdiction of the courts of [the Freely
Associated States} in any case in which the action is based on a commercial activ-
ity of the defendant Government where the action is brought, or in a case in
which damages are sought for personal injury or death or damage to or loss of
property occutring where the action is brought.*!*

The purpose of both enactments is the same and there is no reason to define
commercial activity differently under the Compacts than under the FSIA. The
critical question in either case is whether public borrowing is a commercial
activity triggering the exception to the sovereign immunity doctrine,

111639 F. Supp. 706 (S.D.N.Y. 1986).

304, at 713-14.

18 Compact, supra note 5, tit. 1, are. 7, § 174(a).

18 Id. § 174(d). Though their theoretical foundacions seem to be the same as those of the
FSIA, the Compacts may allow for a narrower exception to immunity than does the FSIA because
the commercial exception of the FSIA defeacs immunity in a technically broader class of cases
including those

in which the action is based upon a commercial activity carried on in the United States by

a foreign state; or upon an act performed in the United States in connection with a com-

mercial activity of the foreign state elsewhere; or upon an acc outside the territory of the

United States in connection with a commercial activity of the foreign state elsewhere and

thac acc causes a direct effect in the United States.

28 US.C. § 1605(a)(2) (1982). This elimination of immunity for actions having effects in the
Uniced States is broader than that of the Compacts which eliminate immunity only when the
commercial activity icself is in the United Scates.
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3. Freely Associated State borrowing as commercial activity

The commercial activity exception to the sovereign immunity doctrine stems
from che theory that a vigorous marketplace is desirable and is best promoted
by offering remedies to those who are injured by the acts of their trading part-
ners, including sovereigns.'*® Accordingly, in a commercial setting the sovereign
is seen as neither deserving nor requiring immunity since intergovernmental
relations are not in jeopardy.!’® The leading judicial test for derermining
whether particular activity is commercial and therefore undeserving of protective
immunity is ““if the activity is one in which a private person could engage.”*!?

While that test has an appealing simplicity, it is dificult co apply since the
result depends on the analytical precision with which the court is willing to
examine the transaction in question, For example, a Freely Associated State’s
issuance of a bond might be classified commercial since bond issmance is some-
thing that private entities engage in regularly.*® Alternatively, a closer analysis
mighe reveal that the bond payments are to be made through a pledge of mon-
ies paid to the Freely Associated State by the United States under the Com-
pacts.’® Such a pledge could only be made by a Freely Associated State govern-
ment, not by a private person,'®*® leading to a noncommercial
characterization,!?!

Section 1603(d) of title 28 attempts to resolve the dilemma in favor of lim-

M® See supra texc accompanying note 97.

M8 See supra text accompanying note 98.

117 Texas Trading v. Federal Republic of Nigeria, 647 F.2d 300, 309 (2d Cir. 1981). Nigeria
severely overbought cement and sought to repudiate its purchase contracts. The court held that
the FSIA defeated Nigeria's sovereign immunity. I4. at 312,

138 This was the posture struck by the courc in Resource Dynamics Int’l, Lid. v. General
Peoples Comm. for Communications & Maritime Transp. in Socialist Peoples Libyan Arab
Jamahiriya, 593 F. Supp. 572 (N.D. Ga. 1984).

Y18 For example, the Freely Associated State might pledge its Grant Assistance under secrion
211 of the Compact. These funds are intended “‘to assist the Governments of Palau, the Marshall
Islands, and the Federated States of Micronesia in their efforts to advance the economic self-
sufficiency of cheir peoples and in recognicion of the special relationship that exises between them
and the United States.” Compact, supra note 3, tdic. 1, art. 2, § 211.

130 The Compacts embody government-to-government relationships and funds provided chere-
under are transferred to the Freely Associated State governments, not o individual citizens. See
generally, Compace, supra note 5, tit. 1 (Government Relations).

141 This closer look ar che obligations undertaken was employed in preserving immunity in
Practical Concepts, Inc. v. Republic of Bolivia, 613 F. Supp. 863 (D.D.C. 1985), where contrac-
tual promises of expedient treatment in administrative matters such as customs, visas and taxa-
tion were part of the consideration and could only have been provided by the Bolivian govern-
menc. See also MOL, Inc. v. Peoples Republic of Bangladesh, 736 F.2d 1326 (9th Cir. 1984)
(holding that, although signing a contract for commerce in monkeys is by its nature commercial,
since the activity is at base regulation of a national resource it is in fact a sovereign activicy).
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ited sovereign immunity by instructing courts that the “‘commercial character of
an activity shall be determined by reference to the nature of the course of con-
duct or particular transaction or act, rather than by reference to its purpose.’ 132
Perhaps the most graphic example of this instruction’s application occurred
when the Mexican government tried to stabilize domestic price supports by
entering the soybean market.!** The public purpose of the Mexican government
was termed “‘wholly collateral and irrelevant™ to the question of commerciality
since the nature of the activity—buying, selling and transporting commodi-
ties—was one which could be undertaken by private persons,3*

The availability of immunity regarding public borrowing was mentioned in
the pre-FSIA case of Victory Transport v. Comisaria General de Abastecimientos y
Transportes.}*® The court listed specific activities that deserved immunity due to
their international political sensitivicy. The activities included *‘(1) internal ad-
ministrative acts, such as expulsion of an alien; (2) legislative acts such as na-
tionalizacion; (3) acts concerning the armed forces; (4) acts concerning diplo-
matic activity; (5) public loans,'**®

That dictum, however, has been severely undermined by the legislative his-
tory of the FSIA. Congress recognized that the phrase “‘commercial activity”
was not specifically defined and was left for courts to construe. But by way of
illustration it scated that ‘‘{a)ctivities such as a foreign government’s sale of a
service or product, its leasing of property, [or} its berrowing of money, . . .
would be among those included within the definition.””*2? Moreover, it was said
that “‘both a sale of bonds to the public and a direct loan from a [United
States] commercial bank to a foreign government are activities which are of a
commercial nature,”"1*®

Relying on this congressional language at least one court held thac bonds
issued by a foreign government in order to raise capical constitute a commercial
activity for FSIA purposes.?®® Another coust merely examined the statutory def-

122 28 U.S.C. § 1603(d) (1982).

183 Bankers Trust Co. v. Worldwide Transp. Servs., 537 F. Supp. 1101 (E.D. Ark. 1982), In
1977 a Mexican governmental agency purchased substantial amounts of soybean meal and soy-
bean oif from American companies and engaged Worldwide to coordinate movement of the
commodities within cthe United Scates.

134 1d. ac 1107,

138 336 F.2d 354 (2d Cic. 1964).

120 14, at 360 (emphasis added).

137 HR. Rep. NO. 1487, 94th Cong., 2d Sess., 16, reprinted in 1976 US. CODE CONG. &
ADMIN. NEWs 6604, 6615.

138 1d. at 6609. See also Morgan Guaranty Trust Co. v. Republic of Palau, 657 F. Supp. 1475
(S.D.N.Y. 1987) (borrowing by Palau to finance a power planc is commercial activiey).

13 Schmide v. Polish Peoples Republic, 579 F. Supp. 23 (S.D.N.Y. 1984). The FSIA was
found to defeat immunity where a 1929 bond was issued, for purchase by American investors, to
finance the construction of railway cars because it was an activity “in which a private, profit-
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inition itself, holding that any bond sales activity constitutes commercial acrivity
even where the sale occurred before enactment of the FSIA 1%

Given these judicial constructions of the statute, holders ot trustees of Freely
Associated State bonds should be able to obtain federal jurisdiction over a
Freely Associated State in a suit to enforce bond payment provisions.}®! There
may, however, be exceptions to this conclusion. If, for example, the borrowing
is structured to involve direct concessions by the issuing sovereign, a court
might be persuaded that the transaction would have been quite different if
performed by private parties, leading to the conclusion that it is noncommer-
cial.»** Similarly, if fundamental FAS economic stabilization efforts are jeopard-
ized a court might be persuaded that serious international concetns are involved
such that sovereign immunity should be recognized.'®® If the bond market per-
ceives that sovereign immunity will be accorded to bond sales, allowing an ef-
fective default by the sovereign, the interest rate on Freely Associated State
bonds will reflect that risk of default. The Freely Associated States should,
therefore, eliminate this perception of risk by including specific waivers of sov-
ereign immunity in the structure of the borrowing itself.'®*

making corporation might well engage.” 4. at 26.

130 Jackson v. Peoples Republic of China, 550 F. Supp. 869 (N.D. Ala. 1982). Holders of
bonds issued by China in 1911 to construct a railway from Beijing to Canton used the FSIA to
overcome sovereign immunity.

181 An additional jurisdictional basis might be available in 12 U.S.C. § 632 (1982), which
vests federal district courts with subject macter jurisdiction over cases arising out of transactions
“involving international or foreign banking" in which at least one party is a corporation organized
under the laws of the United States. The United States Supreme Court has, however, recently
ruled that the FSIA is “‘the sole basis for obraining jurisdiction over a foreign state in federal
court.” Argentine Republic v. Amerada Hess Shipping Corp., 57 U.S.L.W. 4121 (US. Jan. 23,
1989) (No. 87-1372). ‘

13% Eor example, in Practical Concepts, Inc. v. Republic of Bolivia, 613 F. Supp. 863 (D.D.C.
1985), Bolivia had contracted with a United States corporation for development planning ser-
vices. The court found several contract provisions performable by Bolivia only in its sovereign
capacity. These included tax and duty exemptions for the corporation and its staff, and assurances
of prompt customs treatment of the staff's personal effects. Id. at 869-70.

133 See, e.g., De Sanchez v. Banco Central de Nicaragua, 515 F. Supp. 900 (E.D. La. 1981).
For a discussion of the Act of State doctrine, see infra text accompanying notes 147-68.

134 Waiver provisions will vary from borrower to borrower depending on constitutional divi-
sions of authority among the various branches of government. For example, if national treasury
authorities negotiace the borrowing, their ability to waive sovereign immunity will depend on the
scope of executive power under che relevant constitution. Even legislative ability to waive immu-
nity may be limited if a constitution requires public consent. For a discussion of a Palauan waiver
that produced serious misunderstanding, see Morgan Guaranty Trust Corp. v. Republic of Palau,
657 F. Supp. 1475, 1477 (S.D.N.Y. 1987).
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4. Waivers of sovereign immunity

The FSIA provides an exception to the immunicy of a foreign state “in any
case . . . in which the foreign state has waived its immunity either explicitly or
by implication.}'*®® The waiver exception is in addition to the commercial
activicy exception,?®® and is within the control of the parties to a Freely Associ-
ated State borrowing.'® The waiver exception is advantageous to the parties
because it eliminates possible misunderstandings about the parties’ intentions
regarding loan repayment enforcement actions.®®

‘The Supreme Court of the Federated States of Micronesia has discussed the
status of sovereign immunity in that jurisdiction.}®® In Panuelo v. State of
Pohnpei,*° that court put a new twist on the doctrine. Instead of holding that
sovereign immunicy, as a function of sovereignty itself, existed until che govern-
ment waived it, the court held that immunity is merely available to the gov-
ernment but has no effect until it is adopted and implemented by the
legislacure 14!

Even before the Panuelo ruling, though, at least two Freely Associated States
enacted waiver statutes.!*? For public borrowing, however, the waiver statutes
are of limited use. While both codes’ waivers allow actions on contractual obli-

138 28 US.C. § 1605(a)(1) (1982).

138 For a discussion of the commercial activity exception, see supra text accompanying notes
97-98.

137 Particular waiver language can be negotiated by both the borrowing scate and the lenders.
It can be drafted in light of the borrower's constitutional requirements and requirements of
United States case law interpreting the FSIA waiver provision. The language can then be incorpo-
rated into the lending instruments themselves or into che borrower’s enabling legislation.

138 For example, misunderscandings about whether a Freely Associated State has consented to
be sued in a distanc United States forum can be eliminated by using language chac spells ouc
which courts and which causes of action are contemplated by the waiver of sovereign immunity.

13% No cases from the Marshall Islands or Palau are reported.

e 2 F.S.M. Interm. 150 (F.S.M. Sup. Ct. 1986).

141 Compare the history and origins of sovereign immunicy of Indian governments discussed
infra at notes 178-81. The Panuelo reasoning suggests that waiver language is unnecessary in loan
documents, at least for enforcement actions in the Freely Associated States’ own courts. The FSM
Supreme Court did not reach the question of sovereign immunity in courts foreign to the FSM.

M3 With respect to limited waiver of sovereign immunity, the Micronesian statutory law
provides:

Actions upon the following claims may be brought against the Federated Staces of Micro-
nesia with original and exclusive jurisdiction residing in the Trial Division of the Supreme

Court of the Federated Scates of Micronesia . . . .

(3) Claims, whether liquidated or unliquidated, upon an expressed or implied coneract
with the Federated States of Micronesia,
6 FED. STATES OF MICRONESIA CODE § 702 (1982); see also 14 PaLAU NAT'L CODE §§ 501-503
(1986).
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gations, which probably includes enforcement of bond-related obligations,'*®
the codes vest jurisdiction in Freely Associated State courts to the exclusion of
all others.*** Indeed, the Palau code eliminates from the waiver any claim aris-
ing outside of the Trust Territory.’*® Understandably these conditions are not
acceptable to lenders who desire accessible forums.

A specific sovereignty waiver in the borrower's authorizing legislacion would
avoid a number of problems. Lenders’ apprehensions would be reduced as the
spectre of the immunity defense was clearly eliminated. Borrowers’ legislation
could specify which foreign coutts, if any, have jurisdiction, thereby eliminating
the possibility of litigation in numetous forums. The types and origins of claims
could be specified, assuring the Freely Associated States that their borrowing in
distant markets would not expose them to unrelared litigation to which they
would otherwise be immune.*® Moreover, legislative bodies would be forced to
articulate their needs, desires, expectations and concessions, thereby minimizing
subsequent legislative/executive misunderstanding of exactly what the borrow-
ing government had promised and obtained.

5. The act of state doctrine and nationalization

Another defense potentially available to the Freely Associated States in the
proper circumstances is the act of state doctrine. The doctrine’s classic formula-
tion was articulated in Underbill v. Hernandez,'** which states:

Every sovereign State is bound to respect the independence of every other sover-
eign State, and the courts of one country will not sit in judgment on the acts of
the government of another done within its own territory. Redress of grievances by
reason of such acts must be obtained through the means open to be availed of by
sovereign powers as berween themselves.'*®

Grounded in the same precept of international comity as the sovereign im-
municy doctrine,**® the act of state doctrine must be considered in all cases in

143 ¢ FED. STATES OF MICRONESIA CODE § 702(3) (1982); 14 PaLAU NAT'L CODE § 501(a)(2)
(1986). ’

M4 G FED. STATES OF MICRONESIA CODE § 702 (1982); 14 Paiau Nar'L CopE § 501(a)
(1986). |

145 14 PaLAU NAT'L CODE § 502(F) (1986). Gf. Morgan Guaranty Trust Co. v. Republic of
Palau, 657 F. Supp. 1475 (S.D.N.Y. 1987) (upholding federal jurisdiction of an action against
Palau for repayment of a loan).

19 For example, the waiver could specifically prohibit litigation of debt claims arising from
procurement operations or damage claims from the activities of diplomacs in the forum country.

M7 168 U.S. 250 (1897).

M8 1d. at 252.

¥® For a discussion of sovereign immunity, see supra texc accompanying notes 100-03.
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which a foreign government’s action is called into question, whether or not the
foreign government itself is named as a party.!®® This doctrine is a substantive
rule of federal law which must be addressed because a plaintiff might prevail on
FSIA claims but be unable to overcome the act of state doctrine.!®!

Act of state defenses might arise in Freely Associated State public borrowing
litigation if the borrowing state perceived that the investment of bond proceeds
produced adverse results such that continued debt service undermined the gov-
ernment’s liquidity and jeopardized its ability to meet the basic needs of its
cicizens. If default litigation ensued, the borrower would assert that the failure
to pay principle and interest to the trustee for the bondholders was not a com-
mercial default but a sovereign’s effort to stabilize its economy, avoid a ruinous
drain of cash reserves, and generally protect the public fisc. At the extreme, such
a default could be portrayed as nationalizing or expropriating assets otherwise
pledged for repayment of bond obligations.

It is unclear whether there is a ‘‘commercial activity” exception to the act of
state doctrine. In Alfred Dunhill, Inc. v. Republic of Cuba,®* the United States
Supreme Court held that certain repudiations of commercial obligations were
not acts of state because of the absence of indicia of state authority.'®® Interest-
ingly, the opinion has been cited by lower courts®® and Congress'®® as eszab-
lishing a commercial exception. So while lenders might find heartening signs in
the law, they cannot be sure that a commercial exception exists, and other
courts have hinted against such a result even where the relevant transaction
includes a dearly commercial component.’®® In recent years both the United

180 Indeed, a government may not be named as a party to the suit. “‘Perhaps the most typical
ace of state case involves the original owner or his assignee suing one not in association with the
expropriating state who has had ‘title’ transferred to him.” Banco Nacional de Cuba v. Sabba-
tino, 376 U.S. 398, 435 (1964). See, ¢.g., American Banana Co. v. United Fruit Co., 213 U.S.
347 (1909) (action between private parties for treble damages under anti-monopoly statutes
stemming from the defendant’s alleged complicity in Costa Rican government interference with
plaintiff's business).

181 See, e.g., Callejo v. Bancomer, S.A., 764 F.2d 1101 (5th Cir. 1985).

182 425 U.S. 682 (1976).

183 The opinion drew a majority only on the point that the incervenors had not established
their act of state defense because they did not show they were invested with sovereign authority
to repudiate the relevant debes. Only three Justices accompanied Justice White into Pare 111 of
the opinion, which held in favor of a commercial activity exception to the act of state doctrine.
Justice Stevens, who voted with the majority, did not explain his refusal to concur in Pare [I1. 4.
at 715.

184 Hunt v. Mobil Qil Corp., 550 F.2d 68, 73 (2d Cir. 1976), cers. denied, 434 U.S. 954
(1977); American Int’l Group, Inc. v. Islamic Republic of Iran, 493 F. Supp. 522 (D.D.C.
1980), vacated on other grounds, 657 F.2d 430 (D.C. Cir 1981).

185 HR. REr. NO. 1487, 94th Cong., 2d Sess., reprinted in 1976 U.S. CODE CONG. & ADMIN.
NEws 6604.

1% International Ass'n of Machinists & Aerospace Workers v. OPEC, 649 F.2d 1354, 1360
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States Courts of Appeal for the Second and Fifth Circuits have avoided decision
on the existence of the exception.'®” Thus, whether or not a commercial excep-
tion exists, it is important to examine recent case developments in the act of
state doctrine to determine those activities that give rise to the defense and
those elements of the doctrine thac might be present or absent in the Freely
Associated States situation.

The extent ¢o which the court is willing to ind sovereign activity is essential
to determining whether the act of state doctrine applies. Callefo v. Bancomer
§.A.2%8 is typical of the current trend of financial cases.!®® In Callejo, the court
decided against immunity in its FSIA analysis because the relevant transaction
was defendant’s act of selling certificates of deposit and failing to repay them at
full value. The court characterized this act as commercial for FSIA purposes.!®?
But, on the act of state question, the court went beyond the actions of the
parties and examined the governmental activities behind them. The court found
that the exchange controls imposed by the Mexican government indirectly
caused the reduced payment. The exchange controls were unquestionably vested
with the sovereign’s authority since the controls were initiated by the Mexican
executive and confirmed by the legislature. The concrols, therefore, were
paradigmatically sovereign in nature.’®® Judgment for the plaintiffs was there-
fore denied because such a judgment would have rendered nugatory the very
purpose of the exchange controls, exactly the resule to be avoided by the act of
state doctrine,

Similar results have been reached in other cases regarding the Mexican ex-

(9th Cir. 1981) (sale of oil).

157 For cases suggesting an awareness that Durbill did not resolve the issue, see Callejo v.
Bancomer, S.A., 764 F.2d 1101, 1113 n.12 (5¢h Cir. 1985), and Braka v. Bancomer S.N.C.,
762 F.2d 222, 225 (2d Cir. 1985).

188 764 F.2d 1101 (Sth Cir. 1985) (Mexican currency exchange concrols brought on by a
dedline in the price of oil require Mexican banks to pay U.S. dollar-denominated certificates of
deposit in pesos at a fixed race).

189 Anocher line of cases dealing with oil resource nationalizations is also instructive. Viewing
natural fesource protection as a paradigmatically sovereign activity these cases support the view
that oil nationalizations can be defended in United States courts on act of state grounds. See Hunt
v. Mobil Oil Cerp., 550 F.2d 68 (2d Cir. 1976), cert. denied, 434 U.S. 984 (1977); D’Angelo v.
Petroleos Mexicanos, 422 F. Supp. 1280 (D. Del. 1976), aff'd, 564 F.2d 89 (3d Cir. 1977), cers.
denied, 434 US. 1035 (1978); Hune v. Coastal Seates Gas Producing Co., 570 $.W.2d 503
(Tex. Civ. App. 1978), affd, 583 S.W.2d 322 (Tex. 1979), cert. denied, 444 U.S. 992 (1979);
Carey v. National Oil Corp., 453 F. Supp. 1097 (S.D.N.Y. 1978), aff’'d on other grounds, 592
F.2d 673 (2d Cir 1979); Libyan Am. Oil Co. v. Socialist Peaples Libyan Arab Jamahiriya, 482
F. Supp. 1175 (D.D.C. 1980); International Ass’n of Machinists & Aerospace Workers v. OPEC,
649 F.2d 1354 (9¢h Cir. 1981).

180 764 F.2d ac 1110, :

181 764 F.2d ac 1115, n.15.
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162 163

change controls,*®® seizure of sugar'®® and spice'® assets, and beef enter-
prises.’®® In each of these cases the Underbill formulation of che act of stace
doctrine has been reconfirmed.’®® So long as the action, whether seizure, nation-
alization, or expropriation, is that of the foreign government acting in its own
territory, the United States courts will not act to negate it.

Two important points emerge from these cases. First, lenders to Freely Asso-
ciated States face the risk that loan proceeds located in the borrowing state can
be nationalized rendering enforcement actions in United States courts
unavailing.'®”

Second, the effect of the act of state doctrine is avoidable by attention to the
situs of the relevant assets. When the assets at issue are located in the Uniced
States the doctrine has been held inapplicable.!®®

This situation presents a policy decision for a Freely Associated State as bot-
rower/sovereign. On one hand, in order to reduce interest rates required by
lenders the spectre of the act of state defense must be minimized. This suggests
that loans be negotiated and consummated in the United States, that the pro-
ceeds be invested there, and that debt service mechanisms be established there.

182 Braka v. Bancomer S.N.C., 762 F.2d 222 (2d Cir. 1985).

163 Empresa Cubana Exprotadora de Azucar y sus Derivados v. Lamborn & Co., 652 F.2d
231, 234 (2d Cir. 1981) (cakeover, by Cuban Minister of Labor, of American investor’s offices
and sugar operations pursuant to Cuban law allowing “intervention . . . of the work centers or
enterprises at which the normal production rate is ostensibly altered™’).

164 Echiopian Spice Extraction Share Co. v. Kalamazoo Spice Extraction Co., 543 F. Supp.
1224 (W.D. Mich. 1982) (nationalization by provisional military government of American 80%
share in Ethiopian corporation producing spices).

165 Alberti v. Empresa Nicaraguense de la Carne, 705 F.2d 250 (7th Cir. 1983) (nationaliza-
tion by Nicaragua of American 35% ownership in corporation engaged in slaughcering livestock
and packaging beef). : o -

188 But see American Int'l Group, Inc. v. Islamic Republic of Iran, 493 F. Supp. 522 (D.D.C.
1980) (citing Dunhill for the commercial activity exception to the act of state doctrine), vacated
on other grounds, 657 F.2d 430 (D.C. Cir. 1981).

67 Grill, loans to Freely Associated States are in this regard no more risky than loans to other
sovereigns. As early as 1877 the British Master of the Rolls noted that bonds issued by foreign
sovereigns ‘‘amount to nothing more than engagements of honror . . . not contracts enforceable
before the ordinary tribunals of foreign governments, or even of the ordinary tribunals of the
country which issued them without the consent of the government.” Twycross v. Dreyfus, 5 Ch.
D. 605, 616 (1877), quoted in Nichols, Soversign Debtors Under U.S. Immunity Law, in SOVER-
EIGN LENDING: MANAGING LEGAL Risks 81 (1984).

188 In Underhill it was relevant that the sovereign’s actions were “done in its own territory.”
Underhill v. Hernandez, 168 U.S. 250, 252 (1897). And in Allied Bank Int’l v. Banco Credito
Agricola de Cartago, 757 F.2d 516 (2d Cir. 1985), the act of state doctrine was held inapplicable
because the affected interests had a situs outside Costa Rica. Similarly, in Braka v. Bancomer
S.N.C., 762 F.2d 222 (2d Cir. 1985), and Callejo v. Bancomer S.A., 764 F.2d 1101 (5¢b Cir.
1985), the courts strongly suggested that an American situs of the relevant deposits would have
defeated the doctrine.



1989 / NEW PLAYERS 137

This creates an American situs for the debts that places them beyond the reach
of nationalization by the borrower. The act of state defense is thereby
unavailable.

On the other hand, retention of sovereign prerogatives suggests that the situs
be the borrowing state so thac the assets would remain under the sovereign
control of the borrower.’®® Whether a borrowing state is forced to abandon
these prerogatives in order to obtain workable interest rates depends on a vari-
ety of factors including relative interest rates, the strength of the borrower’s
commitment to the prerogatives, and the availability of lender assurances that
could be built into a loan package.'”®

III. INDIAN TRIBAL GOVERNMENTS
A. Tax status—The Indian Tribal Government Tax Status Act

The unique political and legal status of Indian tribes in the United States'™
has denied tribal governments the favorable federal tax treatment enjoyed by
States and municipalities. For example, in 1968 the Internal Revenue Service
ruled against tax-exempt treatment of tribal government bonds. The Service
found Internal Revenue Code section 103 unavailable because the tribes’ au-
thority is not derived from State sources.” Under this ruling tribal govern-
ments faced commercial, non-exempt interest rates when borrowing for infra-
structure development. This exacerbated the lack of development in Indian
country, 78

In 1982 Congress alleviated the situation by passing the Indian Tribal Gov-
ernment Tax Status Act.!” The Act provides that “‘[aln Indian tribal govern-
ment shall be treated as a State . . . for purposes of section 103 (relating to
interest on certain governmental obligations)'1?® thereby allowing tribes to issue

188 Also, the borrower's economy would benefit from the investment of the loan proceeds in
domestic financial institucions,

170 For example, surety arrangements to protect lenders may be available at borrowers’ ex-
pense. Sez, e.g., Morgan Guaranty Trust Co. v. Republic of Palau, 657 F. Supp. 1475 (SD.N.Y.
1987), an action brought by guarantors who, upon defaule by the borrowing government, paid
off government debts incurred to construct a power plant,

171 See infra discussion in text accompanying notes 178-81.

172 Rev. Rul. 68-231, 1968-1 C.B. 48.

13 Williams, Small Steps on the Long Road to Self-Sufficiency for Indian Nations: The Indian
Tribal Governmens Tax Status Act of 1982, 22 HARV. J. ON LEGIS. 333 (1985); Barsh, lrsues in
Federal, State and Tribal Taxation of Reservations Wealth: A Survey and Economic Critique, 54
WasH. L. Rev. 531 (1979).

174 Pub. L. No. 97-473, 96 Stat. 2607 (codified as amended at 26 US.C. § 7871 (1982 &
Supp. IV 1986)).

178 L R.C. § 7871(a)(4) (1983).
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tax-exempt debt.

There are, however, certain exceptions imposed on tribes that are not im-
posed on States. Industrial development bonds'?® are denied tax-free treatment
when used by Indian tribes.!?” Also, exemption is available to tribes only if
“substantially all of the proceeds [of the bond] . . . are to be used in the
exercise of any essential governmental function.”'”® Under the regulations'”®
and legislative history only projects traditionally viewed as public works or a
“utility-type activity”''®® qualify for exempt treatment.

A further qualification applies when borrowing authority is delegated by a
tribal government to a subdivision of the tribe.?®® In such cases the exemption
is available only if the Secretary of the Treasury determines, after consultation
with the Secretary of the Interior, “‘that such subdivision has been delegated the
right to exercise one or more of the substantial governmental functions™ of the
delegating government.'®?

In sum, unlike Freely Associated States, Indian tribes are able to issue bonds
whose interest is tax-exempt to lenders. But close attention must be paid to the
disposition of the proceeds so that the essential government function test is met.
And when a subdivision of tribal government issues the bonds, active federal
consent appears t0 be a necessary prefequisite to tax-exempt treatment under
section 103,

178 Industrial development bonds can be used by local governments to provide incentives for
private businesses to focate within the government's jurisdiction. Such bonds have been used to
provide, for example, factory or rerail space for lease to private businesses.

17 TR.C. § 7871(c)(2) (1983). This restriction is continued in the Tax Reform Act of 1986
where it is translated into an elimination of the “qualified bond™ exemption defined in section
141{d) of the Act. The new section 103 denies tax-free treatment to “‘any private activity bond
which is not a qualified bond” of the State or local government. By contrast, Indian governments
are denied rax-exempt treatment of “any private activity bond.” I4. (emphasis added).

178 Id. § 7872(c)(1). Treasury Regulations accompanying the Act incorporate the interpretation
of “essencial govermnment services” used for Internal Revenue Code section 115. Temp. Treas.
Reg. §§ 305.7871-1(d)(1)-(2) (1984).

179 Temp. Treas. Reg. §§ 3035.7871-(1)(d)(1)-(2) (1984).

180 HR. REP. NO. 984, 97th Cong., 2d Sess., 13-14, reprinted in 1982 US. Cope CONG. &
ADMIN. NEWS 4580, 4591-92. The limitations imposed on tribal governmental activity are dis-
cussed in Williams, supra note 173, at 383-89.

181 This includes, for example, delegacion of power to a tribal housing auchority to issue bonds
for construction funding or delegation to a tribal natural resources agency to borrow for coal, oil ot
water development.

193 1R.C. § 7871(d) (1988). How “substantial” government functions compare to “'essential”
government functions discussed ac section 103(c) is not explained in the legistacive history or the
Regulations.
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B. Tribal sovereign immunity
1. Origins and present status of the doctrine

The docttine of tribal sovereign immunity is a manifestation of a fact often
ignored in legal analysis—that Indians occupied North America first. Felix Co-
hen writes:

Perhaps the most basic principle of all Indian law, supported by a host of deci-
sions . ., . is the principle that those powers which are lawfully vested in an
Indian tribe are not, in general, delegaced powers granted by express acts of Con-
gress, but racher inherent powers of a limiced sovereignty which has never been
extinguished. Each tribe begins ics relationship with the Federal Government as a
sovereign power, recognized as such in treaty and legislation. The powers of sov-
ereignty have been limited from time to time by special treaties and laws . . . .
What is not expressly limited remains within the domain of tribal sovereigney.'®?

The United States Supreme Court used that analysis in establishing the tribal
sovereign immunity doctrine.’® And in Santa Clara Pueblo v. Martinez,*®® the
Court reafirmed the doctrine, noting that any congressional waiver of tribal
immunity must be unequivocally expressed.'®®

Despite these authorities, though, two lines of reasoning are advanced against
tribal immunity.?®? First, it is argued that in matters involving non-Indians and
not directly affecting intratribal affairs or tribal self-government the immunicy
doctrine is unjustifiable. The United Staces Court of Appeals for the Tenth
Circuit used this reasoning to distinguish Martinez and allow an action for
money damages against a tribe in Dyy Creek Lodge, Inc. v. Arapahoe & Shoshone

163 F. COHEN, HANDBOOK OF FEDERAL INDIAN Law, 122-23 (1971).

184 United States v. United Scates Fidelity & Guar. Co., 309 U.S. 506, 512 (1940).

188 436 U.S. 49 (1978).

180 436 U.S. 49, 58 (1978). The plaintiff contended that the Indian Civil Rights Act, 25
US.C. §§ 1301-1303 (1982 & Supp. V 1987), waived tribal immunity. The Coure found no
plain congressional statement of waiver and, therefore, immunity was upheld.

187 These arguments are encouraged by che fact that doctrines of immunity are sometimes
broadly criticized. See, e.g., Amar, Of Sovereignty and Federalism, 96 YALE LJ. 1425 (1987);
Mclish, Tribal Soversign Immunity: Searching for Sensible Limirs, 88 CowuM. LR. 173 (1988).
The FSIA and the Federal Tort Claims Act, 28 U.S.C. § 2674 (1982), are legislative limications
on sovereign immunity. And at least one Justice of the United States Supreme Court has ex-
pressed dissatisfaction with che tribal sovereign immunity doctrine. In Puyallup Tribe v. Depart-
ment of Game, 433 U.S. 165 (1977), Justice Blackmun stated, “'I entertain doubts . . . about
the concinuing viealiry in this. day of the doctrine of sovereign immunity as it was enunciaced in
United States v. United States Fidelity & Guaranty. 1 am of the view that the doctrine may well
merit reexamination in an approptiate case.” Id. at 178-79 (Blackmua, J., concurring) (citation
omitted).
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Tribes.*®®

Second, 2 gomplainant may have no remedy available through tribal systems.
The absence of a tribal forum was relied on in Dry Creek to justify providing a
federal forum, and the argument has been given weight by at least one other
court.!®?

But the tribal sovereign immunity doctrine is well established and lenders in
the bond markets will be understandably dissatisfied with these counterargu-
ments. Tribal borrowers will realize the lowest available interest rate only if they
remove this risk by providing an explicic waiver of immuniry.

2. Indian tribes and the Foreign Sovercign Immunities Act

The FSIA is not a congressional waiver of tribal immunity. Tribal govern-
ments, while sovereign, are not sufficiently foreign to come within the scope of
the FSIA. Early articulations of the status of tribal governments described them
as ‘‘domestic dependent nations.’'*®® Their dependence and domesticity defeat a
claim of international identity. They have no international political recogni-
tion'®! or ability to enter into treaties with foreign nations.'®® Thus, while the
term “foreign state” in the FSIA is susceptible of broad interpretation,'®® the
direct congressional control over tribes eliminates the diplomatic delicacy of for-
eign sovereignty'® and renders the FSIA inapplicable. '

Interestingly, there is no commercial activity exception to tribal immunity.
Immunity is sustained where defendant tribes have been engaged in construc-
tion,'®® off-reservation fish processing,'®® maintenance of tourist attractions,®?
and liquor sales.'®® These results are supported by the United States Supreme

188 623 F.2d 682 (10th Cir. 1980), cers. denied, 449 U.S. 1118 (1981). The distinction is
tenuous because Martinez was broad and uncategorical, containing nothing to suggest that the
Supreme Court sees such a limitation on tribal immunity. Interestingly, three Justices objected to
the denial of certiorari.

8% Kenai Qil & Gas, Inc. v. Department of the Interior, 522 F. Supp. 521 (D. Utah 1981)
(dismissing in part for failure to exhaust tribal remedies).

190 Cherokee Nation v. Georgia, 30 U.S. (5 Pet.) 1 (1831).

191 D, GETCHES, D. ROSENFELT, & C. WILKINSON, FEDERAL INDIAN LAw 253 (1979).

192 F. COHEN, supra note 183, ac 123.

192 See supra text accompanying notes 99-105.

For discussion of foreign relations and sovereign immunity, see supra text accompanying
notes 102-03.

198 Maryland Casualty Co. v. Citizens Nat'l Bank, 361 F.2d 517, 521 (5th Cir. 1966).

19 North Sea Prods., Ltd. v. Clipper Sea Foods Co., 92 Wash. 236, 595 P.2d 938 (1979).

197 Haile v. Saunooke, 246 F.2d 293 (4th Cir.), cers. denied, 355 U.S. 893 (1957). The
reporc of the case, however, leaves some doubt as to the tribe’s involvement in commercial
activity,

198 Rehner v. Rice, 678 F.2d 1340 (9ch Cir. 1982).

184
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Court’s rule chat tribal immunity waivers cannot 1o be implied, but must be
unequivocally expressed.®®

3. Waiver of tribal immunity—Who has authority to waive?

Does authority to waive immunity lie with the cribes or exclusively with
Congress? Tribes being sovereigns yet being in a trust or ward-guardian rela-
tionship®®® with the United States is a paradox.

Ic has been suggested that only Congress can waive tribal immunity. In
United States v. Fidelity & Guaranty Co.,*° the United States Supreme Court
said the “Indian Nations are exempt from suic without Congressional authori-
zation.”2°2 And the United States Court of Appeals for the Tenth Circuit up-
held an immunity waiver by a tribe in part because the ordinance containing
the waiver was approved by the Secretary of che Interior pursuant to federal
legislation.?*® The Arizona Supreme Court held that either the tribe or Congress
can waive tribal immunicy,2%4

In contrast to these cases, several federal circuits upheld tribal immunity
waivers in the absence of federal approval 2°® The United States Court of Ap-
peals for the Eighth Circuit found a tribal waiver of immunity in a tribal en-
tity’s sue and be sued clause.>® The United Scates Court of Appeals for the
Ninth Circuit held that a tribe’s voluntary intervention in a suit waives immu-
nity and consents to having orders issued against the tribe that would otherwise
be barred by sovereign immunity.2°” These two cases present the most persua-

%8 Santa Clara Pueblo v. Martinez, 436 U.S. 49, 58-59 (1979).

200 See, e.g., Cherokee Nation v. Georgia, 30 U.S. (5 Pet.) 1 (1831); United States v. Mitch-
ell, 463 U.S. 206 (1983).

201 309 U.S. 506 (1940).

20 Id. at 512.

203 Merrion v. Jicarilla Apache Tribe, 617 F.2d 537 (10th Cir. 1980), aff’d on cther grounds,
455 U.S. 130 (1982). The waiver is a part of a tribal resource severance ordinance.

204 Morgan v. Colorado River Indian Tribe, 103 Ariz. 425, 443 P.2d 421, 424 (1968) ¢hold-
ing that the defendant tribe “‘cannot be subjecced to the jurisdiction of our courts without its
consent or the consent of Congress”).

295 In addition to the cases discussed infra, see Merrion v. Jicarilla Apacke Tribe, 617 F.2d
537, 540 (10th Cir. 1980) (en banc); Fontenelle v. Omaha Tribe, 430 F.2d 143, 147 (1970);
Maryland Cas. Co. v. Citizens Nac'l Bank, 561 F.2d 517, 520-21 (Sth Cit.), cert. denied, 385
U.S. 918 (1966).

208 Namekagon Dev. Co. v. Bois Forte Reservation Hous. Auth., 517 F.2d 508 (8th Cir.
1975). The tribat housing authority was empowered by the tribal government to “‘sue and be
sued in its corporate name, upen any contract, claim or obligation arising out of its activities
under this ordinance and hereby authorizes the Authority to agree by contract to waive any
immunity from suic which it might otherwise have . . . .” Id. at 509.

207 United States v. Oregon, 657 F.2d 1009 (9¢h Cir. 1981).
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sive theoretical and practical reasoning. First, they are the only cases that ad-
dress the issue in the context of a unilateral tribal waiver. Second, they rest on
the logically compelling argument that the ability to waive immunity is an
inherent incident of the sovereignty which creates it. Third, as the Ninth Cir-
cuit observed, it contradicts federal policies encouraging tribal self-government
not to allow a tribe to waive its immunity.?°®

In sum, tribal sovereign immunity is a factor that must be addressed in
tribal government borrowing in order to minimize tisk and thereby minimize
interest rates. As with the Freely Associated States, a waiver of sovereign immu-
nity by the borrowing government provides the surest way to handle the
macter.2*®

IV. CONCLUSION

Freely Associated States cannot issue debt on which the interest is tax-exempt
to lenders because the Freely Associated States do not come with section 103 of
the Internal Revenue Code. Freely Associated State debt will therefore be
treated as a taxable public borrowing.

The Freely Associated States enjoy sovereign immunicy from suit and are
entities to which the Foreign Sovereign Immunities Act and the act of state
doctrine apply. While an argument can be made thac United States courts will
be reluctant to apply these doctrines to defeat lenders’ collection efforts, the
possibility of invocation of such defenses creates an undesirable risk for lenders,
driving up the cost of borrowing. This cost is unnecessary and can be avoided
by techniques available to the Freely Associated States in structuring their
borrowing.

Tribal governments, while not foreign sovereigns for FSIA purposes, also can
invoke the sovereign immunity defense, giving rise to the same increase in bor-
rowing costs. Techniques similar to those available to the Freely Associated
States can be used to address this matter. Unlike the Freely Associated States,
though, Indian governments can issue tax-exempt debt for a limited class of
public projects.

308 14 at 1013-14. It is unlikely that a court will hold a tribe’s clearly expressed, unequivocal
waiver of immunity invalid for want of federal consent. None of the cases cited above compel
that result and it would contradict both logic and federal policy. Any litigant asserting that a tribe
should be able to renege on such a waiver would surely be left in a most unsympathetic position
in the court’s eyes.

3% For a discussion of the advantages of such a waiver in the Freely Associated State context,
see supra text accompanying note 142.



Two Growing Procedural Defenses in Common
Law Wrongful Discharge Cases—Preemption
and Res Judicata

I. INTRODUCTION

During the twentieth century, Congress and state legislatures passed a great
number of statutes regulating the employment relationship.! The number of
these statutes in existence increases every year. Recently, state courts began pro-
viding employees with common law claims against their employers. In many
instances case law and statutory laws overlap. This overlap raises the question of
whether or not a scatute preempts a common law claim.

Where a dischatged employee brings a state common law wrongful dischatge
action against the employee’s former employer, and where the employer at-
tempts to invoke a statute to either preempt or preclude the common law
claim, the outcome will vary widely depending upon a multiplicity of factors.
Among these are the applicable law, the nature of the employment, and the
possible forums available.

II. BACKGROUND

This comment surveys some of the most common applications of preemption
and preclusion to employment law. Section II discusses the background, while
Section III discusses the non-legal context, and Section IV discusses in detail the
legal process involved. Finally, this comment concludes, in Section VI, that in a
situation where there are civil rights involved, preclusion and preemption gener-
ally are not successful defenses to state common law wrongful discharge. Pre-
emption and preclusion, however, are successful defenses when certain other less
important employee rights are implicated.

At-will employment is employment that both the employer or employee may
terminate at any time, without notice and without cause. Traditionally, a hiring

L' Craver, The 1986-87 Supreme Court Labor and Employment Law Term: The Expanding Focus
on Individual Rights and Preemption, 3 LAB. LAw. 755 (1987),

143
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for an indefinite period (as opposed to a hiring for a specific term) is considered
at-will employment. Recently, this American common-law rule has become the
subject of increasing judicial intervention.? The trend toward seeking to provide
employees with some protection from cercain kinds of termination has gained a
substantial judicial foothold. Many employee lawsuits attacking discharges from
employment now frequently survive motions to dismiss or motions for sum-
mary judgment. This imposes on employers the cost of extensive licigation and
the risk of a judgment for the employee on the merits.

The traditional American common law doctrine of “‘employment at-will” is
that unless a definite period of services is specified in the contract, the hiring is
at-will, and the employer has the right to discharge the employee without no-
tice at any time, for any reason, and an employee may terminate the employ-
ment relationship on the same basis.®* A general or indefinite hiring is prima
facie evidence of a hiring at-will under the common law rule.* This employ-
ment at-will rule gained constitutional status in Adair v. United States.®

That status, however, proved to be short lived. United States Supreme Court
decisions upholding the consticutionality of “new deal” legislation permitted
the limitation, or significant alteration, of the common law employment at-will
doctrine.® Today, many federal statutes limit atc-will employment. Among these
are the National Labor Relations Act,” the Fair Labor Standards Act,® the Oc-

2 J. BARBASH & J. KAUFF, UNJusT DISMIsSAL 1983: LITIGATING, SETTLING, AND AVOIDING
CramMs 17 (1983).

* Id. at 18; see Crawford v. Stewart, 25 Haw. 226 (1919). The American common law rule
became known as Wood's rule. See H. WOOD, MASTER AND SERVANT § 134 (lst ed. 1877).

¢ J. BARBASH & J. KAUFF, supra note 2, ac 18.

& 208 U.S. 161 (1908). The Supreme Court held unconsticutional federal and scate stacutes
which barred enforcement of employment contracts requiring, as a pre-condition, that employees
expressly agree not to join a union because in the Court’s view such statutes violate the 14¢h
amendment due process clause. The Court stated that it is not within the functions of govem-
ment {to] compel any person in the course of his business {to] retain the personal services of
another.” See also Coppage v. Kansas, 236 U.S. | (1915). Bus see Phelps Dodge Corp. v. NLRB,
313 US. 177, 187 (1941) (noting that **. . .decisions in chis Courc since {Adzir]} and [Coppage}
have completely sapped those cases of their authority.”)

¢ See, e.g., NLRB v. Jones & Laughlin Steel Corp., 301 U.S. 1 (1937) (upholding constitu-
tionality of the National Labor Relations Act). The N.L.R.A. prohibits discharges of employees
for exercising their rights to organize and bargain collectively. Jones & Laughlin thus limited the
employment at-will docerine by prohibiting employers from discharging employees for exercising
cheir rights under the National Labor Relations Act). But see Schechter Poulery Corp. v. United
States, 295 U.S. 495 (1935) (holding that federal government could not regulate wages and
hours of workers employed in intrastate commerce. Schechter held the National Industrial Recov-
ery Act unconsticutional. This was the last statute to be struck down that imposed limitacions
upon the employment at-will doctrine. After Schechter, statutes char limited the doctrine were
held consticutional.) .

729 US.C. §§ 158(2)(1), (3), (4) (1982).

8 Id. §§ 215(1), (3), 216(b).
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cupational Safety and Healch Act,® Title VII of the Civil Rights Act of 1964,°
the Age Discriminacion in Employment Act of 1967,'! the Employee Retire-
ment Income Security Act,'® the Railway Labor Act,'® and others.!* State work-
ers’ compensation acts and other state statutes often limit the at-will doctrine as
well}*

Since the 1970s, courts in a number of jurisdictions have recognized judi-
cially created claims, which furcher limit the employment at-will doctrine.®

® Id. §§ 2000e-2, 2000e-3(a).
® 2 US.C. §§ 2000e-2, 2000e-3(a) (1982).

1129 US.C. §§ 623, 631, 633(a) (1982).

1344 §§ 1140, 1141.

1345 US.C. §§ 151-188 (1982).

1 Civil Rights Acts of 1866 & 1871, 42 U.S.C. § 1981 (1982); Federal Employers’ Liability
Act, 45 US.C. § 60 (1982); Jucrors’ Employment Protection Act, 28 US.C. § 1875 (1982),
Rehabilitation Act of 1973, 29 U.S.C. § 793(a) (1982); Vietnam Veterans Readjustment Act, 38
U.S.C. §§ 2021, 1024(a) (1982).

1% Portillo v. G.T. Price Prods., Inc., 131 Cal. App. 3d 285, 182 Cal. Rper. 291 (1982);
Taylor v. St. Regis Paper Co., 560 F. Supp. 546 (C.D. Cal. 1983); Cornejo v. Polycon Indus.,
Inc,, 109 Wis. 2d 649, 327 N.W.2d 183 (Ct. App. 1982).

16 See, e.g.,, McNuley v. Borden, Inc., 474 F. Supp. 1111 (E.D. Pa. 1979) (employee can
have a cause of action under Pennsylvania law for wrongful discharge); O'Neill v. ARA Servs.,
Inc., 457 F. Supp. 182 (E.D. Pa. 1978) (terminable at-will is a rebuttable presumption);
Petermann v. Incernational Bhd. of Teamsters, 174 Cal. App. 2d 184, 344 P.2d 25 (1959)
(public policy exception adopted); Hunter v. Hayes, 533 P.2d 952 (Colo. Ct. App. 1975) (not
chasen for official publication) (promissory estoppel applied); Parnar v. Americana Hotels, Inc.,
65 Haw. 370, 652 P.2d 625 (1982) (public policy exception adopted); McIntosh v. Murphy, 52
Haw. 29, 469 P.2d 177 (1970); Ravelo v. County of Hawaii, 66 Haw. 194, 658 P.2d 883
(1983); Kinoshita v. Canadian Pacific Airlines, Ltd., 68 Haw. 724 P.2d 110 (1986) (implied
contract exception adopted); Kelsay v. Motorola, Inc., 74 Ill. 2d 172, 384 N.E.2d 353 (1978),
Forcune v. National Cash Register Co., 373 Mass. 96, 364 N.E.2d 1251 (1977} (duty to termi-
nate in good faith imposed); Grouse v. Group Health Plan, Inc., 306 N.W.2d 114 (Minn.
1981) (promissory estoppel applied); Monge v. Beebe Rubber Co., 114 N.H. 130, 316 A.2d
549 (1974) (duty to terminate in good faith imposed); Weiner v. McGraw-Hill, Inc., 57
N.Y.2d 458, 443 N.E.2d 441, 457 N.Y.S.2d 193 (1982) (additional consideration exception
recognized). See afso S. DIAMOND, CAN THEY JusT FIRE Mg? (1984); J. BARBASH & J. KAUFF,
supra note 1; A, HILL, "“WRONGFUL DiSCHARGE™ AND THE DEROGATION OF THE AT-WILL EM-
PLOYMENT DOCTRINE (1987); Copeland, The Revenge of the Fired, NEWSWEEK, Feb. 16, 1987, at
46; Ichinose, Hawaii’s Supreme Court Recognizes Tort of Retaliatory Discharge of an As-Will Em-
ployee, 17 Haw. BJ. 123 (1982); Jung & Harkness, The Facts of Wrongful Discharge, 4 LAB.
Law 257 (1988); Lopatka, The Emerging Law of Wrongful Discharge - A Quadrennial Assessment
of the Labor Law Issue of the 80’s, 40 Bus. Law. 1 (1984); Machida, Wrongful Discharge, HAW.
BUSs., Jan. 1987, ac 44; Recent Development, Contract Law-—Kinoshita v. Canadian Pacific Air-
lines, Lid.: Judicial Excepion to the “Employment-at-Will’" Doctrine, 3 U. Haw. L. REv. 783
(1987); Note, Ravelo v. County of Hawaii: Promissory Estoppel and the Employment At-Will Doc-
trine, 8 U. HAw. L. REV. 163 (1986); Kobayashi, Fired Secretary Awarded $2 Million, Honolulu
Advertiser, Apr. 25, 1987; Gould, Fired! Employers Paying Up in Wrongful Dismissal Suits, Sun-
day Honolulu Star-Bull. & Advertiser, Feb, 10, 1985, at G-6; Lubin, Legal Challenges Force

-



146 University of Hawaii Law Review | Vol. 11:143

These are known as “wrongful discharge” or “unjust dismissal’’ claims. They
are grounded on both contract and tort theories. Plaintiffs in these *‘wrongful
discharge™ actions often seek punitive damages, which are unavailable under
most stacucorily created claims. Because of the number of statutory and com-
mon law claims affecting employment today, employment claims may often
overlap. When this happens, one law may preempt or preclude another.

Thus, preemption and preciusion have now joined the procedural defenses
that are important to employers in defending wrongful discharge actions.?

Preemption can be classified broadly into two types: (1) federal statute/state
law (common law or statutory) and (2) state statute/state common law. Federal
law displacing state law is the most common example of preemption.'® This
theory of preemption derives from the supremacy clause of the United States
Constitution.’® The supremacy clause permits Congress to preempt state regula-
tion in three ways: (1) expressly; (2) by enacting a regulation that conflicts with
state law; or (3) by enacting a comprehensive system of regulations that dis-
places all state law in the area (i.e., “‘occupying the field’).2® Federal statutes
can preempt both state scatutes*® and state common law.** Federal preemption
of state statutes is discussed in this comment mainly to develop the doctrine of
preemption for later application to state common law wrongful discharge situa-
tions. State statutes may also preempt state common law wrongful discharge
causes of action.?®

Firms 10 Revamp Ways They Dismiss Workers, Wall St. J., Sept. 13, 1983 at 1, col. 6.

Y1 See Brown, Labor Law lssues Facing Multinational and Japanese Companies Operating in the
United States and United States Companies Using Japanese-Style Labor Relations: Agenda Iltems
Under the “New Labor Relations,” 8 U. HAw. L. Rev. 261, 331 (1986) (“One of the most
rapidly growing defenses in wrongful discharge cases is that of pre-emption.”).

18 “Preemption” is defined as the “[dJoctrine adopted by U.S. Supreme Court holding that
certain matters are of such a national, as opposed to local, character that federal laws pre-empt or
take precedence over state laws, As such, a stace may not pass a law inconsistent with the federal
law. Examples are federal laws governing interstate commerce.” BLACK'S LAW DICTIONARY 1060
(5th ed. 1979).

1* U.S. CoNsT. are. VI, ol 2.

20 See Pacific Gas & Elec. Co. v. Scate Energy Resources Conservation & Dev. Comm'n, 461
U.S. 190 (1983); G. STONE, L. SEIDMAN, C. SUNSTEIN & M. TUSHNET, CONSTITUTIONAL LAW 318
(1986).

#1 J. NowAK, R. ROTUNDA & J. YOUNG, CONSTITUTIONAL LAW 267 (1978); see Gamer v.
Teamsters Local 776, 346 U.S. 485 (1953).

¥ Local 926, Int'l Union of Operating Eng'rs v. Jones, 460 U.S. 669 (1983); Viestenz v.
Fleming Cos., 681 F.2d 699 (10th Cir. 1982).

32 See Portilio v. G.T. Price Prods., Inc., 131 Cal. App. 3d 285, 182 Cal. Rper. 291 (1982);
Taylor v. St. Regis Paper Co., 560 F. Supp. 546 (C.D. Cal. 1983); Cornejo v. Polycon Indus.,
Inc., 109 Wis. App. 2d 649, 327 N.W. 2d 183 (1982); Strauss v. A.L. Randall Co., 144 Cal.
App. 3d 514, 194 Cal. Rptr. 520 (1983); Wolk v. Saks Fifth Ave., Inc. 728 F.2d 221 (3d Cir.
1984).
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The second procedural defense discussed in this comment is preclusion. Pre-
clusion bars litigants from making a claim in one foram which previously was
made in anocher forum.** This comment will focus on the general doctrines of
preemption and preclusion and exceptions thereto. In addition, cases in which
employers used preemption or preclusion as defenses against wrongful discharge
actions will be examined.

III. NON-LEGAL CONTEXT

Certain policy arguments and conflicts arise in determining whether, and if
so, when preemption or preclusion should apply. Among these policy concerns
are local interests versus a uniform national policy, the possibility of duplicative
remedies,® and the burdens and traps of defending in multiple forums.?® These
are discussed briefly in the above order.

First, chere are often important local intereses involved in settling a wrongful
discharge claim.?” There are, however, many benefits that flow from a uniform
national policy.?® For example, a uniform body of labor law is essential to guard
rights granted under the National Labor Relations Act from erosion in state
courts and legislatures.*® Second, if a plaintiff's claim is not preempted or pre-
cluded, the plaintiff may have more than one forum in which to pursue the
same remedies.®® If, on the other hand, the employee’s claim is preempted or

3 See Kremer v. Chemical Conser. Corp., 456 U.S. 461 (1982); University of Tennessee v.
Elliote, 478 U.S. 788 (1986).

8 If an employee is allowed to successfully pursue a remedy in more than one forum, he or
she may receive duplicative remedies; that is, possibly double recovery for the same loss.

2 An employee who files a claim in more than one forum forces the employer to defend itself
twice on the same fact sicuation.

%7 See, e.g., Linn v. United Plant Guard Workers, 383 U.S. 53, 62 (1966) (recognizing an
overriding state incerest in redressing citizens® injuries from malicious libel); Betknap, Inc. v.
Hale, 463 U.S. 491 (1983) (state has substantial interest in protecting its citizens from misrepre-
sentations). See infra text accompanying notes 49-69 regarding macters of overriding local concern
and NLRA preemption.

38 See, e.g., San Diego Bldg. Trades Council v. Garmon, 359 U.S. 236, 245 (1959) (“[Tlhe
States as well as the federal courts must defet to the exclusive competence of the National Labor
Relacions Board if the danger of state interference with national policy is to be averted.”); Team-
sters v. Lucas Flour Co., 369 U.S. 95, 104 (1962) (''The importance of the atea which would be
affected by separate systems of substantive law makes the need for a single body of federal law
particularly compelling.”)

3 See, e.g., Vandeventer v. Local 513, Int’l Union of Operating Eng'rs, 579 F.2d 1373 (8th
Cit.), cert. denied, 439 U.S, 984 (1978).

%3 See Alexander v. Gardner-Denver Co., 415 U.S. 36, 53-54 (1974) ("{Tlhe arbitrator has
authority to resolve only questions of contractual rights, and this authority remains regardless of
whether certain contractual rights are similar to, or duplicative of, the substantive rights secured
by Title VIL"") (emphasis added).
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precluded, the employee’s temedy may be severely limited and the employer
may not be discouraged from discharging employees wrongfully. Third, the
burden of an employer to defend in more than one forum may be excessive if
preemption or preclusion does not apply.®! Last, the traps of multiple forums
may make for a stronger argument that preclusion or preemption should apply.

IV. LeGAL PROCESS
A. Federal Statutes/State Law Preemption
1. The National Labor Relations Act®?
@. Doctrine

Generally, the National Labor Relations Act (NLRA)*® preempts state law
wherever the two areas overlap.®* One of the leading United States Supreme
Court cases for this proposition is Sen Diego Building Trades Council v. Gar-
mon.3® Garmon involved a state court suit by an employer seeking damages
arising from employee picketing. The Court held that picketing was within the
scope of the NLRA and that the state court had no jurisdiction to award the
employer damages for injuries caused by the picketing.®® The Court found that
it was Congress’ intent to have close questions resolved by the National Labor

31 See Allen v. McCurry, 449 U.S. 90, 94 (1980) (giving preclusive effect encompasses both
the parties’ incerest in avoiding the cost and vexation of repetitive litigation and the public’s
interest in conserving judicial resources); K. DAVIS, ADMINISTRATIVE LAW 78 (2d ed. 1983). See
also Alexander v. Gardner-Denver Co., 346 F. Supp. 1012, 1019 (D.Colo. 1971), &ffd, 466
F.2d 1209 (10th Cir. 1972}, rev'd, 415 U.S. 36 (1974) (the District Court described this situa-
tion as one which, “gives the employee two strings to his bow when the employer has only
one.”).

3% See gemerally Gregory, The Labor Preemprion Doctrine: Hamiltonian Renaissance or Last
Hurrah?, 27 WM. & MARY L. REv. 507 (1986); Kosanovich, Inching Through the Maze: Recent
Developments in Preemption Under the NLRA and the Impact of Caterpillar, Hechler and Others, 4
LaB. Law. 225 (1988).

38 29 US.C. §§ 151-169 (1982).

34 See Gamner v, Teamsters Local 776, 346 U.S. 485 (1953); see generally Comment, NLRA
Preemption of State Wrongful Discharge Claims, 34 HASTINGS LJ. 635 (1983); Comment, Srate
Actions for Wrongful Discharge: Qvercoming Barviers Posed by Federal Labor Law Preemption, 71
CALIF. L. REV. 942 (1983); Grossman, NLRA Preemption of Wrongful Discharge Actions: A Per-
spective, 1 LAB. LAW. 583 (1985); Kennedy, Federal Labor Law Preemption and Hawaii's Work-
Injury Discharge Law, 16 HAw. BJ. 37 (1981); Wheeler & Browne, Federal Preemption of State
Wrongful Discharge Actions, 8 INDUS. REL. L]J. 1 (1986).

3 359 U.S. 236 (1959).

3 Id. at 246,
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Relations Board.®” If the conduct was arguably protected or prohibited, then, in
the Court's view, state law was inapplicable.

Applying the doctrine of preemption, the United States Supreme Court con-
cluded in Garmon that Congress intended the NLRB to oversee labor law regu-
lation to ensure uniform application of the NLRA. The Supreme Court thus
limited che power of a state to create rights affecting labor disputes, or to adju-
dicate controversies arising from such dispuces.®® The Courr further noted thac
preemption by the NLRA is based on the rationale that the NLRA is a regula-
tory scheme intended to prohibit certain conduct, protect certain conduct, and
leave other matters between management and labor to the regulated economic
power struggle.®® A state law that prohibits what the NLRA permics is invalid
by virtue of the supremacy clause.*®

The NLRA also seeks to allow freedom of action in some areas under its
regulation.*! Protected and prohibited conduct generally refers to the rights cre-
ated by Section 7 and the unfair labor practices set out in Section 8 of the
NLRA.** While these sections do not touch upon all possible areas of concern
to employers and employees, state regulation is not necessarily permitted in
these untouched areas. State regulation of actions that are neither prohibited nor
protected might still impede the policy goals of the NLRA and are therefore
also preempted.*®

The doctrine of preemption was further developed in Allis-Chalmers Corp. v.
Lueck ** The Allis-Chalmers preemption is distinct from the Garmon preemp-
tion because Allis-Chalmers involves section 301, and hence is commonly re-
ferred to as 301 preemption.””*® The United States Supteme Court in Alis-

3 M. ac 242.

3% See id. at 245.

3% See id. ar 240.

4 US. ConsT. art. 1V, § 2.

11 Weber v. Anheuser-Busch, Inc., 348 U.S. 468, 480 (1955); R. GORMAN, LABOR LAaw:
UNIONIZATION AND COLLECTIVE BARGAINING 778 (1976).

2 29 US.C §§ 157, 158 (1982).

43359 U.S. 236, 242-45; Machinists v. Wisconsin Employment Relations Comm’n, 427
U.S. 132 (1976). The Court in Machinists expressly overruled Local 232 v. Wisconsin Employ-
ment Relations Bd. 336 U.S. 245 (1949), which held chac staces were not preempted from
regulating conduct chat was neither protected nor prohibited by federal labor laws.

471 US. 202 (1985).

4% Section 301 of the Taft-Hartley Act, which governs actions for breach of collective bargain-
ing agreements, reads as follows:

Suits for violation of contracts between an employer and a labor organizacion representing

employees in an industry affecting commerce as defined in this Act, or between any such

labor organizations, may be brought in any district courc of the United States having
jurisdiction of the parties, without respect to the amount in controversy or without regard

to the citizenship of the parties.

29 US.C. § 185(a) (1982).
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Chalmers held that when the resolution of a state law claim is substantially
dependent on interpretation of the terms of a collective bargaining agreement,
the claim must either be treated as a section 301 claim, or dismissed as pre-
empted by federal contract law. In addition, the Supreme Court noted thac
because the right asserted in Allis-Chalmers not only derived from the labor
contract, but was defined by the contractual obligation of good faith, any at-
tempt to assess liability inevitably would involve contract interprecation.*® Thus,
the Court held that the action should be dismissed for failure to use the con-
tract grievance arbitration procedure, or be dismissed as preempted by section
301.47

b. Limitations{Exceptions

Although the scope of federal preemption of state law under the NLRA is
very broad, there are exceptions where state law may apply. These exceptions
may be divided into two categories: (1) those that are judicially created; and (2)
those expressly created by the NLRA.*®

(1) Judicially Created Exceptions

In this comment, judicial exceptions are further divided into those of over-
riding local concern and those of peripheral federal concern.

(@) Matsters of Overriding Local Concern

One exception made by the United States Supreme Court to the preemption
doctrine, permits state regulation of conduct thac ‘‘touches incerests deeply
rooted in local feeling and responsibility.”*® Where the marter is of overriding
local concern, the NLRA will not preempt state law. Examples of matters in-
volving overriding local concern include violence,*® defamation,®! intentional in-
fliction of emotional distress,** unemployment benefits,®® and breach of contract

4% 471 U.S. at 208-21.

T I ar 220-21.

4% See R. GORMAN, supra note 41, at 786.

**  Amalgamated Ass'n of Street, Elec. Ry. & Motor Coach Employees v. Lockridge, 403 U.S!
274 (1971).

80 See, e.g., UAW v. Russell, 356 U.S. 634 (1958).

81 See, e.g., Linn v. United Plant Guard Workers, 383 U.S. 53 (1966).

83 See, e.g., Farmer v. United Bhd. of Carpenters & Joiners Local 25, 430 U.S. 290 (1977).

53 See, ¢.g., Ohio Bureau of Employment Servs. v. Hodory, 431 US. 471 (1977).
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regarding strike replacements.®*

The violence exception has been applied to allow state courts to remedy acts
of violence or threats thereof in labor disputes. State courts may grant injunc-
tions to restrain violent acts or award damages against those who engage in
violence.®® State courts may address claims of violence although such conduct
may also constitute an unfair labor practice under the NLRA. The rationale
supporting this exception to the preemption doctrine is thar staces are the natu-
ral guardians of the public against acts of violence. Therefore, prevention of
violent acts is a matter of genuine local concern,®®

Another judicially created exception involving an overriding state interest is
the prevention of defamation in labor disputes.®? Local courts are permitted to
award tort damages for defamation if it is malicious,®® that is, if it is urtered
with deliberate or reckless disregard for the eruth.®® State courts may not award
damages based on any lower standard of malice because federal law sets the
limic on free speech in labor disputes. Federal law, however, requires a showing
of deliberate or reckless falsity.®® While federal labor policy does not condone
knowing falsehoods, the United States Supreme Court has found deeply rooted
local concerns for creating a qualified privilege to defame.®! Free speech is im-
portant in labor disputes to minimize the possibility that labor debate will be
chilled.®*

Intentional infliction of emotional distress is a third judicially created excep-
tion of overriding local concern. A state court action by an employee against a
union for intentional infliction of emotional distress is not preempted by the

8¢  See, e.g., Belknap, Inc. v. Hale, 463 U.S. 491 (1983).

58 UAW v. Russell, 356 U.S. 634 (1958); UAW v. Wisconsin Employment Relations Bd.,
351 US. 266 (1956); Construction Workers v. Laburaum Constr. Corp., 347 U.S, 656 (1954).
See also Franchise Tax Bd. v. Construction Laborers Vacation Trust for S. California, 463 U.S. 1,
25 n.28 (1983) (noting in dictum chat state bactery suit arising out of a violent strike would not
be preempted); Sears, Roebuck & Co. v. Carpenters, 436 U.S. 180 (1978) (state trespass action
arising from picketing not subject to preemption).

%8 Russell, 356 U.S. 634,

57 Linn v. United Plant Guard Workers, 383 U.S. 53, 63 (1966). See alio Salzhandler v,
Caputo, 316 F.2d 445 (2d Cit.), cerz. denied, 375 U.S. 946 (1963). The definition of a labor
dispute is found at 29 U.S.C. § 152(a) (1982).

58  Linn, 383 U.S. at 64-65 (tort of libel is not preempted if plaintiff “‘can show thac che
defamatory sratements were circulated with malice and caused him damage™; requirement thac
malice be shown will minimize the possibility that labor debate will be chilled by the threat of
scace libel suirs). See afso New York Times Co. v. Sullivan, 376 U.S. 254 (1964).

8  New York Times, 376 U.S. 254.

¢  Old Dominion Branch No. 496, Nat'l Ass’'n of Letter Carriers v. Austin, 418 U.S. 264
(1974).

i

®*  Linn, 383 U.S. at 64-65.
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NLRA.*® This exemption, however, applies only when the conduct in question
is unrelated to the alleged employment discrimination or involves abusive tac-
tics of discrimination,®*

Unemployment benefits are yet another judicial exception of overriding state
concern. The Uniced States Supreme Court has upheld state statutes both al-
lowing®® and disallowing®® unemployment benefits to strikers.

Finally, breach of contract for strike replacements is still another exception to
the preemption doctrine.®” An employer who hires permanent replacements for
striking employees and chen later discharges them after the strike is over can be
sued in state coure for breach of contract.®® Preventing the discharged employees
from proceeding in state court would deny them a remedy. Allowing them to
proceed supports a strong state interest.?

(6} Matters of Peripheral Federal Concern

The United States Supreme Court has held that the preemption doctrine
does not apply where the matter is of only peripheral concern to federal labor
policy.” As such, the NLRA will not preempt state law in such cases. One
example of this is purely internal union management matters, which have no
impact on the national labor policy. In International Association of Machinists v.
Gonzales,” a union member sued for reinstatement and damages after expul-
sion from his union where the expulsion allegedly violated the union constitu-
tion and bylaws. The Supreme Court upheld the state’s power to award dam-
ages, characterizing the case more as a breach of contract action than a matter of
peripheral federal labor policy.”®

2  Farmer v. United Bhd. of Carpenters & Joiners Local 25, 430 U.S. 290 (1977). But see
Spielmann v. Anchor Motor Freight, Inc., 551 F. Supp. 817 (S.D.N.Y. 1982) (distinguishing
Farmer where outrageous conduct was the arguably prohibited conduct under the NLRA).

8 Farmer, 430 U.S. 290. See Viestenz v. Fleming Cos., 681 F.2d 699 (10ch Cir), cers.
denied, 459 U.S. 972 (1982) (claims of intentionally inflicted emotional distress arising in the
context of an unfair labor practice and the events surrounding the employee’s discharge was held
preempted by federal law).

¢  New York Tel. Co. v. New York State Dep'c of Labor, 440 U.S. 519 (1979).

88 Ohio Bureau of Employment Servs. v. Hodory, 431 U.S. 471 (1977).

87 See gemerally, Stromire, The National Labor Relations Act Does Not Preempt a Discharged
Permanent Replacement Worker's State Cause of Action, 37 VAND. L. REV. 1205 (1984).

%8 Belknap, Inc. v. Hale, 463 U.S. 491 (1983).

%  Note, Labor Law Preemption After Belbnap, Inc. v. Hale: Has Preemption as Usual Been
Permanently Replaced?, 17 IND. L. REV. 491 (1984).

7 San Diego Bldg. Trades Council v. Garmon, 359 U.S. 236 (1959).

1356 US. 617 (1958).

™
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(2) Statutory Exceptions

In addicion to the above-noted judicial exceptions to the preemption doc-
trine, the NLRA explicitly provides certain statutory exceptions. Damages for
unlawful strikes or boycotts,”® actions for breach of a collective bargaining
agreement (section 301),7* situations where the NLRB refuses jurisdiction,™
and state limitations on union security agreements’® all have been explicitly
exempted by Congress from the general rule of NLRA preemption.

¢.  Wrongful Discharge

Having outlined the preemption doctrine of the NLRA and a number of its
exceptions, the discussion now turns to applications of the NLRA preemption
docerine as a defense to state common law wrongful discharge actions.

Express employment contracts have been enforceable in state courts under
state common law for several years.”” The phrase “state common law wrongful
discharge claim™ is used frequently to refer to more recent judicial limitations to
the employment at-will doctrine, Wrongful discharge in this concext usually
refers to implied contract theories of recovery or tort cheories of recovery based
on violation of public policy.

These cases arise where an employee was unsuccessful in gaining reinstate-
ment under the grievance and arbitration procedures of the collective bargaining
agreement.”® An employee mighe also bypass the grievance procedure for a state
court action in hopes of obtaining a better remedy such as the addition of
punitive damages not available under the NLRA.” Allowable wrongful dis-
charge claims vary from state to state.%?

The United States Supreme Court has yet to directly address federal preemp-
tion of such state common law wrongful discharge actions. Federal courts are
divided on the question of preemption where the terminated employee is a
union member in a recognized collective bargaining unit. To illuscrate the
point, this comment will analyze two cases decided by the United States Court
of Appeals for the Ninth Circuit.

The first case is Qlguin v. Inspiration Consolidated Copper Co..®* In Olguin, the

78 Taft-Hartley Act, § 303, 29 U.S.C. § 187 (1982).

7  Tafe-Hartley Act, § 301, 29 US.C. § 185(a) (1982).

7 Landrum-Griffin Act of 1959, § 14(c), 29 U.S.C. § 164(c) (1982).

78 NLRA, § 14(b), 29 U.S.C. § 164(b) (1982).

77 See, e.g., Belknap v. Hale, 463 U.S. 491 (1983).

8 See, e.g., Olguin v, Inspiration Consolidated Copper Co., 740 F.2d 1468 (9ch Cic. 1984).
™ See, e.g., Allis-Chalmers Corp. v. Lueck, 471 U.S. 202 (1985).

80 See generally ]. BARBASH & J. KAUFF, supra note 2.

81 740 F.2d 1468 (9th Cir. 1984). Contra Miller v. AT & T Nerwork Systems, 850 F.2d
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plaintiff employee, Olguin, was discharged by his employer because he misused
and damaged a saw.®? Plaintiff asserted claims for wrongful discharge, wrongful
discharge in violation of public policy, intentional infliction of emotional dis-
tress, and breach of contract.?® Because plaintiff was covered by a collective
bargaining agreement,* his employer removed the action to federal coure.®®
The federal district coure subsequently dismissed the case, however, because the
claims all arose under federal law, because federal law provided exclusive reme-
dies, and because plaintiff failed to follow the procedures provided by the col-
lective bargaining agreement.®® The United States Court of Appeals for the
Ninth Circuit affirmed the district court’s dismissal,®” holding chat plainciff's
exclusive remedies lay under the collective bargaining agreement, since the
agreement was governed by federal law. Plaintiff's state wrongful discharge
claims were preempted by the NLRA.%

The second case is Garibaldi v. Lucky Food Stores, Inc.,® which was decided
earlier in that year. In Garibaldi, a completely different panel of the United
States Court of Appeals for the Ninth Circuit® held that a suit alleging wrong-
ful discharge in violation of public policy was not preempted by the NLRA.**
Garibaldi, the plaintiff employee, alleged that he was discharged for notifying
the state health deparcment about a shipment of spoiled milk that his employer
ordered him to deliver.®® Garibaldi is distinguishable from Olguin in chat the
Garibaldi court found that Garibaldi alleged a discharge in violation of state
public policy, whereas, the Olguin court found thac Olguin acted without bene-
fic of either state law or policy to support his actions,

It appears then, ac least in the Ninth Circuit, that in a state wrongful dis-
charge claim, where the discharged employee acted in accordance with a state
public policy and the employer violated that policy, the employee’s state com-
mon law claim will not be preempted by the NLRA. If, however, the court
finds that the employer’s actions did not violate a state law or policy, the em-
ployee’s claim will be preempted by the NLRA.

A recent decision of the United States Supreme Court involving section 301

543, 549 (9¢h Cir. 1988) (opinion by a different 9ch Circuic judge said Olgwin was no longer
binding precedent).

8 740 F.2d at 1470 n.2.

88 14, at 1471.

8 1d. at 1470.

88 1d. ar 1471.

% Id

%7 Id. at 1470.

88 1d. ac 1476.

89 726 F.2d 1367 (9ch Cic. 1984), cers. denied, 471 U.S. 1099 (1985).

99 See id. at 1368; see alse 740 F.2d at 1470.

@1 726 F.2d at 1369.

9 Id. at 1368.
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preemption in a wrongful discharge suit was Lingle v. Norge Division of Magic
Chef, Inc.®® In thac case, plaintiff, a former employee, was discharged for filing
an allegedly false worker’s compensation claim.® Plaintiff was covered by a col-
lective bargaining agreement that protected employees from discharge except for
just cause.® During the arbitration of che dispute, plaintiff sued Magic Chef for
wrongful discharge.*® The Supreme Court held that plaintiff’s state wrongful
discharge remedy was not preempted by section 301.%7 Justice Stevens, speak-
ing for the majority, reasoned that as long as a state law claim can be resolved
without interpreting the collective bargaining agreement, the claim is indepen-
dent of the agreement for section 301 preemption purposes.®®

2. Title VI, Civil Rights Act of 1964

The Civil Rights Act of 1964 (Title VII),*® unlike the NLRA, will not pre-
empt the application of state law that is consistent with or expands upon rights
granted thereunder.'®° State law, of course, cannot substantively or procedurally
frustrate rights granted by Title VIL.*®

The United States Supreme Court held, in California Federal Savings & Loan
Association v. Guerva,'® that Title VII did not preempt a California starute
which required employers to grant pregnant employees up to four months of
unpaid pregnancy leave. Male employees were not allowed similar leaves, cthus
the state statute allegedly violated Title VII by disctiminating on the basis of
sex. The employer argued that Title VII preempted the state law. The Supreme
Court, however, upheld the state statute.

While the federal civil rights statute, as applied in Gzerra, does not require
employers to grant pregnancy leave, it does not preclude states from granting

%3108 S. Ct. 1877 (1988).

Id. ac 1879.

1d.

1d.

Id. ac 1883.

Id. at 1884,

Civil Rights Act of 1964, 42 US.C. § 2000e 1 - 17 (1982).
190 M. PLAYER, EMPLOYMENT DISCRIMINATION LAW, § 5.04 (1988).
101 14, Section 708 of Title VII specifically states:
Nothing in this subchapter shall be deemed to exempt or telieve any person from any
fiability, duty, penalty, or punishment provided by any present or future law of any State
or political subdivision of a State, other than any such law which purports to require or
permit the doing of any ace which would be unlawful employment practice under this
subchapter.

42 US.C. § 2000¢-7 (1982).
102479 U.S. 272 (1987).

s 83 8¢2
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more protection to employees.'®® Thus, Title VII permits states to grant benefits
to pregnant women that are nof accorded to men.® Although employers are
not required to, they may grant similar leaves to men.'®® As such, the employer
in Guerra was not being compelled by the state statute to violate Ticle VIL. The
Court held that the state statute was therefore compatible with Titdle VII.»°®

In Lucas v. Brown & Root, Inc.,® the United States Court of Appeal for the
Eighth Circuit held a state law contract claim was not preempted by Ticle VII.
Lucas brought an action against her former employer alleging sex discrimination
under Title VIL.**® The district court held the Tide VII claim untimely*®® and
the Eighth Circuit agreed. Lucas, however, had also brought a state common
law contract claim. This claim, the Eighth Circuit held, was ror preempted by
Ticle VIL.'® The Eighth Circuit’s rationale was the language of Title VII it-
self,’** which stated that nothing in the Act shall relieve any person from liabil-
ity under state law.!'?

Prior to Lucas, a federal district court, in Brudnicki v. General Electric Co.,'3
held that Tide VII, along with a state statute, provided the “exclusive remedies
for the enforcement of their terms and the corresponding vindication of the
public policies involved.”'** The district coure further stated thac if the plaintiff
were permitted to maintain the common law action that “‘the remedies pro-
vided by state and federal law would have no meaning.”''® That court, how-
ever, failed to mention section 708 of Title VII.''® Indeed, the court should
have dealt with section 708 because of that section’s specific language providing
that Title VII does not “‘exempt #ny person from any liability . . . provided by
any present or future law of any State,”"11?

Because of this clause it seems unlikely that Title VII preempts any state law
except that which frustrates the rights granced by Title VIL.**® Therefore, Title

108 14, ar 290-92.
104 1. ar 291.
108 Id.
108 1d. at 292.
107 736 F.2d 1202 (8th Cir. 1984).
108 1d. ac 1203.
108 14,
MO Id. ar 1206.
111 Id.
12 See supra note 101,
112535 F. Supp. 84 (N.D. Ill. 1982).
414, ar 89,
118 Id'
18 See id, ar 86-90.
1742 US.C. § 2000e-7 (1982) (emphasis added).
U8 But see Lapinad v. Pacific Oldsmobile-GMC, Inc., 679 F. Supp. 991 (D. Haw. 1988)
(employee could not bring state common law wrongful discharge claim on public policy exception
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VII preemption is generally an unsuccessful defense for employers against state
common law wrongful discharge claims.

3. Age Discrimination in Employment Act

The Age Discrimination in Employment Act of 1967, as amended,
(ADEA),"™® much like Title VII, normally does not preempt state laws. The
ADEA will not preempt the award of tort damages on pendent state claims.’®®
In Kelly v. American Standard, Inc.*' the Ninth Circuit specifically upheld
emotional distress damages under a state age discrimination statute. Likewise,
in Cancellier v. Federated Department Stores,'** the United States Court of Ap-
peals for the Ninth Circuit held that the ADEA did not preempt state law. In
Cancellier, the court noted that punitive and emotional distress damages are
unavailable under the ADEA and that these state law damage claims did not
duplicate che ADEA’s compensation for back pay, lost benefits, and liquidated
damages.}*3

State laws may provide broader protection than the ADEA. Examples of
broader protection are state laws with weaker defenses or no age limits.'** The
United States Courr of Appeals for the Eighth Circuit has also held that state
claims may be joined with an ADEA claim.'*® Federal courts may exercise pen-
dent jurisdiction and provide state remedies.’*®

However, at least one court has ‘‘that the ADEA provides the exclusive judi-
cial remedy for claims of age discrimination.”**? Yet, the ADEA itself in Sec-
tion 14(a) discusses the federal-state relationship, stating that nothing in the
Act will affect the jurisdiction of any State agency performing similar functions
with regard to discriminatory employment practices as it affects age, except that
upon commencement of an action under the Act such action would supersede
any State action.’® ADEA preemption is not an effective defense for employers

to at-will doctrine because policy allegedly violated by employer was covered by Tide VII which
alteady provided a remedy).

19 29 US.C. §§ 621-634 (1982).

120 See, e.g., Kelly v. American Standard, Inc., 640 F.2d 974, 983 (9th Cir. 1981).

i ld_

121 $72 F.24 1312 (9th Cir), cert. denied, 459 U.S. 859 (1982).

123 1d at 1318.

13¢ M. PLAYER, supra note 100, at § 6.03.

125 See Ridenour v. Montgomery Ward & Co., 786 F.2d 867 (8th Cir. 1986).

128 14.. M. PLAYER, supra note 100 ac § 6.03.

197 Place v. Burroughs Corp., 424 F. Supp. 1329, 1340 (E.D. Pa. 1976).

138 29 US.C. § 633(a) (1982) (§ 14(a)) See also Ridenour, 786 F.2d 867 (“Nothing in this
Act shall affece the jurisdiccion of any agency of any State performing like functions with regard
to discriminatory employment practices on accounc of age except that upon commencement of
action under this Act such action shall supersede any State action’’); M. Player, supra note 100, at
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in wrongful discharge actions.

4. Employee Retirement Income Security Act

The Employee Retitement Income Security Act of 1974 (ERISA)'*® states in
Section 1144(a) chat its provisions supersede any and all state Jaws that “'relace
to” any employee benefit plan described by the Act.'®® The United States Su-
preme Courc has recognized that this preemptive clause has a very broad
reach.’®* ERISA has been held to preempt state statutes.’®® ERISA also has
been held to preempt state common law wrongful discharge claims.!®®

5. Railway Labor Act
4. Doctrine

Preemption under the Railway Labor Act (RLA)'* seems much broader in
scope than that under the NLRA.*®® Lower courts have found that the scope of
this preemption is broader because the RLA is structured differently from the
NLRA. There has been a lack of detailed authority from the United States
Supreme Court to verify that the lower courts have correctly stated RLA pre-
emption is broader than NLRA preemption.*3®

The RLA establishes a system of compulsory arbitration for collective bar-
gaining disputes and employee grievances. Employers are statutorily mandated
to arbitrate, irrespective of any contractual obligation to arbitrate.®” The RLA
covers only railroad and airline employees.’®® Such an employee may success-

§ 6.03.

e 29 US.C. §§ 1001-1461 (1982).

130 14 ac § 1144(a).

131 See Alessi v. Raybestos Manhatean, Inc., 451 U.S. 504 (1981).

183 See, e.g. Standard Oil Co. of California v. Agsalud, 633 F.2d 760 (9th Cir. 1980), affd,
454 U.S. 801 (1981) declaring Hawaii's prepaid healch act preempred by ERISA).

133 Dependzhl v. Falstaff Brewing Corp., 653 F.2d 1208 (8th Cir.), cert. denied, 454 U.S.
968 (1981); Maxfield v. Central States Health, Welfare & Pension Funds, 559 F. Supp. 158
(N.D. Ill. 1982); Gordon v. Matthew Bender & Co., 562 F. Supp. 1286 (N.D. Ill. 1983);
Johnson v. Trans World Airlines, Inc., 149 Cal. App. 3d 518, 196 Cal. Rper. 896 (1983);
Witkowski v. St. Anne's Hosp. of Chicago, Inc., 113 Il App. 3d 745, 447 N.E.2d 1016
(1983).

134 45 US.C. §§ 151-163, 181-88 (1982).

185 H. HOWwOwAY & M, LEECH, EMPLOYMENT TERMINATION RIGHTS AND REMEDIES 142
(1985) [hereinafter HOLLOWAY & LEECH).

138 14 ar 143,

137 45 US.C. § 153 (1982).

138 ¢6 1,201, I4., §§ 151, 181.
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fully bring suit if his or her union’s failure to process a grievance was a breach
of the duty of fair representation and if the union and employer acted in con-
cert.’®® The result of such an action brought by an employee against his or her
employer is reached as a matter of strict statucory construction.'“® The statutory
adjustment board, however, has jurisdiction only over situations in which the
employee or union has a dispute with an employer. The board does not have
jurisdiction in an employee’s dispute with the employee’s union.'*! The RLA
mandates submission of disputes to the appropriate adjustment board after
completion of contractual procedures.+?

The RLA purports to cover all employee grievances.’*® The United States
Court of Appeals for the Seventh Circuit, in Jackson v. Consolidated Rail
Corp.,*** held that only federal statutory claims and outrageous conduct unre-
lated to the collective bargaining relationship could escape RLA preemption.
The RLA has been held to preempt state actions arising out of discipline or
discharge asserting claims of defamation,'*® fraud,'*® false imprisonment,'*?
and intentional infliction of emotional distress.’*® The general rule, then, is that
the RLA preempts scate law.

b.  Exceptions{Limitations

There are ac least two exceptions to the general rule that state law claims will
not lie where the RLA applies. The United States Supreme Court, in Colorado
Anti-Discrimination Commission v. Continental Air Lines, Inc.,*® held state laws
prohibiting racial discrimination in hiring are not preempted by the RLA 1%
This is the result of the RLA’s policy of not addressing the issue of discrimina-

3% HOELLOWAY & LEECH, supra note 135, at 143.

140 Id-

11 Glover v. St. Louis-San Francisco Ry., 393 U.S. 324 (1969); Riddle v. Trans World
Airlines, Inc., 512 F. Supp. 75 (W.D. Mo. 1981); 45 U.S.C. § 153 (1982).

12 45 US.C. § 153 First (1982).

143 HoLLOWAY & LEECH, swpra note 135, at 144.

44 717 F.2d 1045 (7th Cic. 1983), cert. denied, 465 U.S. 1007 (1984).

48 Majors v. U.S. Air, Inc., 525 F. Supp. 853 (D. Md. 1981); Carson v. Southern Ry., 494
F. Supp. 1104 (D.S.C. 1979); Louisville & Nashville R.R. v. Marshall, 586 5.W.2d 274 (Ky.
Ce. App. 1979).

148 Magnuson v. Burlington N., Inc., 576 F.2d 1367 (9th Cir.), cert. denied, 439 U.S. 930
(1978).

M7 Majors v. US. Air, Inc.,, 525 F. Supp. 853 (D. Md. 1981).

148 Choate v. Louisville & Nashville R.R., 715 F.2d 369 (7th Cir. 1983); Beers v. Southern
Pacific Transp. Co., 703 F.2d 425 (9ch Cir. 1983); Magnuson, 576 F.2d 1367.

149372 US. 714 (1963).

180 Although Ticle VII was not adopted ar the time of this case, the federal policy of encour-
aging state resolution of claims makes this holding still relevanc.
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tion in hiring.’® A second exception to RLA preemption may exist for work
injury discharges covered by a state statute.!®?

. Wrongful Discharge

Wrongful discharge caims follow the general doctrine and are preempted
where the employees are covered by the RLA. In Andrews v. Louisville & Nash-
ville Railroad Co.'®® the United States Supreme Court held that a terminated
employee could not successfully pursue an action in court because he had ac-
cepted the severance of the employment relationship and sought damages for
breach of contract. The basis for the decision was the employee's need to rely on
the collective bargaining agreement. The case involved an employee who was
not allowed to return to work after an auto accident. Andrews claimed that this
constituted a wrongful discharge. The Supreme Court, finding the claim con-
tractually based, stated:

{Tlhe very concept of ‘wrongful discharge’ implies some sort of statutory or con-
tractual standard that modifies the traditional common law rule that a contrace of
employmenc is terminable by either party ac will. Here it is conceded by all that
the only soutrce of the petitioner’s right not to be discharged, and therefore to
treat an alleged discharge as a ‘wrongful’ one chat enticles him to damages, is the
collective bargaining agreement between the employer and the union.'®*

Although Andrews probably would apply to state law contract claims and the
RLA would thus preempt those claims, courts have held both ways in state
retaliatory discharge tort claims. For example, in Jackson v. Consolidated Rail
Corp.,*®® the United States Court of Appeals for the Seventh Circuit focused on
the need to construe che collective bargaining agreement as the critical issue of
the case.’®® The employer’s defense in Jackson was that the termination was
pursuant to the terms of the collective bargaining agreement. The Jackson court
held that the claim was preempted, however, based on the Ninth Circuit Court
of Appeals’ opinion in Magnuson v. Burlington Northern, Inc*®. In Magnuson,
the Ninth Circuic construed Andrews to apply to any action arising out of dis-

181372 U.S. 714 (1963).

183 Puchert v. Agsalud, 67 Haw. 25, 677 P.2d 449 (1984), appeal dismissed sub nom., Pan
American World Airways, Inc. v. Pucherr, 472 U.S. 1001 (1985).

188 406 U.S. 320 (1972).

18¢ 14, ar 324.

185 717 F.2d 1045 (7th Cir. 1983), cers. denied, 465 U.S. 1007 (1984).

8 Id.

187 576 F.2d 1367 (9th Cir.), cert. denied, 439 U.S. 930 (1978).
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charge from employment.*®*® Magnuson noted that if the gravamen of the suit is
a wrongful discharge, it is preempted by the RLA.

Two state appellate courts have held the other way. In Wiley v. Missouri
Pacific Railroad Co.'®® the court held that a statutory retaliatory discharge
claim was not preempted by the RLA.*®® In Trombetta v. Detroit, Toledo, &
Ironton Railroad Co.,'*' the Michigan Court of Appeals held that RLA preemp-
tion applies only where the plaintiff is covered under a collective bargaining
agreement and asserts a violation of the agreement.®® Trombetta alleged that
he was discharged for refusing to falsify pollution control reports to a state
agency. Trombetta, who was not covered by a collective bargaining agreement,
alleged violation of public policy and the court held preemption did not
apply. 1

RLA preemption is generally a viable defense for employers in wrongful dis-
charge actions, provided the employers are covered by the RLA. Nevertheless, a
minority of state courts have held that a retaliacory discharge claim is not pre-
empted by the RLA.

6. Atomic Energy Act
a. Doctrine

The United Scates Supreme Court, in Pacific Gas & Electric Co. v. Energy
Resources & Development Commission®®® held that nuclear safety is an area of
regulation occupied entirely by the federal government.'®® The Supreme Court
further noted that “{wlhen che Federal Government completely occupies a
given field or an identifiable portion of it, as it has done [in the area of nuclear
safety], the test of preemption is whether the matter on which the state asserts
the right to act is in any way regulated by the Federal Act.”*®®

b. Exceptions/Limitations

The Uniced States Supreme Court has, however, upheld a ten million dollar
punitive damage award as not preempted by the Atomic Energy Act in

18 g

188 430 So. 2d 1016 (La. App. 1982), cers. denied, 431 So. 2d 1055 (La. 1983).
180 14, ar 1022-23.

161 g1 Mich. App. 489, 265 N.W.2d 385 (1978).

%% 14 ac , 265 N.W.24d ar 387-88.

103 1d. ac , 265 N.W.2d ar 388.

184 461 U.S. 190 (1983).

Y68 14, ac 212-13.

%8 14
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Silkwood v. Kerr-McGee Corp.*®"

¢. Wrongful Discharge

The specific portion of the Atomic Energy Act that applies to employment
discharge sicuacions is § 5851 of the Energy Reorganization Act (ERA).'®® Gen-
erally, that section prohibits discharge of an employee for assisting with a Nu-
clear Regulatory Commission investigation,'%®

In Snow v. Bechtel Construction Inc.,'*® an employee of a contractor to a nu-
clear power plant under a license issued by the Nuclear Regulatory Commission
brought an action for wrongful termination. The federal districc court held that
to the extent the employee claimed that he was wrongfully terminated because
he complained about safety violations, his action was preempted by the ERA.
The court then granted summary judgmenc for the defendant employer,
Bechtel.

The Kansas Supreme Court has also addressed the issue in Chrisman v.
Philips Industries, Inc.*™ The Chrisman cour, like the court in Snow, held the
state claim preempted by the ERA. English v. General Electric,'™ has also held
a similar stace claim preempted under similar facts.

Other courts, however, have held to the contrary. In Stokes v. Bechtel North
American Power Corporation,'™ a nuclear engineer filed an action in state court
for wrongful discharge. The federal district court held that the engineer’s com-
plaint was not preempted by federal nuclear regulatory law. The engineer was
allegedly terminated in retaliation for his refusal to suppress information con-
cerning quality assurance problems and design miscalculations at a nuclear
power plant. The court relied primarily on California’s clearly announced policy
of ensuring continued employment and job security for its citizens and advanc-
ing the state’s economic productivity through promotion of the nuclear indus-
try. The court declined to rely on a state policy representing nuclear safety.

The Illinois Supreme Court has also held that a similar action was not pre-
empted in Wheeler v. Caterpillar Tractor Co '™

187 464 U.S. 238 (1984); see generally Federal Preemption of the State Regulation of Nuclear
Power: State Law Strikes Back, 60 CHI-KENT L. REv. 989 (1984).

188 42 US.C. § 5851 (1982).

19 1.

¥ 647 F. Supp. 1514 (C.D. Cal. 1986).

171 242 Kan, 772, 751 P.2d 140 (1988).

% No. 87-31-CIU-7 (E.D.N.C. Feb. 10, 1988) (LEXIS, Genfed Library, Dist. file).

1" 614 F. Supp. 732 (N.D. Cal. 1983).

174108 1. 2d 502, 485 N.E.2d 372 (1985), cert. denied, 475 U.S. 1122 (1986).
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B. State Statute/State Common Law Preembtion
1. Workers’ Compensation Acts
a. Doctrine

When an employee’s injury is covered by a workers’ compensation act, courts
uniformly hold that stacutory compensation is the sole remedy, and any recovery
against the employer at common law is barred.?*® This remedy is a compromise
in which che worker accepts limited compensation, usually less than a jury
might award, in rerurn for extended liability of the employer and an assurance
that the employee will be paid.'”® Even though a worker's damages may go
partially uncompensated under the Act, the worker has no actionable claim
based on the employer’s negligence.!”” Hence, state workers’ compensation stat-
utes preempt state common law claims. While the specific language of these
statuces may vary, the statutes of the differenc states are generally uniform 78

For the workers’ compensation statute preemption to apply, the injury must
take place in the course of employment. In Hernandez v. Home Education Live-
lihood Program, Inc.,'™ an employee claimed that a dischatge announced by way
of an after-hours phone call led to a mental breakdown. The court held that the
discharge was not within the course of employment because it occurred away
from the workplace. Another court, in Gates v. Trans Video Corp.*®® held that
an employee was covered under the workers’ compensation act even though he
had been discharged from employment eatlier. In one of two incidents in which
he was involved, Gates, the employee, was dropping off his keys, tools and
uniforms, and picking up his personal belongings. An incident occurred which
allegedly caused him emotional distress.’® The Gares court held that the em-
ployee’s common law claim for intentional infliction of emotional distress was
barred and preempted by the workers’ compensation statute.’®® By contrast, in
Jamison v. Storer Broadcasting Co.,'®® where the injury and emotional impact

178 See, W. KEETON, D. DOBBs, R. KEETON & D. OWEN, PROSSER & KEETON ON TORTS 574
(5th ed. 1984).

178 ’d

L 8

178 See HOLLOWAY & LEECH, swpra note 135, at 147,

178 98 N.M. 125, 645 P.2d 1381 (Ct. App.), cerr. denied, 98 N.M. 336, 648 P.2d 794
(1982).

'8 93 Cal. App. 3d 196, 155 Cal. Rptr. 486 (1979),

181 14, ar 199-200, 155 Cal. Rprr. at 488-89. ‘

% Id. at 206, 155 Cal. Rpr. at 492, Bus see Lapinad v. Pacific Oldsmobile-GMC, Inc., 679
F. Supp. 991 (D. Haw. 1988) (exclusivity provision of Hawaii’s worker’s compensation law did
not preclude action by employee for intentional infliction of emotional distress).

193511 F. Supp. 1286 (E.D. Mich. 1981).



164 University of Hawaii Law Review | Vol. 11:143

took place after the employment was over, the court held that the workers’
compensation statute did not bar a claim that the discharge had triggered the
employee’s subsequent suicide.*®¢

California courts have held that their workers’ compensation act'®® preempts
emotional distress claims when the emotional distress is accompanied by physi-
cal injury and disability.*®® Other courts disagree. In Lapinad v. Pacific Oldsmo-
bile-GMC, Inc.,*® it was noted that there may be an exception to the workers’
compensation exclusivity ptovisions for claims alleging intentional infliction of
emotional distress where the alleged injury is not physical. Additionally, the
federal district court, in Coben v. Lion Products Co.,'®® appeared to hold an
action for mental distress preempred without even a threat of physical harm.®®

188

b. Exceptions/Limitations

Thete are, however, exceptions to the general preemption of emotional dis-
tress claims by workers’ compensation statutes. Statutes often have an inten-
tional tort exception to their general exclusivity.*®® Actions for non-physical in-
jury based on torts such as invasion of privacy, fraud, and defamation are not
barred because these torts do come within the basic coverage formula.*® When
an otherwise viable action includes a claim for damages within the exclusivity
bar, the usual course taken is the excising of the preempted portion of the
action.!®?

¢. Wrongful Discharge

Wrongful discharge actions are among the exceptions to workers’ compensa-

184 d. ac 1298.

185 a1 Lab, CODE §§ 3200-4386 (West 1971).

188 See, ¢.2., Ankeny v. Lockheed Missiles & Space Co., 88 Cal. App. 3d 531, 151 Cal. Rptr.
828 (1979); Magliulo v. Superior Court, 47 Cal. App. 3d 760, 121 Cal. Rptr. 621 (1975).

187 679 F. Supp. 991 (D. Haw. 1988).

188 177 F. Supp. 486 (D. Mass. 1959).

188 Id_

190 See Maggio v. St. Francis Medical Center, Inc., 391 So. 2d 948 (La. Ci. App. 1980), cers.
denied, 396 So. 2d 1351 (La. 1981); Magliulo v. Superior Court, 47 Cal. App. 3d 760, 121 Cal.
Rptr. 621 (1975). But see Lui v. Intercontinental Hotels Corp., 634 F. Supp. 684 (D.Haw.
1986) (workers’ compensation statute held to be exclusive remedy for employee’s sexual assault or
bactery at hands of supervisor during working hours).

191 See 2A A. LARSON, WORKMAN'S COMPENSATION Law, § 68.30 (1987).

192 See, e.g., Stimson v. Michigan Bell Tel. Co., 77 Mich. App. 361, 258 N.w.2d 227
(1977); Milcon v. County of QOakland, 50 Mich., App. 279, 213 N, W.2d 250 (1973); éur see
Braman v. Walthall, 215 Ark. 582, 225 S.W.2d 342 (1949).



1989 / PROCEDURAL DEFENSES 165

tion statute preemption. Both breach of contract’®® and retaliatory discharge!®*
theories of recovery generally are not barred.

One of the best known cases standing for the proposition that a workers’
compensation statute does not preempt a state common law wrongful discharge
caim is Kelsay v. Motorola, Inc.*®® In Kelsay an employee-at-will was termi-
nated after filing a claim for workers’ compensation. The Illinois Supreme Court
upheld the plaintiff's state tort claim for retaliatory discharge.!®® The court rea-
soned that such discharges undermined the public policy behind the workers’
compensation act.'®” It then awarded punitive damages because the act’s reme-
dies were insufficient to provide a deterrent to future abuse.'®®

In Brown v. Transcon Lines,'®® the Oregon Supreme Court also held that a
wrongful discharge claim was not preempted by a state workers’ compensation
act. In Brown the court held that because the common law action existed prior
to the adoption of a statutory provision making discharge from employment for
filing a claim an unlawful employment practice, the wrongful discharge claim
was not preempted.2°°

Preemption by a workers’ compensation act will not always be a successful
defense for employers in wrongful discharge actions. In at least two states, how-
ever, courts have held that the remedy created by the statute was exclusive.?*
Consequently, where the statute expressly intends to abrogate or supersede any
common law action, the employer may successfully rely upon preemption as a

193 See, ¢.g., Hernandez v. Home Educ. Livelihood Program, Inc., 98 N.M. 125, 645 P.2d
1381 (Ct. App.), cert. denied, 98 N.M. 336, 648 P.2d 794 (1982).

194 See, e.g., Kelsay v. Motorola, Inc., 74 Ill. 2d 172, 384 N.E.2d 353 (1978); Brown v,
Transcon Lines, 284 Or. 597, 588 P.2d 1087 (1978). See Meyer v. Byron Jackson, Inc., 120 Cal.
App. 3d 59, 174 Cal. Rptr. 428 (1981).

195 74 1. 2d 172, 384 N.E.2d 353 (1978). See also Brooks, Preempnon of Federal Labor Law
by the Employment-at-Will Doctrine, 38 LAB. L]. 335, 340 (1987); Comment, Midgers v. Sackeis
in the Aftermath of Allis-Chambers: The Impact of Federal Labor Law on Retaliatory Discharge
Claims, 1986 N, ILL. UL. REv. 347, 347-48.

198 74 Il 2d at —, 384 N.E.2d at 357.

197 ld' -

198 Violation of the act is a petty offense. ILL. REV. STAT. ch. 48, § 138.26 (1983).

199 284 Or. 597, 588 P.2d 1087 (1978).

200 14 at 1096.

0 portillo v. G.T. Price Prods., Inc.,, 131 Cal. App. 3d 285, 182 Cal. Rptr. 291 (1982)
(California retaliation statute held to be exclusive; cases from other jurisdictions allowing com-
mon-law action held distinguishable because specific language of Labor Code section 132a giving
the appeals board "‘full power, auchority, and jurisdiction to try and determine finally all the
matters specified in this section’). Taylor v. St. Regis Paper Co., 560 F. Supp. 546 (C.D. Cal
1983) (Follows Portills), Cornejo v. Polycon Indus., Inc., 109 Wis. App. 2d 649, 327 N.W.2d
183 (1982) (court held statutory remedy for worker's compensation retaliation claim was em-
ployee’s exclusive remedy where employer allegedly refused to rehire employee after he recovered
from work-related injury.).
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defense.

2. State EEOQ Statutes

The California Court of Appeals found, in Strauss v. A.L. Randall Co2%,
that a state statute provides the exclusive remedy for age discrimination. The
Strauss court held a wrongful discharge action preempted by the state stat-
ute.2® The United States Court of Appeals for the Third Circuit has similarly
held that a Pennsylvania state statute preempted a wrongful discharge claim
where sexual harassment was alleged.?** Similarly, in two United States District
Court opinions, the Hawaii Employment Discrimination stacute®®® has been
held to preclude additional common law remedies based on the same public
policies set forth in the statute.?®®

C. Res Judicata

Along with the various claims that a discharged employee may pursue in
federal court, there are a substantial number of remedies available outside the
federal judicial system.2°” Among these are:

(1) Unemployment compensation claims (typically before a state “employment
security’” department or commission);*%®

(2) Workers' compensation proceedings (usually before the “‘industrial”
commission);*%®

(3) Collective bargaining grievance arbitration;**°

(4) Unfair labor practice proceedings (heard by state or federal labor relations
boards):21!

(5) Employee compensation complaints (presented to state or federal labor
departments); '3

(6) Race, sex, age, religion, national origin, handicap, or mariral status discrimi-

%03 144 Cal. App. 3d 514, 194 Cal. Rper. 520 (1983).

203 1d. at 519-21, 194 Cal. Rprer. ac 523-24.

304 Wolk v. Saks Fifth Ave., Inc., 728 F.2d 221 (3d Cir. 1984).

108 Haw. REV. STAT. § 378-2 (1988).

#0¢  Tapinad v. Pacific Oldsmobile-GMC, Inc., 679 F. Supp. 991, 993 (D. Haw. 1988); Lui
v. Intercontinental Hotels Corp., 634 F. Supp. 684 (D. Haw. 1986).

297 HoLOWAY & LEECH, supra note 135, at 156.

08 14

% 14,

310 See, e.g., Alexander v. Gardner-Denver Co., 415 U.S. 36 (1974); Barrentine v. Arkansas-
Best Freighe & System, Inc., 450 U.S. 728 (1981); HOLLOWAY & LEECH, s#pra note 135, ac 156.

2 HoLLowAY & LEECH, supre note 135, at 156.

213 Id.
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nation proceedings (before municipal or state human rights or fair employment
practices commissions or the federal Equal Employment Opportunity Commis-
sion or Office of Federal Contract Compliance Programs);*!?

(7) Civil service, personnel, or tenure hearings (presided over by federal, state,
county, school, or municipal governing bodies or personnel boards); and?'*

(8) Litigation in state courts.3®

When a terminated employee pursues one or more of the aforementioned
remedies, issues may be raised that advance, limit, or bar the employee's court
case or any of the other options that are open to the employee. The effect of a
resolution of a court case or other option chosen is governed by the doctrines of
res judicata: merger and bar, and collateral estoppel.?!®

To understand when employers can effectively use res fudicata as a defense to
wrongful discharge actions, it is necessary to explore different applications of res
judicata. Proceedings other than those in federal court can be grouped into
three categories, which are discussed in detail below. These categories include
arbitrators’ decisions, administrative proceedings, and state court judgments.

1. Arbitrators' Decistions

The central issue involving res judicata and arbitracors’ decisions is the effect,
if any, that a prior arbitration of an employment dispute has on the employee’s
right to a trial de novo. The leading United States Supreme Court case in this
area is Alexander v. Gardner-Denver Co.%'" In that case, Alexander, a black
employee, was discharged by the Gardner-Denver Company.?'® Alexander filed
a grievance under an existing collective bargaining agreement,?'® that contained
an arbitracion clause.?®® He claimed that his discharge resulted from racial dis-
crimination,?®! and, when the company rejected his claim, an arbitration hear-
ing was held.?*? Prior to the hearing, Alexander filed a race discrimination com-
plainc with the Colorado Civil Rights Commission, which claim was
subsequently referred to the Equal Employment Opportunicy Commission

M3 14, see, e.g., Alexander v. Gardner-Denver Co., 415 U.S. 36 (1974).

¢ HowowAay & LEECH, supra note 135, at 156-57. See, e.g., Univessity of Tennessee v.
Elliotr, 478 U.S. 788 (1986).

M5 See, e.g., Kremer v. Chemical Constr. Corp., 456 U.S, 461 (1982).

38 14 ac 157.

17 415 U.S. 36 (1974).

38 14 ac 38.

3% 14 ar 39.

2330 14, ar 40.

314 ar 42,
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(EEOC). The arbitrator ruled the discharge was for cause.?*® The EEOC subse-
quently determined that there. was no reasonable ground to believe that Title
VII had been violated.??* Alexander then sued in a federal district court,?*®
alleging thar racial discrimination was the basis for his discharge.?*® The federal
district court granted the employer’'s motion for summary judgment, holding
that Alexander was bound by the prior arbitral decision. The United States
Court of Appeals for the Tenth Circuit affirmed.**?

The issue before the United States Supreme Court was whether a discharged
employee's statutory right to a trial de nove was foreclosed by prior submission
of his claim to final binding arbitration under the non-discrimination clause of a
collective-bargaining agreemenc.?*® The Supreme Court held that it was not.??®
‘The Court noted, however, that an arbitral decision could be admitted as evi-
dence and accorded such weight as the trial court deemed appropriate.?*® Title
VII, according to the Court, was designed to supplement, rather than supplant,
existing laws and institutions relating to employment discrimination.®®' The
Alexander court further found that Congress intended that an individual not
only be able to pursue rights under Title VII, but also be free to seek a remedy
under other state and federal statuces.?**

In a claim based on the Fair Labor Standards Act (FLSA),?®® where there was
a prior arbitration, the analysis of the res fudicata issue is similar. Barrentine v.
Arkansas-Best Freight System, Inc.®® is a leading case in point. In Barrentine,
truck drivers were not being paid for the time they spent conducting required
pre-trip safety inspections and for all the time they spent transporting to the
repair facility trucks which had failed the inspections.?®® The union representing
the drivers submitted a wage claim to a joint grievance committee pursuant to a
collective bargaining agreement.?*® The committee rejected the claim,?®” and

223 Id'

0 1d ac 43,

235 Id

286 Id.

227 ld.

8 14, at 59-60.

330 Id. at 60.

230 This last stacement has allowed courts to accord arbitral decisions differing amounts of
weight. See Commene, Disarray in the Circuits After Alexander v. Gardner-Denver Co., 9 U.
Haw. L. REv. 605 (1987).

3 415 U.S. at 48-50.

232 Id. at 48 n.9.

183 29 US.C. §§ 201-219 (1982).

234450 U.S. 728 (1981).

38 14, ac 730.

138 Id. at 730-31.

3¥7 Id, at 731. .
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the drivers then filed a claim in federal district court for damages under the
FLSA 2% The district court did not address the FLSA claim, and the court of
appeals held the districe court was incorrect in failing to address that claim,33®
The United States Court of Appeals for the Eighth Circuit concluded that the
submission of the grievances to arbitration barred the union from bringing the
stacutory claims in courr.?4°

The issue before the United States Supreme Court in Barventine was whether
an employee could bring an action in federal district court, alleging a FLSA
violation after unsuccessfully submitting a wage claim to a joint grievance com-
mittee pursuant to a collective-bargaining agreemenc.**! The Supreme Court
held the wage claims under the FLSA were not barred and reversed the Eighth
Circuit.**% The Court’s rationale was that the employees’ rights under the FLSA
were independent of the collective-bargaining process.2¢®

Based on these two United States Supreme Court cases, it appears that em-
ployers may not be able to successfully raise res judicata successfully as a de-
fense, at least where rights under Tice VII or the FLSA are involved. This is
true even when the claims are decided in prior arbitrations under collective-
bargaining agreements. Otherwise, state common law wrongful discharge
claims, brought in court, would be barred where a collective bargaining agree-
ment exists and where the claims have not first been submicted to a prior arbi-
tration.®** The rationale for permitting courts to hear such claims, in spite of
prior arbitral decisions, is the public policy that encourages arbitration as the
preferred method of settling labor dispures under traditional American labor
law.?4® If arbitration had a preclusive effect, it would become a less attractive
means of dispute resolution.

38 14 ac 731-33.

32 1d. ac 733-34.

M0 14 ac 734.

3 4. ac 729-30.

M3 1. ar 745.

Ll a 73

344 See Bertrand v. Quincy Mkr. Cold Storage & Warehouse Co., 728 F.2d 568 (lst Cir.
1984), Lamb v. Briggs Mfg., Div. of Celotex Corp., 700 F.2d 1092 (7ch Cir. 1983) (an em-
ployee who has a duty to arbitrate must arbitrate first before filing a lawsuit against the
employer).

25 See “*Steelworkers Trilogy:”” United Steelworkers of Am. v. American Mfg. Co., 363 U.S.
564 (1960); United Steel Workers of Am. v. Warrior & Gulf Navigation Co., 363 U.S. 574
(1960); United Steelworkers of Am. v. Enterprise Wheel & Car Corp., 363 U.S. 593 (1960);
Labor Management Relations Act, § 203(d), 29 U.S.C. § 173(d) (1982) (“[flinal adjustment by
a method agreed upon by the parties is hereby declared to be the desirable method for settlement
of grievance disputes arising over the application or interpretation of an existing collective-bar-
gaining agreement'’).
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2. Administrative Proceedings

Prior administrative proceedings may or may not have an effect on subse-
quent judicial action where the claim is based on a federal scatute.**® The
United States Supreme Court case of University of Tennessee v. Elliots,**7 illus-
trates both of these possibilities.

In Elliort, the University of Tennessee discharged Elliott, a black em-
ployee.?*® Elliott then requested an administrative hearing,24® and also filed suit
in federal district court alleging that his discharge was racially motivated. He
sought relief under Tite VII and the Reconstruction Civil Rights Statutes,?*®
incduding section 1983.2%! The court allowed the administrative hearing to pro-
ceed, and a ruling that the discharge was not racially motivated followed 252
Elliort did not seek state court review of the proceedings, but continued to
pursue his case in federal court.?®® The federal districe court held the adminis-
trative ruling was preclusive,®® However, the United States Court of Appeals
for the Sixth Circuit reversed, holding that state administrative fact finding is
never entitled to preclusive effect in Title VII or section 1983 actions.?®®

The United States Supreme Court held that Congress did not intend unre-
viewed state administrative proceedings to have a preclusive effect on Title VII
daims.?® As to section 1983 claims, however, the Supreme Court held *“that
when a state agency ‘acting in a judicial capacity . . . resolves disputed issues
of fact properly before it which the parties have had an adequate opportunity to
litigate,” federal courts must give the agency’s fact finding the same preclusive
effect to which it would be entitled in the State’s courts.”%5? The Supreme
Court’s rationale was based upon its determination of Congressional intent.2%®
When an administrative proceeding has taken place, res judicata, then, may be

346 See generally, Note, The Collateral Estoppel Effecs of Administrative Agency Actions in Fed-
eral Civil Litigation, 46 GEO. WasH. L. REV. 65 (1977); Perschbacher, Rethinking Collateral
Estoppel: Limiting the Preclusive Effect of Adminisstrative Determinations in Judicial Proceeding, 35
U. FLA. L. REV. 422 (1983).

37 478 U.S. 788 (1986).

248 1d. ac 790.

W

0 1d.

1 42 US.C. § 1983 (1982),

82 478 US. ac 791.

5 14, ac 792,
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285 Id‘

18 1d. ar 796.

37 Id. at 799 (quoting United States v. Utah Constr. & Mining Co., 384 U.S. 394, 422
(1966)).

8 Id. at 797.
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effective as a defense for employers in Section 1983 actions.?®*® In Titdle VII
actions, however, it is not an effective defense.

3. State Court Judgments

The preclusive effect of state court judgments in federal court was the issue in
Kremer v. Chemical Construction Corp.2®® The United States Supreme Court held
thae federal courts must give preclusive effect to state court judgments®®! and
stated that the “‘merits of a legal claim once decided in a court of competent
jurisdiction are not subject to redetermination in another forum.”?%* The Court
based its decision on the Full Faith and Credit Statute.?®®

V. ANALYSIS AND DIscussioN

The preemption doctrine as it applies to bar state common law wrongful
discharge claims involving NLRA, RLA and ERISA®® issues generally prevents
duplicative remedies while promoting uniform national labor policy. The bur-
den of defending in more than one forum and the traps of multiple forum
litigation are also eliminated where state common law wrongful discharge claims
are preempted by federal law.?®® One crade-off of preemption, then, is that
under federal law local interests are less likely to be promoted.*®® Another is
that employees may be limited to reinstatement or compensatory damages or
both.#%? Because these remedies do not include exemplary or punitive damages,
which generally are available under state law wrongful discharge claims, em-
ployers may not be discouraged from discharging employees wrongfully.?¢®

The rule that federal discrimination statutes do not preempt state common
law wrongful discharge claims*®® allows local interests to be promoted. Employ-
ers may be less likely to terminate employees unjustly because of the risks of

9 Soe generally Comment, Gaining Access to a Federal Forum: The Preclusive Effect of Unre-
viewed Administrative Determinations in Section 1983 Actions, 9 U. HAw. L. REv. 643 (1987).

260 456 U.S. 461 (1982).

381 d. ac 485.

Lol 3

13 28 US.C. § 1738 (1982).

384 See supra texe accompanying notes 77-98, 129-33, and 153-63.

146 4.

388 See supra texc accompanying note 25.

387 See Parnar v. Americana Horels, Inc., 65 Haw. 370, 652 P.2d 625 (1982); Ichinose,
Hawaii's Supreme Cours Recognizes Tort of Retaliatory Discharge of an At-Will Employee, 17 HAW.
BJ. 123 (1982).

el 72

289 See supra text accompanying notes 99-128.
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exposure to punitive damages. Employees are better protected because of the
availability of these punitive damages. The problems are that claims may be
duplicative, and that employers may have to defend in multiple forums and
may be exposed to the traps of multiple forum litigation.

Where the Atomic Energy Act applies it is still unclear whether state com-
mon law wrongful discharge actions will be preempted.??°

State statute preemption of state wrongful discharge actions,?”* although va-
rying from state to state, leaves the determination of the remedy under the
control of the legislative branch rather than the judiciary. Employers and em-
ployees have the apportunity to lobby state legislatures or to elect the represent-
atives that promote their views. Therefore, the will of the people may be better
expressed through action by the legislative branch. Because many state workers’
compensation schemes do not preempt common law wrongful discharge
claims,?"? employers will be less likely to discharge workers who file claims.
Again, employees are benefited by the possibility of punitive damage awards.
The trade-offs are similar, though the possibility of duplicative claims, and the
traps and burdens of defending in more than one forum, exist where state stat-
utes do not preempt employee wrongful discharge actions.

The acts of deferral and giving preclusive effect to arbitration awards promote
the national labor policy of arbitration as the favored dispute resolution mecha-.
nism when the NLRA or the RLA applies.?”® Again, the problems of duplica-
tive claims and multiple forums are avoided. States, however, may feel that the
local interests are not promoted.

One might also contend that a national policy that requires scatutory inter-
pretation be ultimately discerned by courts is promoted when possible Tide VII
or FLSA daims are not precluded by prior arbitration®”* or administrative pro-
ceedings.??® The United States Supreme Court has interpreted the rights pro-
tected by these statutes to be of such importance that employees are entitled to
a trial de nov0.2"® However, with this right comes the burden of litigation in,
and craps of, multiple forums and the possibility of duplicative remedies.

Preclusion of section 1983 administrative proceedings®”” and all state court
judgments®*”® minimizes litigation in multiple forums, but allows employees
only one opportunity to pursue remedies that some might feel are better de-

370 See supra text accompanying notes 164-74.

See supra text accompanying notes 193-204.
See supra texe accompanying notes 193-201.
See supra text accompanying notes 244-45.
See supra texe accompanying notes 217-45.
See supra text accompanying notes 246-59.
See supra text accompanying notes 217-59.
See supra texe accompanying notes 246-50,
See supra text accompanying notes 260-63.
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cided by federal courts.

VI. CONCLUSION

When federal statutes such as the NLRA, RLA, and ERISA apply, the gen-
eral rule is that they will preempe stace common law wrongful discharge ac-
tions.*”® This seems especially true under the NLRA when a collective bargain-
ing agreement exists with an arbitracion clause and a just cause dismissal
provision.?®® An exception exists for discharged permanent strike replace-
ments.*®! Another exception may exist where the discharged employee acted in
behalf of a state public policy, and, therefore, has a state tort claim.?%? Section
301 preemption will not be effective where the claim can be decided on the
basis of state law that is independent of the collective bargaining agreement,?®3
If che discharge does not fit into one of these exceptions, employers may suc-
cessfully raise preemption as a defense.

‘Where Title VII or the ADEA apply in disctimination cases, the federal
statute generally will not preempt a state common law wrongful discharge ac-
tion.?** Employers may not successfully raise federal preemption in these situa-
tions as an effective defense,

Where a state workers’ compensation statute applies, although the outcome
varies from state to state, the availability of a worker’s compensation remedy
generally will not preempt a state common law wrongful discharge claim.?®® At
least in some states, though, a state EEO statute may preempt a state common
law claim.?®® Unlike a state EEO stacute, which, at least in some states, is an
effective defense, preemption by a state workers' compensation statute is proba-
bly not an effective employer defense to wrongful discharge.

State common law wrongful discharge claims are most likely precluded where
a collective bargaining agteement exists and the claims have been previously
submitted to arbitration.?®” Two exceptions may exist where the claims are
based either on Title VII?#® or FLSA?®® rights. Where Title VII or FLSA rights
are not involved, employers may successfully preclude litigation in the courts

279

See supra text accompanying notes 77-98, 129-33 and 153-63.
See supra texe accompanying notes 81-88,
See supra text accompanying notes 67-69.
See supra text accompanying notes 89-92.
See supra text accompanying notes 93-98.
See supra texc accompanying notes 99-128.
See supra texc accompanying notes 193-201.
See supra text accompanying notes 202-04.
See supra text accompanying notes 244-45.
See supra text accompanying notes 217-32.
See supra texc accompanying notes 233-43.
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when the discharged employee has failed to exhaust the employee’s duty to
arbitrate under a contract or by statuce,

When administrative proceedings have taken place, preclusion is a successful
defense for employers in section 1983 actions,?®® but not Ticle VII actions.*®?
State court judgments are entitled to preclusive effect in the federal courts.?®?

In conclusion, where a discharged employee brings a state common law
wrongful discharge action against the employee’s former employer, and, where
the employer actempts to have the action either preempted or precluded under
the applicable statutes, the outcome varies widely depending upon a multiplic-
ity of factors. Among these are: the facts, the applicable law, the right chat is
being protected, and the possible forums available.

Michael F. Nauyokas

390 See supra text accompanying notes 246-59.
291 IJ'

2% See supra text accompanying notes 260-63,



Johnson v. Raybestos-Manbhattan, Inc.. The
Death of State of the Art Evidence in Strict
Products Liability Actions Involving Inherently
Dangerous Products

I.  INTRODUCTION

In Johnson v. Raybestos-Manbatian, Inc.,' the Hawaii Supreme Court did not
permit state of the art evidence? to be introduced in a strict products liability
action for injuries resulting from exposure to asbestos.® The Hawaii Supreme
Court held that in strict products liabilicy actions, state of the art evidence is
not admissible for the purpose of establishing whether the seller knew or rea-
sonably should have known of the dangerousness of the seller’s product.*

Part II of this note states the facts of the case. Part III examines the historical
development and reasons for strict products liability. Part IV presents an analy-
sis of the Hawaii Supreme Court’s opinion in Johnson. Part V considers the
impact of this decision on future strict products liability litigation in Hawaii
law.

II. FACTs

Ray Johnson died of asbestosis and lung cancer resulting from his exposure
to asbestos products while working at the Pearl Harbor Naval Shipyard from
1941 to 1944.° Plaintiff, Johnson's widow, brought suit in Hawaii federal dis-

! 69 Haw. , 740 P.2d 548 (1987).

* State of che art evidence refers co the scientific and technological knowledge available ¢o a
manufaccurer at the time of manufacture of a product. This may refer to the feasibility of produc-
ing a safer product as in design defect cases, or it may refer to the knowability of a risk associated
with a product as in failure to warn cases. Nove, The State of the Art Defense and Time Rule in
Design and Warning Defect Strict Liability Cases, 38 RUTGERS L. REv. 505, 506-07 (1985).

® 69 Haw. at , 740 P.2d at 549.

‘I

® Johnson v. Raybestos-Manhattan, Inc., 829 F.2d 907, 908 (9th Cir. 1987). The case came
before the Hawaii Supreme Court when the United States Coure of Appeals, Ninch Circuit,

175
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trict court on August 22, 1980. She alleged negligence and strict liability
against Raybestos-Manhattan for failure to warn of the dangerousness of asbes-
t0s.® The district court denied plaintiff's motion to exclude all state of the art
evidence. The district court held that previous Hawaii decisions refused to in-
terpret strict liability as absolute liability.” The jury returned a verdict for Ray-
bestos on both the negligence and strice liability theories.® On appeal to the
United States Court of Appeals for the Ninth Circuit, plaintiff challenged the
introduction of state of the art evidence in a strict liability case.®

Because the admissibility of state of the art evidence in a strict products
liability case was undecided in Hawaii, the Ninth Circuit certified the following
question'® to the Hawaii Supreme Court:

In a strict products liability case for injuries caused by an inherently unsafe prod-
uct, is the manufacturer conclusively presumed to know the dangers inherent in
his product, or is state of the art evidence admissible to establish whether the
manufacturer knew or through the exercise of reasonable human foresight should
have known of the danger?™

On July 22, 1987, the Hawaii Supreme Court held that state of the art
evidence was not admissible in strict products liability actions to show whether

the seller knew or reasonably should have known of the dangerousness of the
seller’s product.*?

III. HISTORY
A. The Development of Strict Products Liability

Strict products liability is a relatively new addition to the law of torts. The
rationale for strict products liability was first articulated by Justice Traynor in

certified a question co the Hawaii Supreme Court for resolution of an issue which had not been
decided in Hawaii. The opinion of the Hawaii Supreme Court does not set out the facts of the
case; therefore, the facts have been stated from the opinion of the Court of Appeals.

¢ i

T

8 Id. at 909.

° Id

10 A certified question is the procedure by which a federal court abstains from deciding a state
faw question until the highest court of the state has had an opportunity to tule on the question so
certified by the federal court. In Hawaii, Rule 13 of Hawaii Rules of Appellace Procedure allows
¢the Hawaii Supreme Court to receive certified questions from federal courts and to rule on the
question in a written opinion.

1 69 Haw. ac , 740 P.2d ar 549.

2




1989 [/ STATE OF THE ART EVIDENCE 177

his concutring opinion in Escola v. Coca-Cola Bortling Co.*® Justice Traynor
noted that negligence should not be the basis of a plaintiff’s right to recover in
cases where: (1) a manufaccurer places a defective product on the marker; (2)
the product causes injury;, and (3) the manufacturer knew that the product
would be used without inspection.'* Justice Traynor reasoned that responsibility
should be fixed wherever it will most effectively reduce the hazards to life and
health inherent in defective products. He noted that the injured person could
suffer catastrophic harm, whereas the manufacturer could protect itself by pro-
curing insurance and distributing the expense to the public as a cost of doing
business.*®

Justice Traynor further suggested that limiting a plaintiff's claims to negli-
gence theories placed an inordinate burden on the plaintiff. The inference of the
manufacturer’s negligence could be simply “‘dispelled by an affirmative showing
of proper care.””*® Justice Traynor believed that public policy demands that a
manufactuter be held responsible for harm caused by its product, regardless of
negligence. Therefore, that responsibility should be clearly fixed.!”

The main advantage of strict products liability for plaintiffs is the elimination
of the requirement of proving fault. Even under the doctrine of res ipsa loqui-
tur’® the manufacturer could easily overcome the inference of negligence by
showing due care in the manufacture of the product and in the adoption of
quality control measures.'® Serict products liability, therefore, increases the
plaintiff's chances of recovery.

The seminal case adopting strict products liability is Greenman v. Yuba Power
Products, Inc.®® In Greenman, plaintiff was injured while using a power tool

13 24 Cal. 2d 453, 150 P.2d 436 (1944) (Traynor, J., concurring). In Escola, a waitress whose
hand was severely injured by an exploding Coca-Cola bottle was unable to prove any specific acts
of negligence on the part of the manufacturer. The waitress relied completely on the doctrine of
res ipsa loquitur to prove her claim of negligence. The court, after an analysis of the testing of
bottles for defects by the bottle manufacturer, found that all the elements of the doctrine of res
ipsa loquitur were present, and the waitress prevailed. Id. at 457-61, 150 P.2d at 438-40.

Y 14 at 461, 150 P.2d at 440.

18 14, at 462, 150 P.2d at 441.

18 14,

Y7 Id. at 463, 150 P.2d ac 441.

Res ipsa loquicur is a “[rleburctable presumption or inference thar defendant was negligent,
which arises upon proof that [the]} instrumentality causing injury was in defendant’s exclusive
control, and that the accident was one which ordinarily does not happen in {the] absence of
negligence.” BLACK'S LAw DICTIONARY 1173 (5th ed. 1979).

'* Bimnbaum, Unmasking the Test for Design Defect: From Negligence {to Warranty] to Strict
Liability to Negligence, 33 VAND. L. REv. 593, 595 (1980). While the doctrine of res ipsa loqui-
tur aided some plaintiffs, the *“manufacrurer could dispel the inference of negligence by advancing
sufficient evidence to show that he exercised due care in the manufacture of the product and in
the adoption of quality control measures.” Id.

2% 59 Cal. 2d 57, 377 P.2d 897, 27 Cal. Rptr. 697 (1962).
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when a piece of wood on which he was working flew out of the machine and
struck him.?! Justice Traynor, writing for a unanimous California Supreme
Court, held that a manufacturer was strictly liable when an article he placed on
the market, knowing it would be used without inspection for defects, proved to
have a defect which caused injury.?® Rejecting product warranties as a basis of
liability,® the court reasoned that strice liability is appropriate because it insures
that the cost of injuries caused by defective products is borne by manufacturers
rather than injured persons who are powerless to protect themselves from such
defects.?* -

In Greenman, the court held that the plaintiff need only show that he was
injured while using the manufacturer's product the way “it was intended to be
used, {and was injured} as a result of a defect in design and manufacture of
which plainciff was not aware.”3® The court did not differentiate between a
design defect and a manufacturing defect.*® Following Greenman, courts have
discussed various product defects and the corresponding tests for each.*” An
excellent example of cases defining both the types and legal tests for product
defects is Barker v. Lull Engineering Co.® In Barker, the plaintiff was injured by
lumber which fell from a high lift loader that plaintiff was operating.?® The
court defined three types of product defects, which have been widely recognized
by courts and commentators.®®

2 Id. at 59, 377 P.2d ac 898, 27 Cal. Rptr. at 698.
M Id. at 62, 377 P.2d at 900, 27 Cal. Rptr. at 700.
33 The courr noted that section 1769 of the Civil Code provided that:
In the absence of express or implied agreement of the parties, acceptance of the goods by
the buyer shall not discharge the seller from liability in damages or other legal remedy for
breach of any promise or warranty in the contract 1o sell or the sale. Buc, if after accept-
ance of che goods, the buyer fails to give notice to the seller of the breach of any promise
or warranty within a reasonable time after the buyer knows, or ought o know of such
breach, the seller shall not be fiable.
Id. at 60, 377 P.2d at 899, 27 Cal. Rptr. at 699.
The court then rejected this notice requirement:
The notice requirement of section 1769, however, is not an appropriate one for the court
to adopt in actions by injured consumers against manufacturers with whom they have not
dealt . . . . Moreover, to impose strict liabilicy on the manufacturer under che circum-
stances of this case, it was not necessary for plaintiff ¢o establish an express warranty . . . .
Id. at 61, 377 P.2d ar 900, 27 Cal. Rper. ac 700.
¥ Id. at 63, 377 P.2d ac 901, 27 Cal. Rptr. at 701.
® I
*® The distinction was made lacer between these ewo types of defects. See infra notes 31-37
and accompanying text.
*7 The tests are the legal tests for determining the type of defect in a given case. See infra
notes 32-37 and accompanying text.
3 20 Cal. 3d 413, 573 P.2d 443, 143 Cal. Rptr. 225 (1978).
™ Id. at 419, 573 P.2d at 447, 143 Cal. Rptr. at 229.
3 See, ¢.g., Cepeda v. Cumberland Eng'g Co., 76 N.J. 152, 386 A.2d 816 (1978); Cacerpillar
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The first is a manufacturing defect.®® The relevant test is whether che prod-
uct in question “‘differs from the manufacturer’s intended result or from other
ostensibly identical units of the same product line.””3?

The second is a design defect. The defect in Barker is an example.®® There
are two tests for design defect in Barker. The first test requires the plaintiff o
show that the product failed to perform as safely as an ordinary consumer
would expect when the product is used in an intended or reasonably foreseeable
manner. The second test tequires the plaintiff to show that the product’s design
proximately caused the injury. Upon such a showing, the burden of proof shifts
to the manufacturer to show that, on balance, the benefits of the design out-
weigh the risk of danger inherent in the design.®*

The third type of defect, failure to warn, exists in those products which are
inherently dangerous.®® Asbestos is included in chis inherently dangerous
group.®® The test for defect in inherently dangerous products is whether the

Tractor Co. v. Beck, 593 P.2d 871 (Alaska 1979).

3 Ewola is a dassic example. See supra note 13.

2 20 Cal. 3d ar 429, 573 P.2d at 454, 143 Cal. Rpur. at 236. For example, if the sofe drink
botde is adequately designed for safe use under pressure, but in the maanufacruring process a
bortle is produced wich a flaw in it such thar ic will explode under pressure, this defecc would be
a manufacturing defect.

33 In Barker, che high life loader in question was not equipped with outriggers. Qutriggers are
mechanical arms that extend out from the sides of the machine. These devices give the unit more
stability. Evidence was introduced which revealed that cranes and some high life loaders are
equipped with outriggers or offer them as optional equipment. The lack of these outriggers prob-
ably caused the accident. Further, the loader was defective in that it was not equipped with seat
beles or roll bars, These defects are not flaws resulting from the manufacturing process. Indeed,
the loader may have been made exactly as designed. The defect here is in the design of the
loader.

3 20 Cal. 3d at 432, 573 P.2d at 455-56, 143 Cal. Rptr. at 237-38. This is the risk-benefic
analysis.

3 These are produces which cannot be made safer, bur are useful in spite of their dangers.
RESTATEMENT (SECOND) OF TORTS § 402A comment k (1977).

3¢ Terminology varies in the cases and the authorities. The Hawaii Supreme Court employs
the words *‘inherently dangerous” to describe the same condition which the Restatement (Second)
of Torts § 402A, comment k defines as "unavoidably unsafe.”” The question certified to the
Hawaii Supreme Court from the United States Court of Appeals for the Ninth Circuit, in the
Johnson case used the words “inherently unsafe.” There would be an obvious benefit to consis-
tency in che use of terminology by the courts and commentators. To achieve some degree of
consistency, this casenote uses the language of the Hawaii Supreme Court in Jobnson.

According to the Restacement:

Unavoidably unsafe products. There are some products which, in the present state of
human knowledge, are quite incapable of being made safe for cheir intended and ordinary
use. These are especially common in the field of drugs. An outstanding example is the
vaccine for the Pasteur treatmenc of rabies, which not uncommonly leads to very serious
and damaging consequences when it is injected. Since the disease itself invariably leads 10
a dreadful death, both the marketing and the use of the vaccine are fully justified, not-
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manufacturer warned, or adequately warned, the consumer of the inherent
dangers.®

B.  Strict Products Liability in Hawait
1. The adoption of strict products liability in Hawaii

In 1970, the Hawaii Supreme Court adopted strict produces liability in Stew-
art v. Budget Rent-A-Car Corp.®® In Stewar:, plaindff was injured when her
rental car went off the side of the road after control of the steering wheel failed
and the car jerked to the left. The court noted that it is “‘the modern trend and
the better reasoned view that strict liability in tort is a sound legal basis for
recovery in products liability cases.”’® The court relied on the leading argu-
ments for a rule of strict products liability:

The leading arguments for the adoption of a rule of strict products liability have
been that the public interest in human life and safety requires the maximum
possible protection that the law can muster against dangerous defects in products;
that by placing the goods on the market the maker and those in the chain of
distribucion represent to the public that the products are suitable and safe for use;
and thac the burden of accidental injusies caused by defective chattels should be
placed upon those in the chain of distribucion as a cost of doing business and as
an incentive to guard against such defects.*

withstanding the unavoidable high degree of risk which they involve. Such a product,
properly prepared, and accompanied by proper directions and warning, is not defective,
nor is it unreasonably dangerous. The same is true of many other drugs, vaccines, and the
like, many of which for this very reason cannoc legally be sold except to physicians, or
under the prescription of a physician, It is also true in particular of many new or experi-
mental drugs as o which, because of lack of time and opportunity for sufficient medical
experience, there can be no assurance of safety, or perhaps even of purity of ingredients,
but such experience as there is justifies the marketing and use of the drug notwichstanding

a medically recognizable risk. The seller of such products, again with the qualification that

they are properly prepared and marketed, and proper waming is given, where the situation
calls for it, is not to be held to strict liability for unfortunate consequences attending their
use, merely because he has undertaken to supply the public with an apparently useful and
desirable product, actended with a known but apparently reasonable risk.

RESTATEMENT (SECOND) OF TORTS § 402A comment k (1977) (emphasis in original).

37 RESTATEMENT (SECOND) OF TORTS § 402A comment k (1977). Comment k is followed in
two major manufacruring states: California (see, e.g., Brown v. Abbott Laboratories, 44 Cal. 3d
1049, 751 P.2d 470, 245 Cal. Rptr, 412 (1988)) and New Jersey (s, e.g., Feldman v. Lederle
Laboratories, 97 N.J. 429, 479 A.2d 374 (1984)).

3 52 Haw. 71, 470 P.2d 240 (1970).

3 Id. ac 74, 470 P.2d ac 243.

*© 14
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Based on these policy interests, the court adopted strice liabilicy in tort in
products liability cases in Hawaii and stated the elements of such an action:

{Wle adopt the rule that one who sells or leases a defective product which is
dangerous to the user or consumer or to his property is subject to liability for
physical harm caused by the defective product to the ultimate user or consumer,
or to his property, if (a) the seller or lessor is engaged in the business of selling ot
leasing such product, and (b) the product is expected to and does reach the user
or consumer without substancial change in its condition after it is sold or leased.*!

The court noted that this formulation was essentially the rule adopted in the
Restatement (Second) of Torts section 402A.4% The Hawaii formulation, how-
evet, omitted the word "‘unreasonably”” from section 402A. In Hawaii, there-
fore, the product need only be dangersus to the user or consumer or to his
property. The court did not comment on the omission, however, and eventually,
this silence created the need for the court to clarify its formulation. This OPPOI.'-
tunity arose in Brown v. Clark Equipment Co*®

2. Distinguishing strict products liability from negligence

Brown involved actions in negligence and strict products liability for wrongful
death caused by the impact of a front-end loader.** The defendant argued thac
a jury instruction, which departed from the definition of strict liability in tort
found in the Restatement (Second) of Torts incotrectly stated the law in
Hawaii, *®

The Hawau Supreme Court discussed the omission of the term “‘unreasona-
bly”” from the Stewart formulation, citing cases that criticized che standard
adopted by section 402A as injecting a negligence concept into the theory of
strict liability.*® The court held thac the trial court had correctly applied the

14,
¢ Id. According to the Restatement:
(1) One who sells any product in a defective condition unteasonably dangerous to the user
or consumer or to his property is subject to liability for physical harm thereby caused to
the ulcimate user or consumer, or to his property, if
(a) the seller is engaged in the bustness of selling such a product, and
(b) it is expected to and does reach the user or consumer without substantial
change in the condition in which it is sold.
RESTATEMENT (SECOND) OF TORTs § 402A (1977).
4 62 Haw. 530, 618 P.2d 267 (1980).
I ar 531, 618 P.2d at 269.
4% Id. at 541, 618 P.2d at 274. The defendant asserted that the phrase *‘unreasonably danger-
ous” was endorsed by the court in Stewart. Id. )
*® Id. at 543, 618 P.2d at 274-75. Cases cited by the court include Cronin v. J.B.E. Olson



182 University of Hawaii Law Review | Vol. 11:175

Stewart test for design defects, omitting the words “‘unreasonably dangerous™
from the jury instruction and in defining a defective condition pursuant to the
Restatement.*’

The following year, in Bowdreau v. General Electric Co.,*® the Hawaii Inter-
mediate Court of Appeals (ICA) clarified the concept of strict products liability.
In Boudreax, plaintiff sued the defendant manufacturer for damages resulting
from an explosion of methane gas which accumulated in plaintiff's washer/
dryer unit.*® Defendant did nor install safety glass in the door of the unit. The
explosion blew the glass out of the door and cut the plaintiff.%® Interestingly,
the jury found that cthe washer/dryer unit was not defective, but thar defendant
was negligent in designing, manufacturing and selling the product.®* This result
is anomalous because a finding of negligence on the part of the manufacturer in
designing, manufacturing and selling the product should lead to a conclusion
that the product is defective. The anomaly is understandable because the court
instructed the jury that reasonableness and foreseeabilicy were the touchstones of
both negligence and strict liability.*® The ICA reversed and held that negligence
concepts such as reasonableness and foreseeability are not relevant to strict prod-
ucts liabiliry.®®

The ICA, therefore, effectively separated strict produces liability from negli-
gence. Alchough strict products liability was adopted in Stewar: and then dis-

Corp., 8 Cal. 3d 121, 501 P.2d 1153, 104 Cal. Rptr. 433 (1972); Glass v. Ford Moror Co., 123
N.J. Super. 599, 304 A.2d 562 (1973); and Clary v. Fifch Ave. Chrysler Center, 454 P.2d 244
(Alaska 1969). The court discussed with approval the Cronin case, which adopted the rule ¢that a
manufacturer is liable for “all injuries proximacely caused by any of its products which are ad-
judged ‘defective’ [in designl.”” Cromin, 8 Cal. 3d at 133-34, 501 P.2d ac 1162, 104 Cal. Rptr.
at 442. While che Hawaii Supreme Court found the Cromin rule actractive, the court did not
adopt the rule. 62 Haw, at 543, 618 P.2d ac 275.

** Id. The Restatement defines unreasonably dangerous as follows: *“The article sold must be
dangerous to an extent beyond that which would be contemplaced by the ordinary consumer who
purchases it, with cthe ordinary knowledge common to the community as to its characteristics.”
RESTATEMENT (SECOND) OF TORTS § 402A comment i (1977). The trial court used this language
to define the term “defective condition.” It did not include the term “‘unreasonably dangerous”
in its analysis. The court did not address the issue of teses for defects.

48 2 Haw. App. 10, 625 P.2d 384 (1981).

® Id. at 11-12, 625 P.2d at 386.

8 1d.

1 Id. at 12, 625 P.2d ar 388.

® The objectionable instruction stated that a product is not defective unless it is reasonably
foreseeable that it may, as a resule of normal use, cause an accident of the general kind or type
involved in this case. Id. at 15, 625 P.2d acr 389. The instruction converted the doctrine of strict
products liability into one of negligence.

%3 The court noted the “jury’s finding General Electric to be negligent buc the product not
defective . . . points clearly to the danger of importing the reasonability or foreseeability test
with respect to danger inte strict liability instructions.” M. at 16, 625 P.2d at 389.
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tinguished from negligence in Brown, Hawaii courts still had not defined tests
for the various types of product defects. Two years later, the Hawaii Supreme
Court was given the opportunity to do so.

3. Adoption of a test for product defects

In Ontai v. Straub Clinic & Hospital ® plaintiff was injured when che footrest
of an X-ray machine gave way, causing plaintiff to fall to the floor. The court
adopted a two-part test for product defects:

First, a product may be found defective in design if the plaintiff establishes that
the product failed to perform as safely as an ordinary consumer would expect
when used in an intended or reasonably foreseeable manner. Second, a product
may alternatively be found defective in design if the plaintiff demonstrates that
the product’s design proximately caused his injury and the defendant fails to
establish, in light of the relevant factors, that, on balance, the benefits of che
challenged design outweigh the risk of danger inherent in such design.®

The court, however, noted that under either test, the plaintiff musc show that
the product was dangerously defective and the defect proximately caused the
injury.®® The court also held that there is a duty to warn of known dangers
which a user would not normally discover. This durty includes adequate instruc-
tions for safe use and warnings of any dangers inherent in improper use.®’

C. Siate of the Art Evidence as a Defense to Strict Products Liability
1. State of the art evidence generally

In the 1956 case of Day v. Barber-Colman Co.,%® plaintiff was injured by an
overhead door that fell on him. In rejecting plaintiff’s claim that the manufac-
turer negligently designed the door, the court reasoned that the design was safe
according to industry standards, and that the “state of the art at the time and
the prior history of the use of the product would not have indicated or required

8 66 Haw. 237, 659 P.2d 734 (1983).

88 Id. at 242, 659 P.2d at 739-40. The Cronin court held that a plaintiff seeking recovery on a
theory of strict liability in tort need not prove that the defect made the product unreasonably
dangerous to the consumer. The court applied this rule to both design and manufacturing defects.
8 Cal. 3d at 135-36, 501 P.2d at 1155, 104 Cal. Rptr. at 443,

% 66 Haw. at 243, 659 P.2d at 740.

87 Id. at 248, 659 P.2d ac 743,

% 10 II. App. 2d 494, 135 N.E.2d 231 (1956).
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any material change in the design, or manufacture.””®® Unfortunately, the Day
court did not define the phrase “state of the art,”

Subsequent case law has provided various definitions of ''state of the art”
depending upon the context in which the term is used.®® In “design defect”
cases, the term refers to the technical feasibility of designing a safer product at
the time the product is manufactured.®! In “failure to warn’ cases, the term
refers to scientific knowledge of a risk associated with the product at the time
the product is manufactured.®®* However, courts do not agree on a standard
definition, and application of the term has not been uniform.®®

Since state of the art evidence is presented to show whether or not a product
is defective, its application differs depending upon the type of defect alleged. In
manufacturing defect cases, state of the art evidence is inadmissible co deter-
mine liability because it is irrelevant.®* Similarly, scate of the art evidence is
inadmissible in “failure to warn’ cases.®®

5 Id. ac 507, 135 N.E.2d at 237.

% Some courts define state of the art in terms of the pertinent scientific and technical knowl-
edge existing at the cime of design and manufacture of the product. See, e.g., Bruce v. Martin-
Mariecta Corp., 544 F.2d 442 (10th Cir, 1976) (ordinary consumer could not expect an aircraft
made in 1952 to have the safety features of an aircraft made in 1970); Olson v. Arctic Enters,,
349 F. Supp. 761 (D.N.D. 1972) (court “must view the alleged defect in light of the engineer-
ing standards in 1966""); Balido v. Improved Mach., Inc., 29 Cal. App. 3d 633, 105 Cal. Rper.
890 (1973) (defective design only when determined from the state of the art at the cime).

Other courts confuse state of the art evidence with cthen-existing indusery standards. See, e.g.,
Sturm, Ruger & Co. v. Day, 594 P.2d 38 (Alaska 1979) (" ‘state of the art’ refers to customary
practice in the industry’’); Suter v. San Angelo Foundry & Mach. Co., 81 N.J. 150, 406 A.2d
140 (1979) (“'state of the art refess not only to the common practice and standards in the indus-
try . . . ."); Olson v. A.W. Chesterron Co., 256 N.W.2d 530 (N.D. 1977) (state of che art
defined in terms of products similar to che defendant’s or of the same nature to show different
features used by other manufacturers).

é! Bimbaum & Wrubel, "State of the Art” and Strict Products Liability, 21 TORT & INs. L].
30, 31 (1985).

o 14,

3 Courts defining state of the art in terms of available scientific or technical knowledge at the
rime of design and manufacture are applying a different standard than courts defining state of the
art in terms of industry scandards. See supra note 60.

8 Robb, A Practical Approach to Use of State of the Art Evidence in Strict Products Liability
Cases, 77 Nw. UL. Rev. 1, t1 (1982). A manufacturing defect occurs when the produce differs
from the manufacturer’s intended result or from other ostensibly identical unics of the same
product. State of the art evidence has no application in this situation as Hability is based upon a
defect in construction.

% See, e.g., Qakes v. Geigy Agriculcurat Chemicals, 272 Cal. App. 2d 645, 77 Cal. Rper. 709
(1969) (to find liability for unknown dangers is to recast the manufacturer as an insurer);
Woedill v. Parke Davis & Co., 79 Ill. 2d 26, 402 N.E.2d 194 (1980) (knowledge of danger is a
proper limitation to manufacturer’s strice liability for failure to warn). There is lictle concroversy
over admissibility of stace of che art evidence in failure co warn cases because che Restacement
(Second) of Torts § 402A comment j requires the seller to warn of a danger of which it has
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The major dispute over admitting state of the art evidence is in design defect
cases. The argument for excluding state of the art evidence rests on the separa-
tion of strict products liability and negligence,®® because such evidence addresses
the issue of reasonable care on the part of the manufacturer.®” Such evidence,
therefore, should be excluded as irrelevant because liability is imposed only on
the basis of a product defect. The focus is on the product, not on the reasona-
bleness of the manufacturer's care.®® The difficulty with this argument is its
tendency to extend strict liability to absolute liability.®® Thus, under the forego-
ing argument, the manufacturer is liable regardless of whether a safer design
was feasible, The manufacturer is thereby transformed into the insurer of its
product. Moreover, those opposed to admitting state of the art evidence fail to
consider the fact that such evidence queries whether the product was defective
at the time of manufacture. If a safer design was feasible at the time of manufac-
ture, then the product was defective, but if a safer design was no# feasible at the
time of manufacture, the product should not be deemed defective.”®

Moreover, state of the art evidence helps to determine reasonable consumer
expectations;”* and the risk benefit analysis of Barker®® considers the feasibility
of a safer design.” Significantly, state of the art evidence relates directly to this
determination,

2. State of the art evidence in design defects cases

In design defect cases, the jurisdictions are split on the admissibility of state

knowledge or by the application of reascnable, developed human skill and foresight should have
knowledge.” Robb, supra aote 64, at 13. Thus, the test in a failure to warn case is whether the
manufacturer adequately warned consumers of the dangers of the manufacturer’s product.

% Robb, supra note 64, at 14.

7 This occurs by focusing on whether the manufacturer could determine the safety of the
manufacturer’s product in light of knowledge available at the time of manufacture. Such evi-
dence, cherefore, introduces a negligence concept in the form of reasonableness of the manufac-
curer’s conduct into strict products liability.

% Robb, supra note 64 at 11. Strict products liabilicy eliminates plaintiff's need to prove the
absence of due care by defendant. See supra notes 18-19 and accompanying text.

8 See, e.g., Robb, supra note 64, at 1; Bimbaum & Wrubel, supra note 61, ac 30.

70 Birnbaum & Wrubel, supra note 61, at 33. State of the art evidence addresses product
defect and not manufacturer conduct. Thus, in a failure to warn case, “‘a product cannot be made
safer by the addition of a warning if science and technology do not suggest to the manufacrurer
that there is any hazard or risk to wam about.” Id.

1 Rabb, supra note 64, ac 33. The consumers base cheir expectation of the safety of a product
by consideting the state of the art at the time of manufacture. This factor enters iato che determi-
nation of liabilicy under the Barker test. See supra notes 33-34 and accompanying text.

7% See supra notes 33-34 and accompanying text.

7 20 Cal. 3d ac 431, 573 P.2d ac 455, 143 Cal. Rper. ac 237.
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of the art evidence.” The jurisdictions excluding state of the art evidence hold
that such evidence is irrelevant because it relates to the reasonableness of che
design selected for manufacture, and the manufaccurer's standard of care is not
an issue in strict products liability. For example, in Flatt v. Johns-Manville Sales
Corp.,”® plaintiff brought a products liability action against the manufacturer of
cement pipes which contained asbestos, alleging that exposure to the pipes
caused the death of plaintiff's decedent. The court stated that evidence relating
to the state of the art at the time of manufacture was relevant only to the issue
of due care in the manufacturing process—a negligence concept not at issue in a
strict liability action.’® Moteover, in Cunningham v. MacNeal Memorial Hospi-
tal," plaintiff allegedly contracted serum hepatitis from defective blood used by
defendant in treating plaintiff.”® Defendant argued thac the current state of
medical science was incapable of determining the existence of the serum hepati-
tis virus in whole blood.” The Supreme Court of Illinois held that state of the
art evidence was inadmissible and held defendant liable:

To allow a defense co strict liability on the ground that there is no way, either
practical or theoretical, for a defendant to ascertain the existence of impurities in
his product would be to emasculate the doctrine and in a very real sense would
signal a recurn to a negligence theory.®®

In jurisdictions admitting state of the art evidence in design defect cases, the
courts hold that such evidence serves as a measure of reasonable consumer ex-

7 For cases excluding state of the art evidence, se¢e Ruggeri v. Minnesota Mining & Mfg. Co.,
63 Ill. App. 3d 525, 380 N.E.2d 445 (1978); Gelsumino v. E.W. Bliss, 10 Ill. App. 3d 604,
295 N.E.2d 110 (1973) (state of the art evidence irrelevant to strict liability). For cases admit-
ting state of the art evidence, see Bruce v. Martin-Marietta Corp., 544 F.2d 442 (10th Cir. 1976)
(““state of the art evidence helps to determine the expectation of the ordinary consumer’”); Olson
v. Arctic Enters., 349 F. Supp. 761 (D.N.D. 1972) (state of the art evidence relevant t0 manu-
facturer’s design choice).

76 488 F. Supp. 836 (E.D. Tex. 1980).

7 Id. ar 841. ’

"7 47 1. 2d 443, 266 N.E.2d 897 (1970).

" The product in this case was the blood which was marketed to consumers needing blood
transfusions. The product was “designed defectively'* in that no provision existed for insuring the
blood was free of serum hepatitis virus, This was an early case and refleces che difficuley the court
had with classifying blood as a product.

™ 47 Il 2d ac 453, 266 N.E.2d at 902.

® Jd. Many decisions which have excluded state of the art evidence are from Illinois. See, ¢.g.,
Ruggeri v. Minnesota Mining & Mfg. Co., 63 Ill. App. 3d 525, 529, 380 N.E.2d 445, 448
(1978); Stanfield v. Medalist Indus., 34 Ill. App. 3d 635, 640-41, 340 N.E.2d 276, 280
(1975); Martthews v. Stewarc Warner Corp., 20 Ill. App. 3d 470, 482, 314 N.E.2d 683, 692
(1974); Gelsumino v. E.W. Bliss Co., 10 Ill. App. 3d 604, 608, 295 N.E.2d 110, 112-13
(1973) (state of the art evidence itrelevant to strict liability). Thus, the rule for exclusion of state
of the art evidence is sometimes referred to as the Ilinois rule.
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pectations.®® In Bruce v. Martin-Marietta Corp.*? plaintiffs brought produces
liability and negligence actions against the manufacturer of an aircraft to recover
for injuries sustained as a result of the alleged uncrashworthiness of the aircraft.
The court expressly rejected the Illinois rule,®® and noted plaintiffs’ failure to
show that the ordinary consumer would expect a plane manufactured in 1952
to have the safety features of a plane manufactured in 1970. Having recognized
that consumer expectations change as new safety features are developed, che
court noted that “‘state of the art evidence helps to determine the expectation of
the ordinary consumer.”’%*

Under the risk benefic analysis,®® the feasibilicy of a safer design is a factor in
determining whether the design is defective. State of the art evidence is related
directly to this determination. In Boatland of Houston, Inc. v. Bailey,®® plaintiffs’
decedent was killed when the motorboat he had purchased from defendant
struck a submerged stump and threw decedent into the water. The boat’s mo-
tor did not have an automatic “turn-off* switch. The boat struck decedent and
killed him.®” Plaintiffs offered state of the art evidence relating to a “kill
switch” that automatically curns the motor off if the boat operator is thrown
into the water. Evidence showed that these devices had been in use on racing
boats for ten years preceding decedent’s death. Defendant offered evidence that
the device was not feasible ac the time decedent’s boat was manufactured.®® In
finding for che defendant, the court stated that defendant’s “[e]vidence . . . is
important in determining whether a safer design was feasible. The limitations
imposed by the state of the art at the time of manufacture may affect the
feasibility of a safer design.”®®

In sum, there is a jurisdictional split as to the admissibility of state of the art
evidence in design defect cases. Some jurisdictions exclude state of the art evi-
dence as irrelevant because it introduces negligence concepts into strict liability

8

This is the first prong of the Barker test. See supra notes 33-34 and accompanying text.
52 544 F.2d 442 (10ch Cir. 1976).

83 See supra note 80.

The court relied on the language of the Restacement (Second) of Torts § 402A: “‘defective
condition” and “unreasonably dangerous.” 544 F.2d at 447. See z/so Cantu v. John Deere Co.,
24 Wash. App. 701, 705, 603 P.2d 839, 841 (1979) (state of the art evidence relevant to
consumer's expectation of safety of the plane). ’

88 This is the Barker tesc. See supra notes 33-34 and accompanying text.

8 609 S.W.2d 743 (Tex. 1980).

87 Id. ac 745.

88 Jd. ar 748.

8 Jd. See also, Wilson v. Piper Aircraft Corp., 282 Or. 61, 577 P.2d 1322 (1978) (in che
absence of evidence of availability or practicality of alternative designs, plaintiffs’ evidence of
deficiency of the aircrafc was not sufficient to permit a jury finding that the airplane was danger-
ously defective).

84
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actions.®® Other jurisdictions admir che evidence as relevant to either reasonable
consumer expectations or the feasibility of a safer design.®

3. State of the art evidence in failure to warn cases

A failure to warn case is one in which the manufacturer provides no warning
or inadequate warnings of the dangers of a product. In such cases, the relevant
question is how can a manufacturer warn of a danger of which he is unaware?
Courts have resolved this question in one of two ways. Some courts have held
that the plaintiff must prove that the manufacturer knew or should have known
of the dangers of the product.®® An alternative position simply imputes knowl-
edge of the danger to the manufacturer.®® Therefore, plaintiff need only prove
that the manufacturer failed to warn adequately of the danger and that the
defective product caused the resulting injury.

Another alternative, at least in failure to warn cases involving inherently dan-
gerous products, holds that the plaintiff must show that che manufacturer knew
or should have known of the dangerousness of the product.® In Oskes v. Geigy
Agricultural Chemicals,*® plaintff sued on a strict liability theory for damages
resulting from an allergic reaction allegedly caused by the use of the defendant’s
weed-killing chemical products. The appellate court held for defendant. It rea-
soned that the Restatement (Second) of Torts®® requires a warning only when
the manufacturer knows or should know there is a special danger. The court
refused “[tJo exact an obligation to warn the user of unknown and unknowable
allergies, sensitivities and idiosyncracies {because such a holding would} recase
the manufacturer in the role of an insurer.”"®? Similarly, in Woodill v. Parke
Davis & Co.,%® the Supreme Court of Illinois held that “‘the imposition of a

%0 See supra notes 74-80 and accompanying text.

) See supra notes 82-89 and accompanying text.

% Other jurisdictions reject this approach specifically because it introduces negligence princi-
ples into strice liability. See infra notes 95-99 and accompanying text.

92 See infra notes 101-05 and accompanying text.

8¢ See infra notes 98-99 and accompanying rext. Such holdings may reflect the language of the
Restatement, which requires che seller of a product to wam of a danger of which the seller has
knowledge or "'by the application of reasonable, developed human skill and foresight should have
knowledge.” RESTATEMENT (SECOND) OF TORTS § 402A comment j (1977). Thus, those courts
which follow the Restatement do not impuce such knowledge 1o the manufacturer of an inher-
ently dangerous product.

% 272 Cal. App. 2d 645, 77 Cal. Rptr. 709 (1969).

*® RESTATEMENT (SECOND) OF TORTS § 402A comment j (1977).

®7 272 Cal. App. 2d at 651, 77 Cal. Rper. at 713.

%8 79 1l 2d 26, 402 N.E.2d 194 (1980). Woodill involved a strict products liabilicy action
for damages for injuries allegedly suffered by a child in the fetal stage when the defendant’s drug
was administered to the mother during delivery of the child.
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knowledge requirement is a proper limitacion to place on a manufacturer’s serict
liability in tort predicated upon a failure to warn of a danger inherent in a
product.”*®®

Other jurisdictions hold, however, that the manufacturer’s knowledge is irrel-
evant because liability in warning cases is not based upon negligence, and,
therefore, evidence of technical knowledge at the time of manufacture is irrele-
vant.’® This view was adopted in Beshada v. Jobns-Manville Products Corp.*®?

In Beshada, an action for wrongful death and personal injury, plaintiffs
claimed to have developed asbestos-related diseases due to exposure to asbestos
products during their employment. Plaintiffs claimed chat defendant manufac-
turers were strictly liable because they failed to warn of the hazards of asbestos.
Defendants asserted the state of the art defense, alleging that they could not
have known chat the hazards existed based on available scientific evidence at the
time of marketing the products.'*?

The Supreme Court of New Jersey was not persuaded. It held that “in strict
liability cases, culpability is irrelevant. The product was unsafe. That it was
unsafe because of the state of technology does not change the fact chat it was
unsafe. Strice liability focuses on the product, not the fault of the manufac-
turer.””**® Finally, the court decided that imposing liability for failing to wamn
of unknowable dangers furthered the goals and policies of the strict liabiliry
doctrine,*® thus barring the state of the art defense.'®®

Just two years later, however, the New Jersey Supreme Court retreated from
this position. In Feldman v. Lederle Laboratories,*®® phaintiff suffered tooth dis-
coloration as a result of taking a tetracycline drug as an infanc and premised her
strict liability claim on defendant’s failure to warn of such discoloration as a
possible side effect. Defendanc asserted that this side effect was not known at
the time the drug was marketed.!®”

% Id. ac 33, 402 N.E.2d ac 198.

100 See supra notes 66-67 and accompanying text.

191 90 N.J. 191, 447 A.2d 539 (1982).

102 Defendancs attempted to discinguish Fruend v. Cellofilm Properties, Inc., 87 N.J. 229,
432 A.2d 925 (1981), an earlier New Jersey case holding that in strict produces liability, knowl-
edge of the product's danger is imputed to the manufacturer. Defendants argued that Freund
should be incerpreted narrowly so that only knowledge of che product’s dangerousness existing at
the time of marketing should be imputed. 90 N.J. at 203, 447 A.2d ac 546.

193 1d. ac 204, 447 A.2d ac 546.

194 14, ar 203, 447 A.2d ac 547.

108 14, at 207, 447 A.2d at 549,

106 97 N.J. 429, 479 A.2d 374 (1984).

37 1d, at 435, 479 A.2d at 377. The jury found for the defendant and the Appellate Division
affirmed the decision of the lower court, The Supreme Court remanded che case 1o the Appellate
Division to reconsider in light of Beshada, which had been decided after the Appellate Division's
decision. The Appellace Division subsequently reaffirmed its decision.
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The court’s retreat from Beshada began with a blurring of the lines between
serict liability and negligence:

The question in strict liability design-defect and warning cases is whether, assum-
ing that the manufacturer knew of the defect in the product, he acted in a rea-
sonably prudent manner in marketing the product or in providing the warnings
given. Thus, once the defendant’s knowledge of the defect is imputed, strice lia-
bility analysis becomes almost identical to negligence analysis in its focus on the
reasonableness of the defendant’s conduce.'®®

Turning to the question of what a reasonably prudent manufacturer should
know, the court noted thac the manufacturer wouid be “‘deemed to know of
reliable information generally available or reasonably obtainable in the indusery
or in the particular field involved.”'® The courc reasoned that there was no
conflict berween this test and imputed knowledge in strict liability cases as long
as “‘the knowledge that is assumed is reasonably knowable in the sense of actual
or constructive knowledge.”**® Thus, in contrast to Beshada, which required a//
knowledge of dangers of a product be imputed to the manufacturer, Feldman
requires that only reasonably knowable dangers be imputed.** In New Jersey,
therefore, state of the art evidence in failure to warn cases is generally admissi-
ble only if the manufacturer knew or reasonably should have known that the
product was dangerous.

IV. ANALYSIS

A. The Hawaii Supreme Court's Reasoning in Johnson v. Raybestos-
Manhattan, Inc.

In Johnson, the Hawaii Supreme Court defined state of the art as “‘the ability
or inability to discover the danger posed by the product ac the time the product
is marketed in lighe of the state of scientific knowledge or technology at the

198 1d. at 451, 479 A.2d ac 385.

1% 1d. at 453, 479 A.2d ac 387.

110 Id.

1Y 14, at 454, 479 A.2d ac 387-88. Indeed, the court went even farther in its retreac from
Beshada and specifically limited the holding of Beshada o its facts:

If Beshada were deemed to hold generally ot in all cases, particularly wich respect to a

situation like the present one involving drugs viral co healch, that in a waming context

knowledge of the unknowable is irrelevant in determining the applicability of strice liabil-

ity, we would not agree . . . . The rationale of Beshada is not applicable co this case. We
do not overrule Beshada, but restrict Beshada to the circumstances giving rise to its
holding.

1.
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time.”’*!* The court explained that the definition applied only in the context of
strict liability actions based on the inherent dangerousness of the product.
Neither manufacturing defects nor design defects were addressed.!!?

The Hawaii Supreme Court agreed with those jurisdictions that refuse to
admit state of che art evidence, because the issue of whether the seller knew or
should have known of the dangers inherent in the seller’s product is itrelevant
to the issue of liability.'™ Our court made it clear that scrict products liability
and negligence are completely distinct theories. The Hawaii Supreme Court be-
gan its analysis restating the definition of strict products liability articulated in
Ontai»® The plaintiff must show (1) that the seller was engaged in the busi-
ness of selling the product, (2) that the product contained a defect dangerous to
the user or consumer, and (3) that the defect was the cause of the injury.}’® A
dangerously defective product is, therefore, a product that does not meet the
reasonable safety expectations of the ordinary consumer or user.’*?

The court then indicated that a seller’s knowledge of the danger inherent in
the seller’s product is irrelevant in a strict products liability action. The court
specifically held that state of the art evidence is inadmissible to establish
whether the seller knew or should have known of the dangerousness of its prod-
uct.’® Next the court rejected defendant’s contention that such a rule renders
defendants de facto insurers, absolutely liable for all harm caused by their prod-
ucts.’'® The court reasoned that defendants are only liable for any harm caused
by their products when the plaintiff shows that the product is dangerously de-
fective, and that the product does not meet the reasonable safery expectations of
the ordinary consumer.}?®

Finally, the court reasoned that because its analysis made defendant’s knowl-

U2 Id a 01, 740 P.2d ac 549 n.1.

18 1. at n.2, 740 P.2d at 549 n.2. It is possible that the reason the court declined to
address these issues is thac it was limited to the certified question, and perhaps it preferred to
reserve these issues for a later day,

184 14, See supra notes 66-67 and accompanying text.

118 66 Haw. ar 241, 659 P.2d ac 739.

¢ 69 Haw. at , 740 P.2d at 549.

"7 Id. This definition is used by most other jurisdictions.

18 69 Haw. at , 740 P.2d ac 549. The court's concern here was based on the preserva-
tion of the separation of negligence concepts and scrict products liability doctrine which it
achieved in Brown and in Boudreau. See supra notes 43-53 and accompanying text. Indeed, the
key distinction becween strict products Liability and negligence is the elimination of a “fault”
requirement in the former action. The court was concerned chat admitting state of the art evi-
dence in strict products liability cases would reinsert the element of fault and blur the line be-
tween strice products liability and negligence.

10 14 at , 740 P.2d ar 550.

129 1d. This appears to be an attempt by the court to fend off any argument that the Jobnson
decision has taken products liability law in Hawaii to the brink of absolute liability.
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edge of the dangers of its product irrelevant in a strict liability action, there was
“no need to adopt the fiction that the defendant is presumed to know of the
dangers inherent in his product.”*** The court, therefore, reiterated its desire to
completely separate negligence and strict products liabilicy theories.'*?

B. Did the Court Answer the Question Certified 1o It by the Ninth Circuir
Court of Appeals?

The question certified to the Jobnson court was whether, in a strict products
liability case for injuries caused by an inherently unsafe product, (1) the manu-
facturer was presumed to know of the dangers inherent in the product, or (2)

131 4.

32 In this last section of its opinion, the court cited Beshada. The court, however, failed to
note that Beshada has been limited by Feldman, 97 N.J. 429, 479 A.2d 374 (1984). Decided
two years apart, both cases came from the New Jersey Supreme Coure. Traditionally, New Jersey
has been a liberal state wich regard to strice products liabilicy, but, perhaps in recognition of the
problems of subjecting a manufacturer to absolute liabilicy in failure to warn cases, the Feldman
case represents a retreat from the strong stand of Beshada.

Beshada demonstrated clearly how elimination of "*foreseeability” precluded the stace of the art
defense in a failure to warn case. This holding extends the docerine of serice products liabilicy, as
applied to the manufacturer of an inherently dangerous product, to neatly absolute liabilicy.

Beshada has been expressly Limited to its facts by Feldman. See supra note 111. The result in
Feldman was the development of one test applicable to either failure to warn cases or design
defect cases. The court stated that the question in either case was “‘whether, assuming the manu-
facturer knew of the defect in che product, he acted in a reasonably prudent manner in marketing
the product or in providing the warnings given.” Id. at 451, 479 A.2d at 385. Thus, in a failure
to warn case, state of the art evidence would be relevant in determining the reasonableness of the
defendant’s conduct by showing what was or should have been known of the dangers of the
product at the time the product was manufactured.

Feldman has resulted in confusion on che part of other courts applying New Jersey law. See
Herber v. Johns-Manville, No. 82-2081 (D.N.J. Nov. 30, 1984) (Barcry, J.). See also Kreider v.
Keene Corp., No. 81-2794 (D.N.J. Oct. 17, 1984). In both cases, federal district judges agree
with the defendants’ contentions that in view of Feldman, Beshada no longer precludes state of
the art evidence. But see In re Asbestos Litigation Venued in Middlesex County, No. L-2740-81
(N.J. Super. Cc. Sept. 21, 1984) (Keefe, J.). In this case, the court ruled to the contrary on a
similar contention, stating that Beshada still precluded state of che art evidence. Feldman did not
averrule Beshada, but the New Jersey Supreme Courr issued an order stating that Beshada would
continue 1o apply to all pending asbestos cases. In 7¢ Asbestos Litigation Venued in Middlesex
County, Nos. M-338/339/340/341/ (N.J. Super. Ct. Dec. 4, 1984) (Clifford, J.), reh’g denied,
No. 23,265 (Dec. 19, 1984).

In lighe of this order, it is undear what the effect of Feldman will be on future asbestos cases,
and perhaps the real effect of Feldman was to overrule Beshada de facto. Already limited to its
facts by Feldman, and furcher restricted by the New Jersey Supreme Court order, it is possible
that Beshadz may have been so limited that, in the words of one commentator, " Beshada will
likely be remembered only as a vestigial remnant of the court’s abandoned Birtation with notions
of absolute liabilicy.” Bimbaum & Wrubel, supra note 61, at 43,
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whether state of the art evidence would be admissible to show whether the
manufacturer knew or should have known of the danger.

The court ruled that state of the art evidence was inadmissible because
whether the manufacturer knew or should have known of dangers of its product
had no bearing on the elements of a strict liability action.*® By admitting
neither of the two propositions, the court provided no solution to the problem.

Thus, in a case involving an inherently dangerous product in Hawaii, the
plaintiff need only show that the product does not meet the reasonable safety
expectations of the ordinary consumer.?®* The manufacturer may not introduce
state of che art evidence to show whether it could have known the product was
inherently dangerous at the time it was marketed.

As such, Johnson implies that state of the art evidence will be excluded in 47/
situations regarding product defect.*® If so, Jobnson falls neatly in line with
Hawaii cases on products liability since Stewart,'®® because such decisions have
always interpreted strict products liability in a plaintiff-otiented manner.'#”

C.  An Unclear Use of the Test for Inherently Dangerous Products

A major shortcoming in the Johnson analysis is the lack of dlarity in discuss-
ing product defects.’®® Indeed, the Jobnson requirement that the plaintiff must
prove that the product did not meet the reasonable expectations of the ordinary
consumer,'?® appears to misapply the first prong of the Barker test.’®® The

Jobnson court applied the test for design defect, as articulated in Barker, to a

123 69 Haw. ac , 740 P.2d atr 549.

124 14, at , 740 P.2d at 550.

138 Therefore, in view of the New Jersey court’s retreat from Beshada in Feldman, one can only
question Hawaii's position in this area. The Hawaii court’s alignment with Beshada and its
failure to mention Feldman in its opinion seem ¢o imply that Hawaii will not limit its decision on
state of the art evidence to asbestos cases as has New Jersey.

138 See supra notes 38-43 and accompanying text.

197 Stewart, see supra notes 38-42 and accompanying text, (adoption of strice products liability
in Hawaii); Brown, see supra notes 43-47 and accompanying text, (refusal to use ‘‘unreasonably
dangerous” in the jury instruccion); Bowdreau, see supra notes 48-53 and accompanying cext,
(refusal to insert concepts of reasonability and foreseeability in strict producrs liability); Onsai, see
supra notes 54-57 and accompanying text, (adoption of the Barker test for design defect).

%8 Inherently dangerous products, such as asbestos, ate treated in the Restatement. RESTATE-
MENT (SECOND) OF TORTS § 402A comment k (1977). See supra note 36. The test for defect in
these products is whether the manufacturer wamed, or adequately warned, the consumer of the
inherent danger or dangers of the product. Although comment k has been followed in two major
manufacturing states, see supra note 37, the Johnson court made no reference to it. Such a refer-
ence would have greatly clarified its holding, by emphasizing thac the discussion was limited to
unavoidably unsafe products, and that the issue was “failure to warn.”

13 69 Haw. at , 740 P.2d ar 549.

130 See supra notes 33-34 and accompanying text.
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case involving an unavoidably unsafe or inherently dangerous product. The
Jobnson application, therefore, provides an unclear test concerning such
products.'®!

The use of the first prong of Barker in cases of inherently dangerous products
appears to be an extension of Ontai*®® Although the court specifically noted
thac its discussion was limited to inherently dangerous products, “not involving
a manufacturing defect nor a design defect,’'*3® the use of the Barker test in
Jobnson implies that state of the art evidence is not admissible even in design
defect cases for purposes of establishing whether the manufacturer knew or

should have known of the dangers of its product.

D. Consumer Expectations and State of the Art

Alchough under Jobnson state of the art evidence is not admissible to estab-
lish whether a seller knew or should have known of the dangerousness of the
seller’s product, the court did not address the use of state of the art evidence
when consumers are forming their expectations of product safety.

In determining what the ordinary consumer expects in terms of product
safety, it is necessary to examine what an ordinary consumer knows about the
product. Clearly, a consumer’s expectation that an inherently dangerous product
could not cause harm is not a “reasonable” expectation. It therefore seems self-
evident that the consumer will consider the state of the art of the product at the
time of purchase, at least insofar as that information is available to the
consumer. 134

Two possible problems arise when a consumer is injured by the product and
secks compensation at a later point in time. First, the consumer’s expectations
formed at the time of purchase reflect, at least to some degree, the scate of the
are knowledge concerning that product.’®® Thus, through the testimony of the
consumer, state of the art evidence relating to whether the manufacturer knew

131 In Ontai, the Hawaii Supreme Court adopted the Barker tests for design defects. See supra
nates 54-57 and accompanying text. The court added char the plaintiff must also show that the
product was dangerously defective and that che defect proximately caused the injury., Thus, the
Ontai court expanded the Barker tests.

132 The Hawaii Supreme Court did not state whether, in ruling in a design defect case, it was
applying either or both of the Baréer tests for design defect. It also did not specify whecher chese
tests will be extended to manufacturing defect actions and inherently dangerous product actions.
Note, Ontai v. Straub Clinic & Hospital: Who Carries the Burden of Proving Design Defecis? 6 U.
Haw. L. Rev. 635 (1984).

123 69 Haw. at n.1, 740 P.2d at 549 a.1.

13 Consumers may glean this information from package inserts, product labelling, consumer
teports, or produce literacure.

138 It is obvious that consumers will base their expectations of a product on what they believe
is technologically possible at the time,
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or should have known of the dangers of the product may be admitted
inadvertently.!%®

Second, at trial, consumers, backed by any state of the art knowledge con-
cerning the safety of the product gleaned since the accident, may consciously or
unconsciously use such knowledge in describing their expectations. Thus, there
exists the possibility of admission, again inadvertently, of state of the art evi-
dence relating to whether the manufacturer knew or should have known of the
dangerousness of the product.

These possibilities are significant because Johnson precluded anmy state of the
art evidence which would help establish whether the manufacturer knew or
should have known of the dangers of its product. Unfortunately, the court gave
no guidance on how to prevent the admission of such evidence indirectly by
plaintiffs, when plaintiffs attempt to prove that the product did not meet the
reasonable expectations of the ordinary consumer.

V. IMpACT

Historically, Hawaii's courts have shown great generosity to plaintiffs in
products liability actions.'®? Jobnson is consistent with this approach.

The ramifications of Johnson are both immediate and far reaching. In the
most obvious sense, precluding state of the art evidence as a defense for inher-
ently dangerous products increases a plaintiff's chances of recovering damages
because a manufacturer’s mere compliance with state of the art does not excuse
liability.

On the other hand, manufacturers, tetailers and consumers are harmed by
the Jobnson analysis. Because the court rejected state of the art evidence, manu-
facturers of inherently dangerous products are treated as insurers of their prod-
ucts. Therefore, manufacturing and insurance costs will necessarily rise and,
through the filtering down process, such costs will be borne by consumers.!*®
There is also the threat that because of rising insurance costs, important goods
and services will be removed from the market.'®® This would result in recovery
by a small number of injured persons, at a significantly increased cost to the
majority of the population.

138 Because the consumer/plaintiff will be testifying as to what he or she expected of che
product, evidence of stace of the art could be admitted to show consumer expectation rather chan
to show a manufacturer’s knowledge. Thus, the evidence will seill be admitred.

197 See supra notes 38-57 and accompanying text.

138 Address by the Honorable Edwin Meese III before the National Legal Center for the Pub-
lic Interest, reprinted in 23 IDAHO L. REV. 343, 345-46 (1987) [hereinafter Meese Address}. The
“filtering down" process is one in which coses incurred at a production level are gradually, by
increasing prices at each link in the chain of production, passed down to the consumer.

3% Sugarman, Taking Advantage of the Torts Crisis, 48 OHIO ST. LJ. 329, 334 (1987).
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The potentially enormous cost-shifting to consumers undermines the policy
considerations that gave birth to the concept of strict liability.’*® Those policy
considerations placed the risk of loss on those who were best equipped to bear
that loss, namely, upon the manufacturer who best knew the product. The same
concerns were voiced in Srewart, where the court recognized that “‘the public
interest in human life and safety requires the maximum possible protection that
the law can muster . . . .

Now, however, the balance has tipped against the manufacturer, and perhaps
now it is the individual who is better able to bear a loss by purchasing some
form of personal insurance.** Because manufacturers cannot bear the entire
burden of skyrocketing insurance costs, it is the consumer who pays the higher
price for goods or who is forced to forego certain goods.

Several commentators have suggested thac a current crisis exists in the liabil-
ity insurance field due to the expansion of tort liability.'*® For example, some
companies are subject to liability for claims not resulting from probabilistic
causes.’* This increases insurance costs because certain risk pools are immense
and many companies are vulnerable to damage claims for a long period of
time, }4® :

If this is the current state of the insurance and the manufacturing fields, then
cases such as Johnson, which disallow one of the last defenses available to manu-
facturers, serve only to exacerbate the problem.

Permitting a state of the art defense would help manufacturers by decreasing
their exposure to liability which should in turn reduce insurance costs. More-
over, a wide selection of individual health and disability coverage is presently
available to facilitate self insurance.'*® The widespread availability of personal

M0 See supra notes 13-19 and accompanying text.

14t 52 Haw. at 74, 470 P.2d at 243.

142 Scewart, Crisis in Tort Law? The Institutional Perspective, 54 U. CHL L. REv. 184, 188
(1987). It is unknown whether the cost to individuals of self insuring would ultimacely be less
than che costs of risk and loss spreading to manufacturers, sellers and consumers. Overall, how-
ever, it is the poor that suffer, because they do not generally buy insurance, but they do purchase
products. If they were required to self insure, they would lose, but if risk spreading raised the cost
of goods, they would also lose.

M3 Priest, The Curvent Insurance Crisis and Modern Tort Law, 96 YALE LJ. 1521 (1987),
Sugarman, supra note 140; Freeman, Jr., Tort Law Reform Supesfund/RCRA Liability as a Major
Cause of the Insurance Crisis, 21 TORT & INs. LJ. 517 (1986); Meese Address, supra note 139,

144 Priest, supra note 144 at 1582. Examples of this inability to insure are day care centers
insuring against injury suffered by sex abuse, liquor establishments insuring against injury by
drunken behavior, and publishers insuring against injury by defamation. A probabilistic cause is
one in which a claim for damages is due to the occurrence of a loss which is probable.

18 4. ar 1583. Examples of this are the liability of asbestos manufaceurers, pharmaceutical
and chemical manufacturers and members of the medical profession, especially obscetricians and
anesthesiologiscs.

18 1d. at 1586.
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insurance undercuts the policy argument that society is better able to absorb a
loss than is the individual plaintiff.

Indeed, some state legislatures have enacted statutes which provide for the
admissibility of state of the art evidence in strict products liability cases.'*’
They have done so to readjust the balance berween manufacturers and retailers
on the one hand and individual plaintiffs on the other.

The Hawaii courts should, therefore, reexamine the original policies underly-
ing strict products liability claims and recognize that the current treatment of
products liability no longer furthers those goals. In the context of ever increasing
costs to consumers and skyrocketing insurance costs to manufacturers, and in
view of legislative tort reform, the retreat by the New Jersey Supreme Court'4®
may well prove prophetic. Hawaii should follow New Jersey so that a liability
system which is both equitable and reasonable may be preserved.

VI. CONCLUSION

In Jobnson v. Raybestos-Manhattan, Inc., the Hawaii Supreme Court contin-
ued its plaintiff-oriented approach in strict products liability actions by preclud-
ing the admission of state of the art evidence to establish whether the seller
knew or should have known of the dangerousness of the seller’s product.

The court’s ruling has arguably created absolute liability for manufacturers, a
resule which will have a significant impact on the future of Hawaii's consumer
economy and liability insurance rates. The Hawaii state legislature has taken
some groping steps toward a more equitable tort system. In the absence of
judicial action, the legislature, through statutory enactment, may well provide
for the admissibility of state of the art evidence in products liabilicy cases in
Hawaii,

- Rexford M. Reynolds
Michele Sunahara

47 ARiz. REV. STAT. ANN. § 12-683 (Supp. 1980); Coro. REV. STAT. § 13-21-403(1)(a)
(Supp. 1980); IND. CODE ANN. § 34-4-20A-4(4) (Burns Supp. 1981); Ky. REv. STAT. §
411.310(2) (Supp. 1978); NEB. REV. STAT. § 25-21, 182 (Supp. 1979); N.H. REV. STAT. ANN. §
507-D:4 (Supp. 1979); TENN. CODE ANN. § 29-28-105(b) (1980).

148 See supra notes 106-11 and accompanying text.






Kapiolani Park Preservation Society v. City and
County of Homolulu: The Lease of Public Park
Land as a Breach of a Charitable Trust

I. INTRODUCTION

In Kapiolani Park Preservation Society v. City & County of Honolulu,' the
Hawaii Supreme Court held that cthe City and County of Honolulu (City) was a
trustee over Kapiolani Park and as such was bound by the terms of the trust.?
The court, therefore, prohibited the City from leasing or selling Kapiolani Park
lands, since such action would exceed the City’s powers as trustee and breach
the terms of the Kapiolani Park crusc.®

! 69 Haw. —, 751 P.2d 1022 (1988).

* Kapiolani Park was established as a public charitable trust in 1896 by the Kapiolani Park
Association, William G. Irwin, and the Republic of Hawaii. See infra notes 6-10 and accompany-
ing text. The Honolulu Park Commission was named crustee and the terms of the crust were sec
forth in Act 33 passed that same year. Act approved June 6, 1896, No. 53, 1896 Haw. Sess.
Laws 162-66. Section 6 of Act 53 specifically provides: “The said {Honolulu Park} Commission
shall not have authority to lease or sell the land comprising the said park or any part thereof
v I ar 165.

In 1913, the rterritorial legislacure passed Act 163 relating to Kapiolani Park. Act approved
April 30, 1913, No. 163, 1913 Haw. Sess. Laws 288-89. Act 163 transferred trusteeship of
Kapiolani Park to che City. See infra note 18. Act 163 also, however, contained a blanket repeal
of Act 53, including the restriction against lease or sale of Kapiolani Park lands. See infra notes
18-19.

In the instant case, the Hawaii Supreme Court addressed this apparent repeal of Act 53, which
contains the terms of the Kapiolani Park trust. The court found that the 1913 legislature only
intended ro transfer trusteeship of Kapiolani Park to the City, to be held in conformance with the
terms of the trust, and did not intend to repeal the express prohibition against the lease or sale of
Kapiolani Park lands, as such a construction would unconstitutionally impair the obligations of
the coneract under which the truse was created. 69 Haw. at —__, 751 P.2d at 1027-28. Thus,
the terms of the trust, as contained in Act 53, including the restriction against the lease or sale of
Kapiolani Park lands, remain in effect.

* The underlying dispute in this case involved a proposed agreement between the City and
Pentagram Corporation, under which the City would rent to Pentagram a portion of Kapiolani
Park lands for fifteen years, See infra notes 22-23 and accompanying text. The court held thar this
agreement was a lease, see infra note 5, that the City had no power to enter into. 69 Haw. at

199
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This note begins in Part II with a review of the history of the Kapiolani Park
trust and the facts of Kapiolani Park. Part 111 provides a historical overview of
charicable crusts and also examines the protection of charitable trust terms under
the United Scates Constitution, the effect of prohibiting alienation in charitable
trusts, and standing to enforce charitable trusts. Part IV analyzes, first, che Ha-
waii Supreme Court’s holding on the breach of trust issue, and second, the
court’s ruling that the plaintiff, Kapiolani Park Preservation Society (Preserva-
tion Society),* had standing to bring suit.® This note concludes in Part V with a
discussion of the impact of the Kapiolani Park decision.

II. Facts
A. History of the Kapiolani Park Trust

In 1896, Kapiolani Park Association (Association),® William G. Irwin (Ir-

, 751 P.2d ac 1029,

* The Preservation Society is a Hawaii non-profit corporation whose members include persons
who live adjacent to, and make frequent use of Kapiolani Park. 69 Haw. at , 751 P.2d at
1024.

5 The Hawaii Supreme Court raised and promptly disposed of the issues of jurisdiction and
whether the proposed agreement (see infra notes 22-23 and accompanying text) was a lease or a
license.

The court dismissed any doubt as to its proper jurisdiction of this case with cites to American
Jurisprudence 2d and Corpus Juris Secundum. 69 Haw. ac , 751 P.2d ac 1024. These
sources indicate that the courr, sicting in equity, has jurisdiction over charitable trust disputes.
“Courts of equity in this country exercise an original inherent jurisdiction over charitable trusts
.. .. 15 AM. JUR. 2D Charities § 135 (1976). This broad jurisdiction arises from the statute of
Elizabech, 43 Elizabeth I, ¢. 4 (1601), from which much of our present law in the area of
charirable cruses stems. “Ie is o this statute that the very extensive jurisdiction at present exer-
cised by the Coure of Chancery over subjects of this nature {i.e., the law of charities} is generally,
if not exclusively, to be referred.” The Trustees of Dastmouth College v. Woodward, 17 U.S. (4
Wheat.) 518, app. at 5 (1819).

The court rejected the City's assertion that the proposed agreement was a concession rather
than a lease. Noting that the agreement involved possession of a definice parcel of real estate for a
fixed fifceen year term and that this interest was assignable and mortgageable, along with other
terms so indicating, the court held chat an interese in jand was to be cransferred and che agree-
ment clearly was a lease. 69 Haw. at , 751 P.2d at 1028-29,

Another issue briefly noted by Justice Nakamura in his concurring opinion was the role of the
court in reviewing discretionary decisions of trustees. Justice Nakamura stated his understanding
that the opinion did not alter the general rule that the court is not co invalidace discretionary
decisions made by trustees unless there has been an abuse of discretion. 69 Haw. at , 751
P.2d at 1029. In this case, the decision by the City to lease the land was not discretionary due to
the explicit restriction against leasing in the trust.

¢ The Association was a chartered corporation of the Hawaiian Islands. Act 53, supra note 2,
at 162.
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win), and the Republic of Hawaii (Republic) agreed to establish a permanent
public park and recreation ground.? The park had its genesis when the Associa-
tion and Irwin exchanged interests in land with the Republic.® Some of the
lands received from the Association and Irwin were conveyed by the Republic
to the Honolulu Park Commission (Commission)® in trust for the maintenance
of a free public park, named Kapiolani Park.'®

The exchange agreement is embodied in Act 53 of the 1896 Hawaii Session
Laws.!! The Act provides for the selection and tenure of the commissioners and
enumerates the Commission’s powers.!? Significantly, the commissioners were
expressly prohibited from leasing or selling Kapiolani Park lands.*®

In 1913, che territorial legislature, concerned about the poor management of

T Id. at 162-64.

% The Association conveyed its fee simple title to 9.01 acres and leasehold title to 15C acres of
land from the Republic of Hawaii and 26 acres of land from Allen Herbert to the Republic. I4.
at 162-63; Appellant’s Opening Brief ac 1-2, Kapiclani Park Preservation Soc’y v. City & County
of Honolulu, 69 Haw. ,’751 P.2d 1022 (1988) (No. 12323).

Irwin obtained fee simple title 1o the 26 acres of land leased to the Association by Allen
Herbert. He conveyed his fee simple interest in 25.65 acres of these lands to che Republic. Act
53, supra note 2, at 163-64.

The Republic granted Irwin fee simple title ¢o chirty-seven lots, covering 10.02 acres, that he
leased and subleased from the Association, and surtendered the lease on the remaining .35 acre of
Irwin’s fee simple land that he obtained from Herbert. Id.

? The Commission was comprised of six individuals selected as provided in Section 2 of Act
53. Act 53, supra note 2, at 164-65.

1% Id. ac 164. The park is named after Queen Kapiolani (1834-1899), wife of King David
Kalakaua. M. Pukul, S. ELBERT & E. MOOKINI, PLACE NAMES OF HawAll 88 (2d ed. 1974).

11 Act 53, supra note 2, ac 162-66. Pare of the agreement is also contained in Act 74 passed
that same year. Act approved June 13, 1896, No. 74, 1896 Haw. Sess. Laws 263. Act 53
erroneously did not provide for the conveyance of the thirty-seven lots o Irwin. See supra noce 8.
Act 74 merely corrects this omission.

The conveyances occurted on July 1, 1896. The conveyance documents contained implicit
references to Act 53 and Act 74. The deed from the Association to the Republic referenced Act
53, stating in the habendum clause: “{FJorever upon trust for the purpose declared in said Legis-
lative Enactments.” Irwin’s deed co the Republic contained the same reference and habendum.
The Republic's deed to the Commission also provided: “[Ulpon the trust to use and maineain
the same as a public park and recreation ground, in compliance with the terms and provisions of
and subjece to the limitations and conditions imposed by Legislative Enactments.” 69 Haw. at
, 751 P.2d at 1025, The deeds, therefore, implicitly incorporated the provisions of Act 53,
including the prohibition against the lease or sale of Kapiolani Park lands.

The habendum clause ““defines the extent of the ownership in the thing granted to be held and
enjoyed by the grantee.” BLACK'S LAW DICTIONARY 639 (5th ed. 1979). It usually begins with
the words "“To have and to hold™ and follows the granting part of a deed. Id.

12 Act 53, swpra note 2, at 164-65.

13 Section 6 of Act 53 provides: “The said Commission shall not have authority to lease or
sell the land comprising the said park or any parc thereof . . . . Id. ac 165.




202 University of Hawaii Law Review | Vol. 11:199

Kapiolani Park, enacted Act 163 and transferred management and control of
the park from the Commission to the Board of Supervisors of the City and
County of Honolulu.?® Act 163 ditected the Commission to convey Kapiolani

1 Act 163, supra note 2.

18 Act 163 was introduced on April 25, 1913 as House Bill No. 314 enticled, "An Act to
Transfer the Control and Management of Kapiolani Park from the Honolulu Park Commission to
the City and County of Honolulu, and to Repeal Certain Laws Relating to said Park.” 1913
HOoUSE J. 1012. The bill was not referred to a House commictee. See id. ar 1012, 1021, 1025,
1052. After the bill passed third reading in the House and crossed over to the Senate, it was
referced co the Select Committee of Oahu Senators. 1913 SENATE J. 1396.

The Select Committee of Oahu Senators had previously considered House Joint Resolution No.
5, which was introduced in the House on April 19, 1913 and requested the Honolulu Park
Commission to transfer the management, control, and administration of Kapiolani Pack to the
Board of Supervisors of the City and County of Honolulu. 1913 Housk J. 886-87. The commit-
tee recommended passage of the joint resolution and it passed second reading, but further Senate
action on the joinc resolution was deferred when the Senate leamed that House Bill No. 314 had
been incroduced. 1913 SENATE J. 1214, 1268-69, 1306.

When the Select Committee of Oahu Senators reported on House Bill No. 314, it recom-
mended that the earlier resolution be tabled and that House Bill No. 314 be passed, noting that
its opinion on the bill was the same as when it previously recommended passage of the resolution.
Id. at 1407. The committee fepore refers to ~’Concurrent Resolution No. 17,” but it appears the
committee meant to refer to House Joint Resolution No. 5. See id. The language of House Joint
Resolution No. 5 and the committee repoee of the Selecc Committee of QOahu Senators on the
joint resolution are enlightening. House Joint Resolution No. 5 provided, in part:

Whereas, for some time past the Board of Supervisors of the City and County of Hono-
lulu has from time to time appropriated such funds as were necessaty for the support and
maintenance of said Kapiolani Park; and

Whereas, it is highly advisable that all public parks in the Territory should be con-
trolled, supported, maintained and managed by the governing bodies of each of the polici-
cal subdivisions of the Territory; Now Therefore Be It

Resolved by the Legislature of the Territory of Hawaii that the Honolulu Park Commis-
sion be and it is hereby requested co transfer the management, control and administration
of Kapiolani Park to the Board of Supervisors of the City and County of Honolulu.

H.RJ. Res. 5, 7th Terr. Leg., Reg. Sess., reprinted in 1913 HOUSE J. 886-87. The Board of
Supervisors is now known as the City Council. The committee report stated:

The Boatrd of Supervisors have [sic] furnished the money necessary to carry on the Park,
and the management and control has been with ¢he Park Commissioners. It is understood
that the Board of Supervisors have {sic) declined to advance any further money to the Park
Commissioners, for the reason that they {sic} have {sic} had nothing to say or do with
regard co its management and control. The Park’s management can certainly be improved,
and this Committee is of the opinion that by placing the whole administration of ics
affairs with the Board of Supervisors that it will be an improvement upon what has been
done heretofore. The management and control cannot be any worse than it has been in the
past, and your Committee deem [sic] chat a change to the Board of Supervisors will be a
benefie, and char under their [sic} control and supervision, the Park will be placed and put
into a far better condition than it ever has been before, and instead of being 2 disgrace to
the City and County, will, under their {sic} management, be an ornament.

S. SELEcT ComMm. REP. NO. 43, 7th Terr. Leg., Reg. Sess., reprinted in 1913 SENATE J. 1269.
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Park to the Territory of Hawaii in trust forever as a public park and recreation
ground'® and authorized the governor to set aside the park to the City.’? Act
163,'® however, also contained a blanket repeal of Act 53.°

The legislature intended to improve Kapiolani Park by transferring manage-
ment and control of the park to the Board of Supervisors.?® When the legisla-
ture repealed Act 53, however, it also repealed the provision prohibiting the
lease and sale of Kapiolani Park lands.”

As of 1913, therefore, the City was the trustee of Kapiolani Park, and under
a literal interpretation of Act 163, there was no express prohibition against
alienation of Kapiolani Park lands. The dispute in Kapiolani Park arose from
the interpretation of Act 163, specifically regarding the power to lease park
lands.

B. Facts of Kapiolani Park

Kapiolani Park involved a proposed concession agreement between the City
and Pentagram Corporation (Pentagram), under which the City would rent to

16 See infra note 18.

7 This was accomplished by Exec. Order No. 22 dated July 1, 1913. Appellant’s Opening
Brief ac 3, Kapiolani Park Preservation Soc’y v. City & County of Honolulu, 69 Haw. . 751
P.2d 1022 (1988) (No. 12323).

18 Act 163 provides, in pertinenc part:

WHEREAS, by various statutes passed by the Legislacure of the Territory, the care,
custody, maintenance and contro! of all public parks in the Territory of Hawaii, except the
said Kapiolani Park and the Makiki Pack or Reservation, have been transferred ¢o and
placed in charge of the Boards of Supervisors of the several political subdivisions of the
Territory; NOW, THEREFORE,

Be it Enacted by the Legislacure of the Tertitory of Hawaii:

Section 1. The Honolulu Park Commission is hereby directed forthwith to convey to the
Territory of Hawaii all of the real and personal property, comprising che Kapiolani Park,
in trust, to maintain the same forever as a public park and recreation ground.

Section 2. The Governor is hereby authorized and empowered to sec aside, by executive
order, to the City and County of Honolulu, the real and personal property comprising
Kapiolani Park aforesaid, subject to the trusts and for the purposes aforesaid.

Section 3. Sections 765 to 770 inclusive of the Revised Laws, and Act 12 of the Laws
of 1911, are hereby repealed.

Act 163, supra note 2 at 288-89.

' Act 53 was incorporated into the Revised Laws of Hawaii 1905 as sections 765-70. HAW.
REV. Laws §§ 765-70 (1905). Under Act 12 of 1911, the Territory of Hawaii accepted a gift of
additional lands from Irwin to be added co Kapiolani Park and placed under the control and
management of the Honolulu Park Commission. Act approved Mar. 8, 1911, No. 12, 1911
Haw. Sess. Laws 10.

30 See supra note 15.

8 See supra note 13.
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Pentagram 10,000 square feet in Kapiolani Park®? for fifteen years.®

The Preservation Society sought declaratory relief** to stop this agreement.®®
The Preservation Society contended that Kapiolani Park was the subject of a
charitable trust and that the terms of the truse, as set forth in Act 53,% prohib-
ited the leasing of park lands. According to the Preservation Society, the pro-
posed concession agreement was a lease of park lands and it would be a breach
of trust for the trustee City to enter into such a lease.*”

The City and Pentagram maintained that the restriction against alienation in
Act 53 was not a covenant running with the land, but merely a limication on
the authority of the Commission.?® They asserted that the City, as successor
trustee, was not restricted by this provision. They further contended that Act
163 repealed Act 53, specifically section 6 of Act 53, which prohibited the
leasing of Kapiolani Park lands. The City, therefore, had the power to lease the
property to Pentagram under section 171-11 of the Hawaii Revised Statutes,?®
which governs the management of public lands set aside by the government.3¢

Thus, the issue before the trial court was whether there was still a restriction
on leasing Kapiolani Park lands. The trial court resolved this question in favor
of the City and Pentagram by granting the City's motion for summary judg-
ment,®! and dismissing the Preservation Society’s complaint.®? The Preservation

3  This land was adjacent to the Honolulu Zoo.
69 Haw. at , 751 P.2d at 1024. Pentagram would spend at least $1.5 million
erecting and operating a restaurant on the property. Pencagram would also have the right to
. assign or mortgage the agreement, with the consent of the City. Id.
*  Suit was filed in the Firsc Circuic Court of the State of Hawaii. See First Amended Com-
plaint for Declaratory Relief, Kapiolani Park Preservation Soc’y v. City & County of Honolulu,
69 Haw. | 751 P.2d 1022 (1988) (Civ. No. 87-0634).

™ See id.
1 Act 53, supra note 2.
7 69 Haw. at , 751 P.2d at 1024.

Defendant-Appellee City's Answering Brief ac 29, Kapiolani Park Preservation Soc’y v.
City & County of Honolulu, 69 Haw. , 751 P.2d 1022 (1988) (No. 12323); Defendant-
Appellee Pentagram’s Answering Brief ac 16, Kapiolani Park Preservation Soc’y v. City & County
of Honolulu, 69 Haw. , 751 P.2d 1022 (1988) (No. 12323).

3 Haw. REV. STAT. § 171-11 (1985).

3 69 Haw. at , 751 P.2d at 1026. Section 171-11 provides that the City:

in managing such lands shall be authorized to exercise all of the powers vested in the
board [board of land and natural resources] in regard to the issuance of leases, easements,
licenses, revocable permits, concessions, or rights of entry covering such lands for such use

as may be consistent with the purpases for which the lands were set aside . . . .

HAw. REV. STAT. § 171-11 (1985).

The City also asserted that the proposed agreement was a license rather than a lease. The
Hawaii Supreme Court held the proposed agreement was a lease and this issue is not discussed in
this note. See supra note 5.

31 Pentagram joined in chis motion. See Joinder in Motion for Summary Judgment, Kapiolani
Pack Preservation Soc’y v. City & County of Honolulu, 69 Haw. , 751 P.2d 1022 (1988)
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Society appealed to the Hawaii Supteme Court.

HI. HISTORY

A. Historical Overview of Charitable Trusts

A charitable trust is a trust for the benefit of an indefinite class of persons
constituting some portion or class of the public, or a truse limiting property to
some public use.?® The law of charities was derived principally from the statute
of Elizabeth,®* known as the *‘Statute of Charitable Uses.”’3® The statute recog-
nized and enumerated some of the more important charitable uses in its pream-
ble.?® The common element of all charitable trusts is that chey benefit the
community.®”

The Statute of Charitable Uses also provided for the protection and enforce-
ment of charities by the Court of Chancery.3® Some states consider this statute
part of the common law,*® Other states have adopted statutes specifically declar-
ing the enforceability of charitable trusts.*® Most states, however, including Ha-

(Civ. No. 87-0634).

3% The crial court also dismissed che complaint as to the defendant Scate of Hawaii. See Order
Granting Motions for Summary Judgment and Dismissal and Judgment, Kapiolani Park Preser-
vation Soc'y v. City & County of Honolulu, 69 Haw. , 751 P.2d 1022 (1988) (Civ. No.
87-0634). The trial court did not issue findings of fact or conclusions of law.

33 15 AM. JUR. 2D Charities § 6 (1976). No wholly satisfactory definition of a charicable cruse
exists, but the touchstone is the purpase for which the property or funds are given and dedicaced
by the donor. Id.

¥ 43 Elizabeth 1, c. 4 (1601).

38 The Trustees of Dartmouth College v. Woodward, 17 U.S. (4 Wheat.) 518, app. at 5
(1819).

3¢ Id. at 5-6. Some of the charitable uses listed were gifts and devises ““for the relief of aged,
impotent, and poor people; for maintenance of sick and maimed soldiers and mariners; for
schools of learning, free schools, and scholars of universities; for repairs of bridges, ports, havens,
causeways, churches, sea-banks and highways . . . for marriages of poor maids; for supportation,
aid and help of young cradesmen, handicrafesmen and persons decayed; for relief or redemption
of ptisoners or captives . . . .” Id. This lisc is not exclusive. A charirable rrust ““includes every-
thing thac is within the letter and spirit of the Statute of Elizabeth, considering such spirit o be
broad enough 10 indude whatever will promote, in a legitimate way, the comfort, happiness, and
improvement of an indefinite number of persons.” G.T. BOGERT, TRUSTS, § 54 (6th ed. 1987)
(quoting Harrington v. Pier, 105 Wis. 485, 520, 82 N.W. 345, 357 (1900)).

37 RESTATEMENT (SECOND) OF TRUSTS § 368 comment a (1959). See also 15 AM. JUR. 2D
Charities § 7 (1976).

83 Dartmouth College, 17 U.S. (4 Wheat.) 518, app. at 7.

3% G.T. BOGERT, supra note 36, § 56, at 214, The Hawaii Supreme Courc has stated that
although the statuce is not the law in Hawaii, Hawaii courts may adopt any reasonable provisions
of the starute. Estate of Boardman, 5 Haw. 146, 147 (1884).

40 See 2.g. CONN. GEN. STAT. §§ 45.79, 45.80 (1981); GA. CODE ANN. §§ 53-12-70 10 53-12-
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waii,*! enforce charitable trusts through the court’s general equity jurisdiction.*?

B. The Protection of Charitable Trust Terms
Under the United States Constitution

Although the legislature may enact general laws respecting the regulation of
charitable trusts, its authority to pass special laws regarding particular charitable
trusts is limited.*® The duty of the trustee to carry out the trust in accordance
with the terms of the trust insttument is a contractual relationship protected
from state impairment under article I, section 10, clause 1 of the United States
Constitution, the contract clause *¢

The contract clause provides that “{nJo State shall . . . pass any . . . Law
impairing the Obligation of Contracts . . . .""*® The principal concern of the
drafters of the Constitution in adopting the contract clause was to prevent the
states from enacting debtor relief laws to combat the economic depression oc-
curring at that time.*® The contract clause sought to promote financial stability
by assuring banks and financiers that their credic arrangements would not be
abrogated by state legislatures.*’

Although the framers of the Constitution apparently intended the contract
clause to have this limited application, it was soon used to protect private prop-
erty interests arising out of contractual arrangements from unwarranted state
intervention in other areas.*® The contract clause also prohibits the state from
impairing contractual obligations of the state itself.*® This principle was clearly

77 (1982); see also G.T. BOGERT, supra note 36, § 56, at 216,

41 See Bishop v. Pittman, 33 Haw. 647, 653 (1935) (“Equity has jurisdiction over all mat-
ters relacing to trust property and in the execucion and administration of the trust . . . ")
Hawaii Revised Statutes, section 603-21.7, which was enacted in 1972, provides that, “[t}he

. . circuit courts shall have jurisdiction, withouc the intervention of a jury . . . folf actions ot
proceedings . . . [flor enforcing and regulating the execution of trusts . . . ."” HAW. REv. STAT.
§ 603-21.7 (1985). See also HAw. REV. STAT. § 560:7-201 (1985) (Uniform Probate Code).

42 G.T. BOGERT, supra note 36, § 56.

4 G.G. BoGRRT & G.T. BOGERT, THE LAW OF TRUSTS AND TRUSTEES, § 395 (2d rev. ed.
1977) [hereinafter TRUSTS AND TRUSTEES).

“

4 US. ConsT. art 1, § 10, cl. 1.

4¢ L. TRIBE, AMERICAN CONSTITUTIONAL LAw 466 (1978).

47 J. Nowak, R. ROTUNDA & J. YOUNG, HANDBOOK ON CONSTITUTIONAL Law 420 (1978),

48 See, e.g., Vanhorme's Lessee v. Dorrance, 2 U.S. (2 Dall.) 304 (1795). In Vanborne's Lessee,
the district court of Pennsylvania declared a Pennsylvania law altering title of disputed land un-
constitutional as a violation of the contract clause. The United States Supreme Court subsequently
held that the contract clause prevented the Georgia legislacure from annulling land cicles previ-
ously granted to good faith purchasers by the original grantees. Fletcher v. Peck, 10 US. (6
Cranch) 87 (1810).

162 CJ.S. Constitutional Law § 287 (1984).
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stated in Trustees of Dartmouth College v. Woodward,®® perhaps the most fa-
mous decision construing the contract clause,

Dartmouth College involved a private charitable corporation founded by the
Reverend Eleazer Wheelock in 1769. Reverend Wheelock sought to establish a
college for the general education of Indian and English youth. He solicited con-
cributions, appointed trustees, and selected a site for the college on lands located
in cthe present state of New Hampshire. King George III granted the trustees a
charter of incorporation.®!

In 1816, the New Hampshire legislature enacted legislation altering the char-
ter of incorporation by increasing the number of trustees and establishing a
state-controlled board of overseers to inspect and control the acts of the crust-
ees.®® The trustees resisted the legislation, which would have transferred admin-
istration and control of the college from the trustees to the state of New Hamp-
shire and transformed the college into a public institution.

The United States Supreme Court held thac the college’s charter of incorpora-
tion was a contract protected under the contract clause and, thus, could not be
impaired by the legislature.’® The Supreme Court acknowledged that the
change might be to the advantage of the college, buc stressed that such a
change was, nevertheless, “‘not according to the will of the donors, and [was}
subversive of that contract, on the faith of which their property was given.’
The stace, therefore, could not impair this- contract berween the donors, the
Crown, and the trustees by legislating contrary to the donors’ intent.®®

The Supreme Judicial Court of Massachusetts reached the same conclusion in
In re Opinion of the Justices®® In response to a request by the Massachuserts
senate for an advisory opinion on the constitutionality of several pending bills,
the court stated:

Several of the bills seemingly purport to authorize changes in the terms upon
which property devoted to charitable uses is to be held and enjoyed . . . .

Gifts o trustees or to eleemosynary corporations, accepted by them to be held
upon trusts expressed in writing or necessarily implied from the nature of the

80 17 US. (4 Wheat.) 518 (1819).

8 Id. at 631-32.

8 Id. ar 652.

88 Id. at 650.

S Id. ac 653.

% The Dartmouth College doctrine was followed by a New York courc in a similar situation.
See Goldstein v. Trustees of the Sailor's Snug Harbor, 277 A.D. 269, 98 N.Y.S.2d 544 (1950)
(where a charitable trust was created by will with a fixed number of trustees, the legislature has
N0 power to enact a stacute authorizing the appointment of additional trustees, in variance with
the testator’s will).

% 237 Mass. 613, 131 N.E, 31 (1921).
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transaction, constitute obligations which ought to be enforced and held sacred
under the Constitution. It is not within the power of the Legislatute to terminace
a charitable trust, to change its administration on grounds of expediency, or to
seek to control its disposition under the doctrine of cy pres.®?

The Massachusetts court, thus, afirmed that the terms in the instcrument creat-
ing a charitable trusc should be constitutionally protected from alteration by the
legislature. The court more specifically held in subsequent decisions that grants
subject to charitable trusts constitute contractual obligations that are protected
under the contract clause from legislative impairment.%®

In City of Remo v. Goldwater,*® the Nevada Supreme Court recognized and
honored the contractual obligations that arose when a private donor granted
lands to the city of Reno for the charitable purpose of establishing a public
patk. In City of Reno, the city had traded part of the park lands for privately
owned land it needed for an approach to a bridge and to widen a street. The
city contended that it was authorized to alienate the property under a charter
provision similar to section 171-11 of the Hawaii Revised Statutes ®°

The Nevada Supreme Court held that the trust instruments had created a
charitable trust and that the trading of trust property to private persons for a
nonpublic use was a breach of the trust.®® The court reasoned that “‘{w}hen the

87 Id. at 617, 131 N.E. at 32. Under the doctrine of cy pres:

If property is given in trust to be applied to a particular charitable purpose, and it is or
becomes impossible or impracticable or illegal to carry out the particular purpose, and if
the settlor manifested a more general intention to devote the property to charitable pur-
poses, the cust will not fail but the court will direct the application of the property to
some charitable purpose which falls within the general charicable intention of the settlor.

RESTATEMENT (SECOND) OF TRUSTS § 399 (1959).

%% Dunphy v. Commonwealth, 368 Mass. 376, 331 N.E.2d 883 (1975) (where land was
devised to a town for a public park, a statute authorizing the cown to convey it to the Common-
wealth as a site fos an arificial skating rink was a violation of the trust terms, impairing che
town's contractual abligation to use the land solely for trust purposes); Opinion of the Justices to
the Senate, 369 Mass. 979, 338 N.E.2d 806 (1975) (where land was deeded to the city as part
of a public park and playground, legislature could not authorize the city to use the park as a
public school site); Salem v. Attomney General, 344 Mass. 626, 183 N.E.2d 859 (1962) (con-
struction of a public school building, pursuant to legislative enactment, on lands devised to the
city for purposes of a public park, would impair the original contract); Adams v. Plunkect, 274
Mass. 453, 175 N.E. 60 (1931) (the legislature’s changing of the method of selecting managers
of che crust, as specified and agreed berween the donor and trustee, would impair the original
contractual obligations).

% 92 Nev. 698, 538 P.2d 532 (1976).

80 See supra note 30 for the pertinent text of Hawaii Revised Scatutes section 171-11 (1985).
The Nevada city charer provided that: “[t]he city council shall have the power to hold improve,
manage and use and dispose of all public grounds, parks, recreation centers . . . . 92 Nev, at
701, 558 P.2d at 534.

¢1 92 Nev. at 701, 558 P.2d at 533,
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City accepted the gift of land . . . a contract was created obligacing the City to
hold such property in trust for the people of Reno to enjoy as a park and
playground. That obligation could not later be impaired by legislative enact-
ment.”’®? Accordingly, the charter provision empowering the city to dispose of
all public property was inapplicable.®®

C. The Effect of Prohibiting Alienation in Charitable Trusts

Indefinite suspension of the power of alienation in grants to a private trust or
cotporation generally violates public policy and is void.® In the case of charita-
ble truses, however, a provision againsc alienation in a grant to a charitable truse
or corporation is usually held to be either an exception to the rule against re-
straints on alienation, or a perpecuity permitted by law in this specific
instance.%®

Even in the case of charitable trusts, however, there is a limitation on the
donor’s power to restrain alienation. Courts of equity may order a sale of chari-
table trusc property notwithstanding an express restraint on alienation where it
is necessary and desirable to carry out the purposes of the trust, or where condi-
tions have changed such that a sale of trust property is reasonably required.®®

8% Id. at 702, 558 P.2d ac 534. The Nevada Supreme Court then cited to U.S. CONST. arr. I,
§ 10, NEv. CoNsT. art. I, § 15, and cases.

¢ 1. .

% 15 AM. JUR. 2D Charities § 24 (1976).

85 See, e.g., Petin v. Carey, 65 U.S. 465 (1861) (devise of real and personal estate in truse for
the purpose of building and maincaining two colleges with restraints against alienation of real
estate is a perpetuity allowed by law and equity in cases of charitable trusts). See generally 15 AM.
JUR. 2D Charities § 24 (1976); Annoration, Validity and Effect of Provision or Condition Against
Alienation in Gift for Charitable Trust or to Charitable Corporation, 100 A.LR.2d 1208 (1965).

The rationale for this exception is that since a donor may grant property for a charicable
purpose in perpetuity (se¢e G.T. BOGERT, supra note 36, § 69), he should be able to place re-
straints against alienation on the property to ensure that the property remains in the hands of the
trustee and that the donor’s primary purpose is effectuated. 15 AM. JUR. 2D Charities § 24
(1976); Annotacion, Validity and Effecs of Provision or Condition Against Alienation in Gift for
Charitable Trust or to Charitable Corporation, 100 A LR.2d 1208 (1965). In addition, it is in the
public’s interest to encourage the creation and continuarion of charitable trusts. Ohio Society v,
McElroy, 175 Ohio St. 49, 191 N.E.2d 543 (1963).

® 15 AM. JUR. 2D Charities § 24 (1976); Annotation, Validity and Effect of Provision or
Condition Against Alienation in Gift for Charitable Trust or to Charitable Corporation, 100
A.LR.2d 1208, 1209-14 (1965); see, e.g., Wachovia Bank & Trust Co. v. John Thomasson Co.,
275 N.C. 399, 168 S.E.2d 358 (1969) (notwithstanding terms in the trust instrument restricting
alienation, where conditions had changed such that a sale of the trust property was necessary to
preserve the trusc and accomplish its ultimate purpose (the once thriving dairy farm deeded o
the crustee for che benefit of a children’s institution became economically unproductive, che cruse
was operating at a deficit, and the land was not suitable for leasing, but if the land were sold for
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Courts may similacly authorize a lease or mortgage of such property.®?

The Hawaii Supreme Court, in two cases involving private testamentary
trusts, has recognized that Hawaii courts may authorize a sale of trust property
contrary to the trust terms established by a testator when changed conditions
render it necessary to preserve the trust and carry out the intention of the set-
tlor.®® In addition, the power of the Hawaii courts to order a sale or lease of
trusc property under restraint was codified in 1957.%° _

The erial court’s authority to approve the alienation of real property in such
circumstances is derived from the court’s general power to direct or permit the
trustee of a charitable trust to do acts which are not authorized or are forbidden
by the trust terms when, due to changed and unanticipated circumstances, com-
pliance would defeat or substantially impair the purposes of the trust.”® Hawaii

residential purposes and the proceeds held in erust and invested, substantial income would be
produced for the institution), the court, in the exercise of its equitable jurisdiction, could author-
ize and direct a sale of trust property).

%7 TRUSTS AND TRUSTEES, supra note 43, § 394 at 260-61. See, ¢.g., Obio Society, 175 Ohto
St. 49, 191 N.E.2d 543 (charitable corporation must abide by testator’s instructions not to lease
or sell the charitable trust property unless and until a coure of equity in appropriate proceedings
gives authority to do otherwise).

®  Sre Hawaiian Trust Co. v. Breault, 42 Haw. 268, 271-72 (1958) (despite terms of a will
instructing thac a residence be kept intact for the use of two beneficiaries during their respective
lives, the trial court could authorize sale of the residence, with the beneficiaries’ consent, where
the residence had deteriorated and there were no funds to make needed improvements, the bene-
ficiaries were not occupying the house, and there were no trust funds to make monthly annuity
payments to che beneficiaries in accordance with the will); Hawaiian Trust Co. v. Gonser, 40
Haw. 245, 251-52 (1951) (the trial court could not authorize the sale of real estate when there
was no danger of the trust becoming insolvent without the sale of the real estate, the real estate
was not a drain on the trust, but rather generated income, and all appearing beneficiaries opposed
the sale).

%  The statute states in pertinent part:

Notwithstanding any limitation in any instrument creating any . . . trust, whether or not
eleemosynary or incorporated . . . which forbids or restrains the sale of real property of
such . . . trust or which limits the terms of lease of such property to periods less than
fifcy-five years, the trustees or officers of the . . . trust, with the approval of the court,
may sell the real property of the . . . trust or may lease the same for periods up to fifty-
five years . . . .

HAw. REV. STAT. § 517-1 (1985). This statute does not, however, contain language requiting

exigent circumstances to justify authorizing the sale or lease of property under restraint.

Another statute, although not referring to property under restraint, provides:

Any circuit court having jurisdiction over a trust, on application of . . . the trustees . . .
may, if it appears to be for the benefit of the trust estate, authorize or direct the . . .
trustees to lease . . . the real property for such periods as may be deemed advantageous to
the estate . .

HAw. REv. STAT. § 554-3 (1985).

70 RESTATEMENT SECOND OF TRUSTS § 381, comments d, e (1959). This is commonly referred
to as the power of the court to sanction deviation from the terms of the trust. TRUSTS AND
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statutory law refers to this power in che Uniform Trustees’ Powers Act.”* Courts
have justified this power to deviate from trust terms by asserting that they are
merely carrying out the donor’s intent or primary objectives in light of changed
conditions.”®

In the limited number of jurisdictions that have considered the issue, most
hold that the legislature may also authotize the sale of charicable trust property
held under trust terms prohibiting the sale or alienation of the trust property,
where there is a practical necessity for the sale and the proceeds are devoted to
carrying on the trust purposes.’® By inference, the legislacure may also authorize
the lease of trust property in these circumstances.

D. Standing to Enforce Charitable Trusts
1. Standing Generally
The requirement of “'standing’ is a judicially created rule used co limic che

types of issues which may be brought before the court.’ Standing decisions are
rather unpredicrable; indeed, Justice Douglas remarked that ‘‘{gleneralizations

TRUSTEES, supra note 43, § 394.

"L The stacuce provides in pertinent part:

Power of court to permit deviation . . . (a) This chapter does not affect the power of a
court of competent jurisdiction for cause shown and upon petition of the trustee . . . to
relieve a trustee from any restrictions on the trustee’s power chac would otherwise be

placed upon the trustee by the trust . . . .

Haw. REV. STAT. § 554A-5 (1985).

TRUSTS AND TRUSTEES, supra note 43, § 561, at 231-32,

8 See, e.g., Trustees of New Castle Common v. Gordy, 33 Del. Ch. 334, 93 A.2d 509
{1952) (where, due to changing conditions, the legistacure could authorize trustees under a chari-
table trust to sell trust realty to promote the purposes of the trust, notwithstanding the donor's
original restriction thereof, and such legislation is not unconstituctional under article I, section 10
of the Constitution). See a/so Annocation, Constitutionality, Construction, and Effect of Legislation
Authorizing Sale of Charitable Trust Property, 40 ALR.2d 556 (1955); Stanley v. Colt, 72 USS.
(5 Wall.) 119 (1866); Delaware Land & Dev. Co. v. First & Cent. Presbyterian Church, 16 Del.
Ch. 410, 147 A. 165 (1929), Contra, Bridgeport Public Library & Reading Room v. Burroughs
Home, 85 Conn. 309, 82 A. 582 (1912) (legislative acts authorizing the sale of charitable trust
property wichout submitting the matter to the court are invalid as an actempr by the legislature
to exercise judicial power belonging solely to the courts).

The Hawaii Supreme Courr has, in dicta, noted thac “[i}f 4 deviation from any crust provision
is necessary in che interest of the trust, the power to authorize the deviation rests solely with the
court,” Midkiff v. Kobayashi, 54 Haw. 299, 336, 507 P.2d 724, 745 (1973).

The validity of general legislation in many states that sanctions che sale of charitable trust
property pursuant to court order has been upheld. Annotation, Constitutionality, Construction, and
Effect of Legislation Authorizing Sale of Charitable Trust Propersy, 40 ALR.2d 556 (1955).

7 J. FRIEDENTHAL, M. KANE & A. MILLER, CiviL PROCEDURE § 6.3 at 326 (1985) {hereinafter
CiviL PROCEDURE].
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about standing . . . are largely worthless as such.”?® This unpredicrability
arises because standing was designed as an instrument of self restraint, and thus,
its application depends somewhat on the court’s desire to be restrained.”®

Standing is a subcategory of justiciability,”” which in turn *“is a term of are
employed to give expression to {the] dual limitation placed upon federal courts
by the case-and-controversy doctrine.””® This dual limitation is that courts are
restricted to addressing questions (1) which are presented in an adversary con-
text and (2) which do not require them to overstep their position in govern-
ment as one of three separate powers.” Standing focuses on the first of these
two limications—the preservation of the adversary process.®®

In Allen v. Wright** the United States Supreme Court undertook a broad
examination of the standing doctrine and adopted a three-part test to determine
whether a plaintiff had standing to sue: 1) a plaintiff must allege personal in-
jury; 2) that is fairly traceable to the defendant’s allegedly unlawful conducr;
and 3) thac is likely to be redressed by the requested relief.3?

The prudential component of the standing doctrine involves policy considera-
tions®® closely associated with the article III requirements.®* Examples of pru-
dential limitations on standing are: (1) plainciffs may not bring suits to protect
the rights of chird parties; (2) plaintiffs may not bring abstract claims with
widely shared injuries, i.e., “‘generalized grievances;” and (3) plaintiffs’ claimed

™ Association of Data Processing Orgs. v. Camp, 397 U.S. 150, 151 (1970).

™ K. RipPLE, CONSTITUTIONAL LITIGATION 100 (1984).

" Id. at 88. Justiciability of a controversy refers to che issue of whether a matter is suitable
for judicial review. It encompasses che doctrines of maotness, ripeness, and political question in
addition to scanding. The Hawaii Supreme Court has referred to justiciability as the need for
courts o “carefully weigh the wisdom, efficacy, and cimeliness of an exercise of their power before
acting, especially where there may be an intrusion into areas committed to other branches of
government.” Life of the Land v. Land Use Comm'n, 63 Haw. 166, 172, 623 P.2d 431, 438
(1981). ,

" Flast v. Cohen, 392 US. 83, 95 (1968).

™ K. RIPPLE, supra note 76, at 88.

9 . at 93.

9 468 US. 737 (1984). )

*2 Id. ac 751, In Allen, the United States Supreme Court denied standing to parents of black
school children suing to require the Internal Revenue Service to fulfill its obligation to deny tax
exempt status to racially discriminacary private schools. The Court identified two components of
the standing doctrine: the constitutional component and the prudential component. The constitu-
tional component stems from article II of the United States Constitution which limits the federal
courts to adjudicating “'cases” and “‘controversies.” Id. at 750. By limiting the power of the
coutts, the cases and controversies requirement defines the role of the judicial branch of the
federal government with respect to the separation of powers between the chree branches. Id.

8 CiviL PROCEDURE, supra note 74, § 6.3 ac 327.

#  Valley Fotge Christian College v. Americans United for Separation of Church & State, 454
U.S. 464, 475 (1982).
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injuries must fall within the zone of interests meant to be protected by the
statute or constitutional guarantee upon which they are based.®® Prudential con-
cerns are not as essential to a standing analysis as the core requirements.®®
Moreover, the prudential considerations tend to be restrictions on the scope of
“‘personal injury,” the first of the three-part constitutional standing analysis.®?

The Hawaii Supreme Court is not constrained by the United States Constitu-
tion's cases and controversies restriction because article III applies only to federal
courts,®® and the Constitution of the State of Hawaii has no similar provision.
The Hawaii Supreme Court, however, has stated that “we nevertheless believe
judicial power to resolve public disputes in a system of government where there
is a separacion of powers should be limited to those questions capable of judicial
resolution and presented in an adversary context.”’®® The Hawaii Supreme
Court has described standing as:

thar aspect of justiciability focusing on the party seeking a forum rather than on
the issues he wants adjudicated. And the crucial inquiry in its determination is
“whether the plaintiff has ‘alleged such a personal stake in the outcome of the
contraversy’ as to warranc bis invocation of . . . {the court’s} jurisdiction and to
justify exercise of the court’s remedial powers on his behalf.”'*®

“The question of standing is essentially one that resolves itself into the elemen-
tary proposition that one who is injured by the act of another may legally chal-
lenge the propriety of the action.”®® Thus, the Hawaii Supreme Court has as-
serted the importance of adhering to standing requirements, particularly the
core constitutional requirements: injury, causation, and redressibilicy.®?

In Akau v. Olohana Corp.,*® a public nuisance action, the Hawaii Supreme
Court surveyed the standing doctrine as it existed in Hawaii. The plaintiffs in
Akau were several persons who lived or fished in Kawaihae. They brought a
class action suic to enforce public rights of way over land in Kawaihae owned
by the defendants. The court began its standing analysis by noting “‘a crend in
the law . . . away from focusing on whether the injury {was] shared by the

% Id, at 474-75.

8  The article II} requirement “'states a limication on judicial power, not merely a factor to be
balanced in che weighing of so-called ‘prudential’ considerations.” Id. ar 475.
See supra note 82 and accompanying cext.

88 Life of the Land, 63 Haw, at 171, 623 P.2d at 438.

% Id. ar 171-72, 623 P.2d at 438.

%0 Id. at 172, 623 P.2d ar 438 (quoting Warth v. Seldin, 422 U.S. 490, 498-99 (1975)
(original emphasis)).

* In re Application of Hawaiian Elec. Co., 56 Haw. 260, 263, 535 P.2d 1102, 1105
(1975).

9% See supra note 82 and accompanying text.

% 65 Haw. 383, 652 P.2d 1130 (1982).
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public, to whether the plaintiff was in fact injured.”®* The court further noted
that it “ha[d] been in step with the trend away from the special injury rule
towards the view that a plaintiff, if injured, ha[d} standing.””®® The court then
held that:

a member of the public has standing to sue to enforce the rights of the public
even though his injury {was} not different in kind from the public’s generally, if
he {could} show that he ha[d] suffered an injury in fact, and chat the concerns of
a multiplicicy of suits [were} satisfied by any means . . . .%¢

Akauy, therefore, effectively eliminated the prudential standing analysis con-
siderations in public rights cases. The Hawaii Supreme Court believed the abil-
ity of the public to redress wrongs outweighed most prudential concerns:
“[Wihile every challenge to government action has not been sanctioned, our
basic position has been thac standing requirements should not be barriers to
justice.”®?

The expansive standing analysis articulated in Aéasx reaffirmed that of In re
Application of Hawaiian Electric Co.%® There, appellant, an environmental or-
ganization, challenged the decision of the Public Utilities Commission (PUC) of
the Scate of Hawaii to allow an increase in electricity rates. Once the PUC had
allowed the rate increase, the staff of the PUC, mandated by law to protect the
interests of consumers, chose not to challenge the decision in court. The Hawaii
Supreme Court acknowledged that the envitonmental organization had stand-
ing, noting that “{c}he practical effect of denying the appellants standing here
would be to silence the voice of all those who would speak in the public inter-
est, a duty that normally resides with the PUC staff.”"®*® Thus, in Hawaiian
Electric, the court held that when a genuine issue is not brought to court by the
office responsible for protecting the interest of the public in that particular area
of law, the public itself may have standing to bring the suit.'%°

4 Id. at 386, 652 P.2d ar 1133,

- % Id. at 388, 652 P.2d ac 1134. The “'special injury rule” is one chac combines che injury in
face requirement of a personal injury and the further prudential limications prohibiting generalized
grievances and suits solely for the interest of third parties. It requires that a plaintiff have suffered
a special, as opposed to a generalized, injury.

% Id. at 388-89, 652 P.2d at 1134. Though the court included satisfaction of the prudential
concem of a multiplicity of suits in its standing analysis in Afau, this element of the test was not
emphasized. The plaintiffs’ bringing a class action suit was sufficienc to overcome this burden.

%7 Life of the Land, 63 Haw. at 173-74, 623 P.2d at 439.

* 56 Haw. 260, 535 P.2d 1102 (1975).

° Id. at 265, 535 P.2d at 1106.

100 4.
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2. Application of Standing Doctrine to Charitable Trusts

The extensive equitable jurisdiction over charitable trusts resulting from the
stacute of Elizabeth led eatly ¢o a liberal application of law by the courts in
order to carry out the expressed intentions of donors.'®! Charitable donations
that were invalid in law were upheld in equity in a variety of circumstances.'®?
This liberal construction carried over into the areas of trust administration and
standing of patties to bring suit.’®® Judges supervised court-appointed trustees
and assumed the role of trustee when none had been appointed.’® In addition,
eicher the attorney general or an interested private party had standing to sue to
enforce a chatitable crust.!®

191 Dartmouth College, 17 U.S. (4 Wheat.) 518, app. at 9-16.

10t 17, For instance, words in a will were given very different construction when applied to a
charity rather chan an individual. Id. Also, if a charitable bequest was for a purpose which was
against public policy, the court could execute the bequest for some other charity which was not
unlawful. Id. If a bequest was unlawfully vague, the court could apply it to charity as it saw fit to
try to carry out che charitable intentions of the donor, 1d. The English court aiso corrected defeces
in faulty conveyances for charitable purposes. /4.

193 4, app. at 19-20.

104 1d., app. ac 19.

108 14., app. at 20. The reason for making the attorney general a party in charitable trust suits
has a historical basis.

It is laid down in the books of auchority, that the king, as parens patriae, has the general
superintendence of all charities not regulated by charter, which he exercises by the keeper

of his conscience, the chancellor; and, therefore, the Actorney-General, at che relation of

some informant, when it is necessary, files ex gfficio an information in the Court of Chan-

cery to have the charity properly established and applied.
ld., app. at 19. The king was parens patriae, or the *‘parent of the country,” and, as such, was
responsible for keeping watch over charitable trusts. The Awomey-General, being the legal arm of
the king, would file suit if there appeared to be problems in the execution of a trust, and che
Court of Chancery would then pass judgment. This arrangement remained in the law of the
Unirted States even after the colonies gained independence from Britain. The king has now been
replaced by the people or their representatives, and the Court of Chancery is now the court sitting
in equity. The office of attorney general has remained the legal arm of the government. The
attorney general retains the responsibility of looking after charitable trusts and filing suit when
problems arise. Hite v. Queen’s Hospital, 36 Haw. 250, 262 {(1942) (citing ZOLLMANN, AMERI-
CAN LAaw OF CHARITIES § 613, at 427 (1924)).

The attorney general's role historically was as an officer of the crown calling the court’s arten-
tion to the trustee’s failure to perform a public duty, not as one complaining of a petsonal injury.
TRUSTS AND TRUSTEES, supra note 43, § 411. The pleading was thus called a bill of information
rather than a bill of complaine, and the attorney general was an informant rather than a complain-
ant. Id. The attorney general could also sue at the relation (a relation is “informarion
given"—B1ACK'S LAw DICTIONARY 1453 (4th ed. 1968)) of others who were then called relacors,
and the proceeding then was called an information ex relatione. Id. Persons did not need to have a
beneficial interest in the trust to act as relators. Id. Relators were often included in charitable trust
suits so that there would be a party to bear the costs if it rurned ouc that the information was
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Presently, the general rule of standing in the area of charitable erusts is sec
out in section 391 of the Restatement (Second) of Trusts:

A suit can be maintained for the enforcement of a charitable trust by the Accor-
ney General or other public officer, or by a co-trustee, or by a person who has a
special interest in the enforcement of the charitable trust, but not by persons who

have no special interest or by the setclor or his heirs, personal representatives or
next of kin.'%®

The attorney general is primarily responsible for bringing charitable trust
suits.’®” Although jurisdictions are split concerning cases where the actorney
general refuses to bring suit, the predominant rule is that the actorney general

need only be made a party to che suit, if not as a plaintiff, then as a
defendane, 18

improperly filed since the crown was never required to pay costs. i,
The vesting of exclusive power to sue in a public official such as the attorney general occurred
so that trustees of charitable trusts would not be subjected to *“‘unreasonable and vexatious liriga-
tion,” and courts would not have their calendars clogged unnecessarily. 1d. This fear of clogged
coure calendars and vexatious litigation was due to the face thac charitable truses generally have a
large and shifting group of persons whom they affect. I4.
199 RESTATEMENT (SECOND) OF TRUSTS § 391 (1959).
107 TRUSTS AND TRUSTEES, supra note 43, § 411,
198 15 AM. JUR. 2D Charizies § 145 (1976). See Bible Readers’ Aid Soc’y v. Karzenbach, 97
N.J. Eq. 416, 128 A. 628 (1925), where a bill was broughe by the Bible Readers’ Aid Society of
Trenton, N.J. (BRAS), and the Young Women’s Christian Association of Trenton, N.J.
(YWCA), for a decree to discharge the BRAS from its duties as trustee of a charitable trust and
to appoint the YWCA in its scead. The BRAS was incorporated under a legislative enactment in
1875, and ics members donated or contributed property in trust to the group for the purpose of
furchering its goals of reading the Bible to the poor and teaching the poor to help themselves,
The BRAS sought to shift the trusteeship to the YWCA since BRAS membership had dwindled
to just a few eldetly persons. The court, in addressing the standing issue, held thac:
[in charicable trust suits,} {cJhe general practice has been for the Attomey General to file
the bill either of his own motion or on the relation of some party interested, buc where the
interested parties present the bill and make the Attorney General a defendant, the proper
parties are before the court and it is immaterial thac the Actomey General is defendant
instead of complainant.

Id. at 417-18, 128 A. ac 628.

But see Ames v. Anomey General, 332 Mass, 246, 124 N.E.2d 511 (1955), where the court
held chac the duty to cake action to enforce the proper application of charitable trusts was the
attorney general’s alone, both by state statute and by common law, and, therefore, the lack of
consent of thac office is fatal to a claim of breach of a charitable trusc:

We are not convinced that the petitioners, who have no interest other than that of the

general public, have any legal right to demand a decision of the court in advance before

action is brought, and when an action may never be brought, in a macter ultimacely
resting in the executive discretion of the Attorney General, and when the court in che lasc
analysis can only advise and not command.
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Unlike the actorney general,!®® members of the general public usually do not
have standing to bring a charitable trust suit.**® However, the courts have some
discretion with regard to the general public since a court may apply either a
broad or a narrow interpretation to the phrase “‘a person who has a special
interest in the enforcement of the charitable crusc.””*** The recent trend has been
for courts to broaden the definition of what constitutes a “‘special interest’ in a
charitable trust,'*? :

For example, in Young Men’s Christian Association of City of Washington v.
Covington,''® members of the Bowman branch of the Young Men's Christian
Association (YMCA) sued the YMCA after it closed the dilapidated, historic
building in which the branch was housed. The plaintiffs asserted that, by al-
lowing the building to deteriorate and then closing it down, the YMCA had
breached an implied or constructive trust to maintain the property that was
given in crust to the YMCA seventy years earlier.!'*

Because the plaintiffs were all members of the Bowman branch, the court
found thae the plaintiffs had standing.!*® The court noted that while the entire
public benefited from the existence of YMCA facilities, the individual plaintiffs
received a particular benefir from the operation of the Bowman branch.!!®

Similarly, the standing of a citizen group to challenge a municipal action that
violated the terms of a trust was addressed in City of Reno.*'” There, the Ne-
vada Supreme Court held that the plaintiffs, who lived near a park that was
given in trust for park purposes, had standing to sue for breach of the truse.!'®
The court stated; “The plaintiffs . . . are taxpayers and residents of the City of
Reno who live in close proximity to Newlands Park and enjoy its beauty. Their
standing to compel the City to honor its trust is beyond question,’’*'?

1d. at 252, 124 N.E.2d ac 515.
19% 15 AM. JUR. 2D Charities § 144 (1976).
10 The Restatement (Second) of Trusts states that:
{a} suit for the enforcement of a charitable trust cannot be maintained by persons who
have no special interest in the enforcement of the teuse. The mere fact that as members of the
public they benefit from the enforcement of the trust is not a sufficient ground to entitle them 1o
swe, since a suit on their behalf can be maincained by the Attorney General.
RESTATEMENT (SECOND) OF TRUSTS § 391 comment d (1959) (emphasis added); See also 15 AM.
JUR. 2D Charities § 143 (1976).
"1 RESTATEMENT (SECOND) OF TRUSTS § 391 (1959).
112 J. DUKEMINIER AND S. JOHANSON, WILLS, TRUSTS, AND ESTATES 610 (3d ed. 1984).
112484 A.2d 589 (D.C. App. 1984).
B¢ 4. ac 591.
18 14, ar 591-92.
M8 14, ar 592.
792 Nev. 698, 558 P.2d 532.
M8 Id. at 700, 558 P.2d ar 533.
1% 4. Such holdings generally are based on the fact chat persons owning land near public
parks are persons with special interests for standing purposes. See also Appeal of Leech, 170 Pa.
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Courts in other jurisdictions, however, have dispensed with the “‘special in-
terest”’ requirement and have granted standing to members of the general pub-
lic. In Hiland v. lves,**° for example, land was conveyed to the city for use as a
public park. The plaintiffs brought suit when the state highway commissioner
tried to take some of the park lands so that a highway could be relocated.*®?
The court held that since the plaintiffs wete residents of the city and park users
they had standing to sue to enjoin the action of the highway commissioner,
even though this holding violated general standing rules because the complaint
was a generalized grievance.!?® The court reasoned that standing rules should
not be used to prevent plaintiffs from seeking redress from their injuries solely
because the injuries are ones suffered by other members of the public as well }*2

In Paepcke v. Public Building Commission,* the Supreme Court of Illinois
reached a similar result, holding thac members of the public have standing to
sue to enforce a public trust. In Paepcke, the Public Building Commission of
Chicago wanted to build a school on the grounds of a public park. The park
was acquired pursuant to an 1869 statute ** *for the recreation, health and bene-
fit of the public, and free to all persons forever.’ "'1*® As to standing, the court
noted that:

[i}f the “public crust” doctrine is to have any meaning or vitality at all, members
of the public, at least taxpayers who are beneficiaries of that trust, must have the
right and standing to enforce it. To tell them that they must wait upon govern-
mental action is often an effectual denial of the right for all time.}*®

Super. 130, 84 A.2d 787 (1951), rev'd on other grounds, 371 Pa. 84, 89 A.2d 351 (1952)
(owners of real estate near a tract of land which had been dedicated to the public for park
purposes had standing to bring suit when che municipality soughe to sell che land since chey were
persons aggrieved); Hoffman v. Piusburgh, 365 Pa. 386, 75 A.2d 649 (1950) {(owners of lots
fronting a public square had standing to bring suit as parties with a special interest when che city
passed an ordinance auchorizing the sale of the square).

120 28 Conn. Supp. 243, 257 A.2d 822 (1966).

M Jd. ac 244, 257 A.2d at 823.

132 14, at 246-47, 257 A.2d at 824-25.

138 1d. ac 247, 257 A.2d at 825. The Hiland court justified ics holding by noting that the
rule against generalized grievances was formulated for judicial convenience to ensure that the
courts were not overrun by public interest suits. The court noted chat the rule was predicated on
the assumption that the appropriate public auchorities would adequately protect the incerests of
the public in such sicuations. The court stated thac where the attorney general has considered the
marteer and declined to bring suit, this assumption was a “trompe-l'oiel”, i.e., an illusion or a
sham, and that uader circumstances such as in Hiland, where it appeared very unlikely that the
acttorney general or any other appropriate public official would in fact bring suit on the public's
behalf, members of the public should have standing.

13446 I 2d 330, 263 N.E.2d 11 (1970).

15 4. ar 332, 263 NL.E.2d at 13.

13¢ 14, at 341, 263 N.E.2d at 18,
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Thus, the Illinois Supreme Court also held that members of the public have
standing to enforce public or charitable trusts when the authority vested with
the responsibility of protecting the public’s interest does not bring suit.!*?

IV. ANALYSIS

The Hawaii Supreme Court reviewed the origin of Kapiolani Park'?®-and
concluded that Kapiolani Park was a public charitable trust'*® established by
the deeds of July 1, 1896 with the Honolulu Park Commissioners as
trustees. 3!

A.  Breach of Trast

The Hawaii Supreme Coure first determined that the terms of the trust in-
strument creating the trust dictated whecher the crustees had the power to lease
the trust property.’3 By the terms of the trust, the initial trustees (the Hono-
lulu Park Commissioners) had no authority to lease Kapiolani Park lands. The
court held that the trustees were expressly forbidden by Act 53, and, therefore,
by the deeds of July 1, 1896, to lease or sell any part of Kapiolani Park.!3%

137 1d.; See also Parsons v. Walker, 28 Ill. App. 3d 517, 328 N.E.2d 920 (1975) (holding
that the injury suffered in a breach of trust claim involving land held in public or charitable trust
was contractual rather than environmental and granting members of the general public standing
based on the breach of contract claim).

138 See supra notes 6-21 and accompanying text.

13%  The Restacement {Second) of Trusts defines a charitable trust as a “fiduciary relationship
with respect to property arising as a result of a manifestation of an intention to creace it, and
subjecting the person by whom the property is held to equicable duties to deal with the property
for a charitable purpose.” RESTATEMENT (SECOND) OF TRUSTS § 348 (1959). The maintenance of
a public park is a charitable purpose. Id. ac § 373.

130 According 1o the Restatement, “'A charitable trust may be created by . . . a transfer incer
vivos by the owner of property to another person to hold it upon a charitable truse . . . .
RESTATEMENT (SECOND) OF TRUSTS, § 349(b) (1959).

131 69 Haw. at , 751 P.2d ac 1025-26. See supra notes 6-13 and accompanying cext.

132 69 Haw. at , 751 P.2d at 1026 (quoting 14 C.J.S. Charities § 48 (1939)). See
Campbell v. Kawananakoa, 31 Haw. 500 (1930) (whether trustees under will have power to
lease trust lands depends on terms in che will).

133 69 Haw. , 751 P.2d at 1026. See supra note 13 for che full text of the clause in Act
53 prohibiting leasing. The implication is that the terms of Act 53, including the leasing prohibi-
tion, were incorporated in the deeds by reference.

The City and Pentagram argued that che leasing prohibition was merely a restriction on the
powers of the Commission, rather than an essential term of the trust itself. Defendant-Appellee
City's Answering Brief at 29, Kapiolani Park Preservation Soc'y v. City & County of Honolulu,
69 Haw. , 751 P.2d 1022 (1988) (No. 12323); Defendant-Appellee Pentagram'’s Answer-
ing Brief at 16, Kapiolani Park Preservation Soc’y v. City & County of Honolulu, 69 Haw.
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The court then considered the effect of Act 1633* on the prohibition against
leasing. Although none of the parties cited the case in their briefs, the Hawaii
Supreme Court applied the principles of Dartmouth College'®® to the instant
case. The court held chat granting the City, as the present trustee, power to
lease or deed Kapiolani Park lands, in derogation of the express terms of the
trust instruments, was an alteration of the trust terms similar to changing the
trustees and management of the trust in Dartmouth College.!® Moreover, giving
the trustee such power would impair the obligations of the contract under
which the crust was created and violate article I, section 10 of the United States
Constitution.**?

To support its holding, the Hawaii Supreme Court quoted from In re Opin-
son of the Justices,'®® bue did not address any of the cases cited in the Preserva-
tion Society’s brief.!3® Apparently, the court felt that Dartmouth College and In
re Opinion of the Justices were controlling precedents and did not want to balance

-, 751 P.2d 1022 (1988) (No. 12323). The Hawaii Supreme Court noted, however, that
restriction of che power of alienation is one of the distinguishing characteristics of trust estates. 69
Haw. ar n.3, 751 P.2d at 1026 n.3.

Defendants also argued that as the underlying park land in question had always been govern-
ment land, it was not affected by any restrictions on other park lands donated by the Association
or Irwin. Defendant-Appellee Pentagram’s Answering Brief at 20-21, Kapiolani Park Preservation
Soc'y v. City & County of Honolulu, 69 Haw. ____, 751 P.2d 1022 (1988) (No. 12323).

184 See supra note 18 for the pertinent text of Act 163. As noted, Act 163 contained a general
repeal of the provisions of Act 53, as incorporated into the Revised Laws of 1911, necessarily
including a repeal of the prohibition against lease or sale of Kapiolani Park lands.

135 17 U.S. (4 Wheac.) 518. See supra notes 49-55 and accompanying cext.

136 69 Haw. at , 751 P.2d ar 1027.

197 Id, 1t was argued in Darimouth College that the New Hampshire legislature had che power
co alter the trust, especially since the states of New Hampshire and Vermont had added lands to
the truse and, in addition, che changes were for the benefit of, and would result in the expansion
of the crust. Id. In Kapiolani Park, the Republic had similarly donated lands to the park (see
supra ootes 7-10 and accompanying text), and it was also argued that the leasing of Kapiolani
Park was for the benefit of the crust. Defendanc-Appellee City's Answering Brief at 31, Kapiolani
Park Preservation Soc'y v. Cicy & County of Honolwlu, 69 Haw. ____, 751 P.2d 1022 (1988)
(No. 12323). Regardless of the method of acquisition of trust property and despite the beneficial
nature of che changes in the trust, Dartmouth College and Kapiolani Park both held thac the
obligations of the contract creating the trust could not be impaired.

138 237 Mass. 613, 131 N.E. 31 (1921). See supra note 57 and accompanying text.

1% The Preservation Society cited, among other cases: Opinion of che Justices to the Senate,
369 Mass. 979, 338 N.E.2d 806 (1975); Salem v. Auorney General, 344 Mass. 626, 183
N.E.2d 859 (1962); and City of Reno v. Goldwacter, 92 Nev. 698, 558 P.2d 532 (1976).
Appellanc’s Opening Brief at 19-21, Kapiolani Patk Preservation Soc'y v. City & County of
Honolulu, 69 Haw. , 731 P.2d 1022 (1988) (No. 12323). These cases concerned lands
held under charitable trusts for public park purposes. While upholding the principle chat the
terms of trust instruments were constitutionally protected under the contrace clause, these cases
pertain to the cruscee’s use of trust property for impermissible park purposes such as erection of
school buildings and an ice skating rink. See supre notes 58-63 and accompanying text.
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the benefit of a restaurant as an appropriate and needed improvement to Kapio-
lani Park against the harm of a restaurant as an impermissible private profic-
making venture. Instead, the court wanted to firmly uphold the intent of the
donors, as expressed in the terms of the trust, and establish that commercial
ventures such as the proposed restaurant will not be allowed in Kapiolani Park.

The Hawaii Supreme Court also held that granting the trustee power to
alienate Kapiolani Park lands would violate the basic principles of equity.'*® In
1896, the Association, Irwin, and the Republic agreed to enter into conveyances
and create a trust subject to certain restrictions, including a prohibition against
leasing. Removing the restrictions to which the government expressly agreed 4!
would be tantamount to defrauding the donors.**?

In order to avoid holding Act 163 unconstitutional, unconscionable, or inva-
lid,*® however, the Hawaii Supreme Court found that the legislature’s only
intent in passing Act 163 was to transfer the management of the crust from the
Commission to the City, as trustee, to be held in conformance with the terms of
the crust.’** Since the Commission agreed to the transfer of the trust property
and trusteeship, there was no impairment of the trust terms.!*® The court
found that the legislature did not intend to confer upon the City, as trustee, the
authority to lease or deed away Kapiolani Park lands, powers that were ex-
pressly forbidden in che trusc instruments.’*® Such a construction of Act 163
would have violated the contract clause of the United States Constitution**? and

140 69 Haw. at

141

, 751 P.2d at 1027.
Under Act 163, the present trustee is the government, the City and County of Honotulu.
See supra note 18.

141 60 Haw. at , 751 P.2d ac 1028.

143 The Hawaii Supreme Court noted that legislative acts are not to be held unconstitutional,
unconscionable, or invalid if such a construction can reasonably be avoided. Id. The court did not
cite any cases, but this principle is embodied in the canon that statutes should be construed ¢o
avoid constitutional questions. United States v. Albertini, 472 U.S. 675 (1985); Heckler v. Ma-
thews, 465 U.S. 728 (1984). The Hawaii Supreme Court is following the United States Supreme
Court’s lead in Aptheker v. Secretary of State, 378 U.S. 500 (1964), “{Tlhis Court will not
consider the abstract question of whether Congress might have enacted a valid statute bur inscead
must ask whether the statute that Congress did enact will permissibly bear a construction render-
ing it free from constitutional defects.” Id. ac 515.

144 This is consistent with the legislative history of Act 163, supra note 15, and the preamble
1o Act 163, supra note 18,

148

While it would seem cthat a transfer of all of the charitable crust property to another
trustee is a breach of trust, many cases have approved such a transfer. TRUSTS AND TRUSTEES,
supra note 43, § 393, n.89-90. In accordance with the courts’ power to sanction deviacion from
trust terms, courts have authorized the transfer of charitable trust assets to a new trustee where
necessary to preserve the trust. 14, § 394, n.29.

48 69 Haw. ac , 751 P.2d ac 1028.

M7 See supra notes 49-55 and text accompanying notes 134-37.
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basic principles of equity.'*®

Had the Hawaii Supreme Court simply held Act 163 unconstitutional, it
appears Act 53 alone would govern the Kapiolani Park crust. Such an interpre-
tation would nullify the conveyance of Kapiolani Park from the Honolulu Park
Commission to the Territory of Hawaii and the set aside order placing manage-
ment and control of the park in the City. Kapiolani Park would then still be
held in trusc by the heirs and successors of the commissioners, pursuant to the
provisions of Act 53.® The court correctly avoided this interpretation by find-
ing that the legislature intended only to change the trustee, the Commission
had agreed to such change, and, thus, Act 163 remained in force and there was
no impairment of contrace.’®®

The court could have queried whether the Commission had also consented to
lifting the express prohibition against alienation. It is unlikely that such consent
would be found, however, because nothing in the legislative history of Act 163
supports this inference.!® Moreover, it is common to find such a restriction
against alienation in charitable trusts.**?

The Hawaii Supreme Court concluded that since the terms of the crust did
not permit leasing of Kapiolani Park, section 171-11 of the Hawaii Revised
Statutes'®® could not confer such power upon the City, as trustee.'®* After de-
termining that the proposed concession agreement between the City and Penta-
gram was a lease,'®® the court held that the City would exceed its powers as
trustee and breach the terms of the Kapiolani Park trust by leasing park lands
under the proposed agreement.!®®

M8 See supra notes 140-42 and accompanying text.

M9 Act 53, supra note 2.
100 See supra note 143.
181 See supra note 15 and che preamble 10 Act 163, supra note 18.
182 See supra note 65 and accompanying texe. Hawaii stacucory law, however, contains che
following provision disfavoring restraints on the alienation of land:
Construction of wills and trusts instruments. Whenever any will or trust inscrument con-
tains any provision restraining the free alienation of land . . . and any such provision
comes before the court for construction, all doubts shall be resolved against any such re-
straint or limication, and doubts as to the existence of a power of sale or power to lease
beyond the term of the trust shall be resolved in favor of the existence of such power.
Haw. REv. STAT. § 517-2 (1985).
193 See supra note 30.

184 69 Haw. at , 751 P.2d at 1028.
188 See supra note 5, 1 3.
184 69 Haw. at , 751 P.2d ac 1029. The City filed a Motion for Reconsideration with

the Hawaii Supreme Court asserting that che initial trustee, che Honolulu Park Commission, was
a public corporation whose powers could be changed by the stace legistature. The court denied
this motion,
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B. Standing

The second key issue addressed by the Hawaii Supreme Court was whether
the Preservation Society had standing to bring suit.”®” The court held that the
Preservation Society did have standing, but cited no authority for its holding.!®®
Referring to the question of breach of a charitable trust, the court noted that:

[olrdinarily, such a question is raised when the trustee, or the attorney general
acting in the capacity of parens patriae, files a petition seeking the instructions of
the court or, in the cases where the trustees make periodic accounts of their
stewardship to the court, such a question may be raised by a master appointed by
the court to review the report.'®?

The Hawaii Supreme Court’s justification for allowing suit was chat che attorney
general had abandoned its duty to act as the parens patriae by not bringing suit
where the execution of a public charitable trust was being reasonably ques-
tioned.'®® Consequently, the beneficiaries of the trust, the members of the pub-
lic, were without protection or remedy. The court held that in such circum-
stances ‘‘members of the public, as beneficiaries of the trust, have standing to
bring the matter to the actention of the court.””*®
The Hawaii Supreme Court could have reached its holding in a number of
different ways. First, it could have cited Akax since that case held that “‘a
member of the public has standing to sue to enforce the rights of the public
even though his injury is not different in kind from the public’s generally
. 1% Akay could have been applied o Kapiolani Park because in both
cases the Hawaii Supreme Court considered the issue of standing in a public
rights case regarding members of the public whose injury was not different from
the public as a whole. In Akas, the plaintiffs sought to enjoin an owner of
certain private property from blocking the public's access to two trails which
traversed the owner's property.’®® The injury the plaintiffs suffered was loss of
beach access. The defendant in Akax argued that the plaintiffs did not have
standing since their injuries were not different from those of the general public.
The court noted the broad trend in law away from the rule requiring plaintiffs

187 See id. ar 751 P.2d ac 1024-25.

188 Jd.ac __, 751 P.2d acr 1025.

188 pd at ___, 751 P.2d at 1024.

1% 14, ac , 751 P.2d ac 1025, That there was a genuine controversy was evidenced by a
1969 letcer opinion from the corporation counsel and a 1986 attorney general opinion, both
questioning the propriety of a restaurant operating in Kapiolani Park on a term of years arrange-
ment. Id.

161 Id.

%2 65 Haw. ac 388, 652 P.2d at 1134, See supra notes 93-97 and accompanying text.

103 65 Haw. ac 385, 652 P.2d at 1133,
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to have a special injury, mentioning as examples the areas of adminiscrative
decisions, citing Hawaiian Electric,'® and public trust property, citing
Paepcke.®® The court further noted its comfort with the trend away from a
requirement of special injury, citing Life of the Land v. Land Use Commission.*®®
The Hawaii Supreme Court, in Kapiolani Park, could have very neatly fit chari-
table trust standing into this set of cases by relying on Akax.

Akau set out a two part standing test, (1) the plaintiff must have suffered an
injury in fact, and (2) the concerns of a multiplicity of suits must be satis-
fied,'®” that was not mentioned in Kapiolani Park. Because the “injury in fact”
requitement was central to the Akax holding, some believe that its omission in
Kapiolani Park suggests that the Hawaii Supreme Court has removed that re-
quirement from its standing analysis in public rights cases. The omission can be
interpreted to mean that members of the public can sue to enforce the righes of
the public whenever such rights are being violated and the violation is not oth-
erwise being redressed.!®®

A second valid authority the Hawaii Supreme Court could have used to
bolster its standing analysis was Hawaiian Electric.*®® There, the court held that
when the agent responsible for bringing a controversy before the court on behalf
of the public fails to do so, other representatives of the public have standing to
sue.'™ The facts in Hawaiian Electric are directly analogous to the facts in
Kapiolani Park, except that in Kapiolani Park it was the office of the attorney
general rather than the PUC that was charged with the responsibility of guard-
ing the interests of the public. Thus, the Kapiolani Park court clearly should
have addressed Hawaiian Electric in its standing analysis.

% Id. ar 387, 652 P.2d ac 1133.

Y8 Id, at 387, 652 P.2d ac 1134.

166 Id. at 388, 652 P.2d at 1134, Life of the Land, 63 Haw. 166, 623 P.2d 431, held that,
because of valid aesthetic and environmental interests, an environmental organization had stand-
ing to bring a class action suit challenging reclassification of state lands since the interests of the
organization and its members gave it a sufficient stake in the controversy.

. 187 65 Haw. at 388-89, 652 P.2d at 1134.

188 Justice Nakamura's concurring opinion in Kapiolani Park restates the majority’s holding
on the issue of standing, and declares chac he concurs with che majoricy “on this understanding of
the scope of the opinion.” 69 Haw. at , 751 P.2d at 1029. The face that Justice Nakamura
felt compelled co file the concurring opinion indicates an attempt to limit che scope of the major-
ity's holding, further underscoring the contention that this case represents an expansion of the
general public’s right to sue where a public interest is involved.

The second part of the Aéaw test, addressing the multiplicity of suits problem, was satisfied in
Akau because a class action suic was brought binding all interested parties. While the Kapiolani
Park court did not address this factor either, such failure is not very stgnificant due to the Hawaii
Supreme Court’s lesser emphasis of this prudential concemn. See supra notes 93-97 and accompa-
nying text.

180 See supra notes 98-100 and accompanying text.

170 56 Haw. at 265, 535 P.2d at 1106.
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Third, the Hawaii Supreme Court could have held that in Kapiolani Park, as
in City of Reno,'™ the plaintiffs had standing to sue because they lived near the
park and made use of it, and, therefore, had a special interest in the charitable
trust. The court probably rejected the City of Reno approach because it wanted
to provide an even broader standing analysis than Cizy of Reno allowed.

Fourth, the Hawaii Supreme Court could have cited Hiland because the cir-
cumstances in Hiland were almost identical to those of Kapiolani Park'™ In
Hiland, the city held a park in trust pursuant to conveyances made by private
parties at the turn of the century. When the city later proposed to convey part
of the parklands, the attorney general did not bring suit. The Hiland court held
that in such circumstances, members of the public had standing to sue. This
case is directly in point, and it would have provided the Hawaii Supreme Court
with support for its Kapiolani Park holding even though the decisions of a
sister state are not binding in Hawaii. Hilend, however, imposed a limitation
on the plaintiffs’ right to sue not found in Kapiolani Park, i.e., a requirement
that the plaintiffs have suffered an injury. Kapiolani Park made no reference to
injury.

Indeed, the most intriguing part of the Hawaii Supreme Court’s holding on
the standing issue was its failure to examine whether the plaintiffs would have
suffered an injury if the lease was allowed. The parties did not brief this issue
since standing was not contested.’” The court raised the standing issue sua
spontze. Once the court raised che standing issue, it should have resolved it
completely.

The issue of standing in trust suits is discussed in treatises and encyclopedias
in terms of whether the plaintiff has the power to enforce the trust rather than
whether the plaintiff has been injured.'? This analysis likely results from the
fact that the injury involved in a breach of trust is contractual, as noted in both
Dartmouth College'™ and Parsons v. Walker,'™® and the injury resulting from
not enforcing contracts is somewhat amorphous. Injury resulting from a breach
of contract may not appear to be an injury to anyone other than the petson to

Y1 See supra notes 117-19 and accompanying text.

See supra notes 120-23 and accompanying text.
The City did dispute che standing of the Preservation Society to bring a counrerclaim
asserting breach of crusc regarding the City's leasing of park land to Royal Construction for
storing equipment. Buc the City claimed only that standing did not atcach because private indi-
viduals were not granted a claim pursuant to Hawaii Revised Statutes section 171-11, a point
which the Hawaii Supreme Court did not find important enough to address.

174 See 4 A. SCOTT, THE LAW ON TRUSTS § 391 (3d ed. 1967); TRUSTS AND TRUSTEES, supra
note 43, ch. 21; 15 AM. JUR. 2D Charities § 143 (1976).

178 17 U.S. (4 Whear.) at 627-28. .

17628 1. App. 3d at 525, 328 N.E.2d at 927 (Because of a possible contractual injury,
plaintiffs were allowed standing to challenge plans to construct a reservoir on lands held in trust
by a university).

173

178
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whom the contractual duty is owed. Still, the contract should be enforced unless
the duty owed would violate public policy. This reasoning is reinforced by the
ability of persons to rule by the “dead hand,” meaning that testators may ac-
tach conditions to wills or testamentary trusts which will be carried out despite
the testator or settlor being dead and the beneficiary objecting to the
condition.}™”

Thus, in Parsons, though the claim of a threatened injury due to possible
flooding of a park held in trust by the University of Illinois (the flooding would
occur if a proposed agreement between the University and the United States to
build a reservoir were to materialize) was held to be not ripe, the plaintiffs were
allowed standing since the proposed agreement threatened immediate injury in
the form of alienation of the trust.!?® As alienation of the trust in Kapiolani
Park was likewise threatened by the proposed lease of park land, the Hawaii
Supreme Court's discussion of the breach of trust issue can be interpreted as
judicial recognition of the existence of an injury.

Furthermore, the history of charitable trusts indicates that an injury is not
necessarily required in these cases since charitable trusts formerly were brought
simply on information of a genuine controversy, without a requirement that the
informant have a legal interest in the trust. The existence of a genuine contro-
versy guarantees the requisite adversity between the parties.

Also, it may be asserted that the decision of whether a breach of trust has
occurred is made by the court in its capacity as supervisor of charitable trusts
rather chan as a decision berween two claimants. This duty of the court might
be considered administrative rather than discretionary, and thus, it might not
require adverse parties. This is consistent with a “modern tendency . . . for
courts . . . to enforce the duties of trustees even though not called upon by the
beneficiaries to do so.''7®

The fact that the Hawaii Supreme Court raised the standing issue sxz
sponte'®® only to hold that the plaintiffs did indeed have standing is significant.
The court’s inclusion of a standing analysis of the plaintiff's main claim suggests
either that the court felt it was important to pass judgment on the standing
issue as to charitable trusts, or that it wanted to broaden the public’s ability to
bring suit to protect public rights.

Y17 See, ¢.g., Shapira v. Union Nationat Bank, 39 Ohio Misc. 28, 315 N.E.2d 825 (1974)
(upholding a provision in a will which required a testator’s son to marry a Jewish woman before
he could qualify to take under his facher’s will).

178 28 1), App. 3d at 525-26, 328 N.E.2d ac 926-27.
17 A. SCOTT, supra note 174, § 200.4.
180 See supra note 173.
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V. [IMpACT

The Kapiolani Park decision is important because there are many charitable
trusts in Hawaii’® and a dearth of local case law on the issues of breach of
trust and standing.

By finding that the legislature only intended to transfer trusteeship and man-
agement of Kapiolani Park under Act 163, and that Act 163 did not remove
the prohibition against alienation of park lands, the Hawaii Supreme Court
avoided offending the legislacure by dedlaring Act 163 unconstitutional and up-
held the intent of the trust donors.!®® The Hawaii Supreme Court has previ-
ously stated that the goal of the court in construing a trust instrument is to
ascertain and carry out the sectlor’s intent.’®® Changing trustees in light of un-
foreseen circumstances in order to more effectively manage and maintain Kapio-
lani Park is compatible with the donors’ intent, while striking an express prohi-
bition against leasing is not.

Hawaii courts have the power, notwithstanding trust terms prohibiting alien-
ation of trust property, to authorize the trustee to sell, and impliedly lease, trust
property when necessary to preserve the trust estate and accomplish che ultimate
purpose of the settlor.®® Case law suggests, however, that there must be
changed conditions requiring the lease or sale of trust property in order to pre-
serve the trust and carry out the intention of the settlor before such sale or lease
can be made.'®® If exigent circumstances exist, therefore, the City could petition
the appropriate court for authority to lease or sell part of Kapiolani Park.'®®

Since the City cannot lease Kapiolani Park lands, the patk will likely remain
free from large scale commercial ventures. In addition, the status of existing
activities in Kapiolani Park, such as the golf driving range, snack bars, and the

181 Perhaps cthe most well known charitable trust in Hawaii is the Bemice P. Bishop Estate.
See 2lso ALU LIKE, INC, A GUIDE TO CHARITABLE TRUSTS AND FOUNDATIONS IN THE STATE OF
Hawan (1980).

183 “One of the important functions of the court of equity is to assist in the enforcement and
administration of trusts, and hence to make such orders and decrees as will secure the carrying
out of the creators’ expressed intent . . . ."" TRUSTS AND TRUSTEES, supra note 43, § 561 ac 226.
Carrying out the donot’s intent also accords with the justification for the court’s power to allow
deviation from trust terms. See supra notes 70-72 and accompanying text.

183 In ye Estate of Dowsett, 38 Haw. 407, 409 (1949) (“The aim of a court of equity, in
construing a trust inscrument is, and should be, to ascertain and carry ouc the sertlor’s intent.™).

184 See supra notes 68-69 and accompanying tex.

188 See supra note 68 and accompanying text.

188 Recourse to the legislature, however, may not be proper in light of Midkiff v. Kobayashi,
54 Haw. 299, 507 P.2d 724 (1973), in which the Hawaii Supreme Court stated: “'If a deviation
from any erust provision is necessary in the interest of the truse, the power to authorize the
deviation rests solely with the court.” I4. at 336, 507 P.2d ac 745. But see supra note 73 and
accompanying text.
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Kodak Hula Show, is open to question.'®?

The impact of the Hawaii Supreme Court’s holding on the issue of standing
stems from (1) its finding that members of the public have standing in charita-
ble trust suits where the attorney general refuses to inform the court of a contro-
versy, and (2) the absence of an examination of whether the plaintiff had an
interest in the trust thac was aggrieved by the trust’s alleged breach, i.e.,
whether there was an injury in fact. The decision establishes the standing analy-
sis applicable to charicable trust cases in Hawaii. Because the Hawaii Supreme
Court's holding takes Hawaii beyond the majority position set out by the Re-
statement of Trusts in section 391,'®8 the result of the court’s holding is an
easing of the public’s ability to bring suit in controversies regarding public or
charitable trusts.

The assertion that the absence of an injury in fact examination by the Hawaiti
Supreme Court indicates that it has dropped this as a requirement in all public
rights cases is unwarranted. Such a holding would significantly alter standing
analysis, and so the court would likely have explicitly set forth the change if
that was its intention.!®® Since the express language of the decision restricts the
holding to charitable trusts — the majority opinion carefully laid out the spe-
cific facts of the case before noting that standing was granted under these cir-
cumstances — Justice Nakamura's concurrence emphasizing this point seems
overly cautious.

87 In addition, section 1 of Act 53 provides thac Kapiolani Park be maintained as a *‘free
public park.” Act 53, supra note 2, at 164 (emphasis added). Section 1 of Act 163, however,
deletes the word “‘free” and provides that the Territory of Hawaii hold and maintain Kapiolani
Park as a “public park and recreation ground.” Act 163, supra note 2, at 289. As the language
of Act 53 is apparently still applicable, the propriety of existing activities in the park that charge
fees may be questioned. Section 6 of Act 53 provides, however, that although the trustee may not
“compel the payment of an entrance fee as a condition to the admission of any one to the
grounds . . . the {trustee] may authorize the proprietors or managers of any special entertainment
or exhibicion which may be permitted wichin the Pack limits, to charge and collect fees for
admission to such entertainment or exhibition.” Act 53, supra note 2, at 165-66.

188 See supra note 106 and accompanying text.

189 After the completion of this article, a case was decided by the Hawaii Supreme Court
which confirmed this analysis. In Hawaii's Thousand Friends v. Anderson, No. 86-1810, slip op.
(1989), a non-profit organization sued che mayor of Honolulu and several others alleging thar, in
the course of advertising and promoting a proposed housing project, the defendants had (1)
fraudulencdly used public funds by advertising the project in order to promote the political candi-
dacy of one of the defendants, (2) made misrepresentations in the advertisements, and (3) vio-
laced public bidding requitements. Id. at 3-4. The Hawaii Supreme Court held thae, despite
liberalized standing requirements, Hawaii’s Thousand Friends (HTF) lacked standing because it
failed to demonstrate thar it had suffered an injury. Id. at 8-12. The court cited Akax as impos-
ing the injury requirement, I4. at 8. Responding to HTF's claim to standing as a “private attor-
ney general,” the court stated that ‘‘[eJconomic injury gives standing and not the 'public interest’
as HTF argues.” Id. at 12.
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On its face, Kapiolani Park does not represent any substantive change in
Hawaii standing law. The Hawaii Supreme Court simply applied the standing
analysis of previous Hawaii cases to the area of charitable trusts. Alchough it
did not cite supporting cases, the Hawaii Supreme Court’s holding was consis-
tent with Hawaii case law on standing in the areas of private nuisance and
administrative decisions, taking into account the unique nature of the law of
charitable trusts.

VI. CONCLUSION

Kapiolani Park indicates that in Hawaii, the intencions of charitable crust
donors, and other trust settlors, as expressed in the terms of the trust at the
inception of the cruse, are paramount and will be strictly enforced and protected
from alteration by the legislature.

The prohibition against leasing of Kapiolani Park lands, contained in the
trust instruments and agreed to by the donors at the inception of the trust, is
still in effece. This holding will effectively preclude large scale commercial ven-
tures in Kapiolani Park. Whether this decision will affect existing activities in
the park is unknown,

The Hawaii Supteme Court’s failure to include the issue of injury in fact in
its standing analysis does not indicate that the court has dropped that require-
ment in all public rights cases. The decision does, however, establish Hawaii
standing requirements for the public in cases of charitable trusts as one of the
least restrictive in the countty. The public has standing to enforce a charitable
trust if the attorney general has neglected his parens patriae duty to bring a
controversy regarding such a trust to the attention of the appropriate court and
the public is not otherwise able to protect its interests.

Mary A. Renfer
Douglas C. Smith






Knodle v. Waikiki Gateway Hotel, Inc.:
Imposing a Duty to Protect Against Third Party
Criminal Conduct on the Premises

I. INTRODUCTION

In Knodle v. Waikiki Gateway Hotel, Inc.,' the Hawaii Supreme Court, for
the first time, imposed a duty on a hotel to protect its guests from the criminal
conduct of unknown third persons.® In determining whether such a ducy ex-
isted, the court focused exclusively on the relacionship between the defendant
hotel and the victim guest. The court conduded that this relationship was a
“special relationship” between innkeeper and guest, recognized under the com-
mon law as one that imposed a duty on an innkeeper to protect its guests from
third party criminal acts.®

Although Hawaii courts had previously acknowledged that special relation-
ships may, under certain circumstances, impose a duty of care against third
party criminal acts, they had been reluctant to impose such a duty on owners
and occupiers of land. Knodle represents the first time the Hawaii Supreme
Court has actually found the existence of a special relationship and the corre-
sponding duty thereby expanding premises liability in Hawaii,

This note discusses the “‘special relationship’ doctrine in general, and how
the Hawaii Supreme Court applied it in the Knodle case. Section III outlines the
rationale and historical basis of the doctrine. Section IV discusses and analyzes
the Hawaii Supreme Court’s rationale for finding the existence of a special inn-
keeper-guest relationship in Knodle, and the court’s imposition of a duty on the
hotel to protect its guests from the criminal acts of unknown third parties.
Section V considers the implications of the Knodle decision and forecasts the
likely effect Knodle will have on premises liability in Hawaii.

! 69 Haw. , 742 P.2d 377 (1987).
* 1d ac y ——— 742 P.2d at 384, 388.
3 I

231
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II. Facrs

The decedent, Linda Knodle, a Continental Airlines flight atcendant, was en
route to Chicago from Guam on an off-duty flight pass.* She stopped over in
Honolulu at the Waikiki Gateway Hotel, which accommodated Continental
flight crews while on “layovers.””® Arriving at the hotel at about 5:00 a.m., she
started to fill out a guest registration card at the front desk, but upon learning
thac there was space for her in one of the rooms already occupied by other flight
attendants, she obtained a key to their room from the manager who knew her.®
The manager tore up the registration card.” In the meantime, a stranger,
George Murphy, entered the lobby and went into the elevator where Knodle
had placed her luggage.® The manager called for Murphy to hold the elevator
for her, and Murphy held the door open while Knodle boarded the elevator
with her remaining luggage.® At about 6:30 a.m., Knodle’s luggage was re-
ported as being in the elevator, but the management decided not to disturb
her.!® At 7:00 a.m., a key to the tenth floor room, where Knodle was to stay,
was found on the fourth floor. ! Shortly after 9:00 a.m., Knodle’s body was
discovered in a fourch floor restroom.'? She had been strangled to death by
Murphy between the hours of 5:15 and 9:00 a.m.'?

The plaintiff, Knodle’s father, alleged that the defendants, the Waikiki Gate-
way Hotel, Inc., and the owners and operators of the hotel,'* were negligent,
acting with “wancon and reckless disregard’ for the decedent’s safety, and that
they failed to provide “‘safe accommodations™ and ‘‘adequate security” to pro-
tect her “from the unreasonable risk of physical harm.”'® The jury was in-
scructed that they must find a duty, a breach of that duty and proximate causa-
tion in order to find the defendants negligent.’® The jury found that the

Id. at
.
1d.

4
-]
]
T 1.
8
9

, 742 P.2d ac 381.

id.
.

1 Jd. ac —_, 742 P.2d at 381-82.

M4 ac ., 742 P.2d at 382.

12 1.

1% 1d.

14 The plaintiff filed suit against Murphy, the Waikiki Gateway Hotel, Inc., Continental Air-
lines, and the owners and operators of the hotel: Waikiki Gateway Hotel Associates, Hyatt Cor-
poration, Continental-Kalakaua Hotel Corp., and Northridge Industries, Inc. 14, ac , 742
P.2d at 380. Default was entered against Murphy and summary judgment was granted to Conti-
neatal Aiclines. Id.

% 4. ac , 742 P.2d at 383.

1% Id. ac , 742 P.2d atr 387. The jury was also instructed on independent acts and super-
seding cause, and was informed that “{a}n act is reasonably foreseeable if it appears to have been
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defendants had a durty to take reasonable measures to protect the decedent from
foreseeable third party criminal acts, but that they had not breached that
duty.’” Subsequently, the plaintiff appealed to the Hawaii Supreme Court.'®

III. HISTORY
A. Premises Liability in General: The Common Law Status Distinctions

At common law, the duty of care owed by a possessor of land to a person
entering the premises varied, depending upon the legal status of the visitor.!®
In determining whether a duty of care existed, courts focused on the injured
party’s “status’ in relation to the owner or occupier of land, rather than on the
factors directly contributing to the injury. The standard of care required of the
owner or occupier of land depended upon whether the person using the prem-
ises was characterized as a trespasser, licensee, or invicee.

English common law, with its traditional regard for the rights of private
ownership of property, left no legal redress to trespassers®® injured by the act or
omission of a landowner.?® The majority of jurisdictions in the United States
modified the English common law to impose on the possessor of land a slight
duty of care towards a trespasser. That duty now involves no more than that the
possessor of land refrain from willful, wanton, or reckless disregard for the cres-
passer’s safety.?? Courts reasoned that cthose who entered the land without the
possessor’s consent have no right to demand protection from the landowner.??

Licensees®, as mere "‘social guests,” can only expect the landowner to use

ordinaty or usual under all citcumstances then existing.” I4.

7 id at , 742 P.2d at 382. The Hawaii Supreme Court found that the trial coure did
not err by not admicting “evidence of all reported criminal activity at or near the hotel.” I4. at
, 742 P.2d at 381.

18 1d ac , 742 P.2d at 381).

1o W KeeToN, D. Dosss, R. KEETON & D. OWEN, PROSSER & KEETON ON TORTs § 62, at
432 (5th ed. 1984) [hereinafter PROSSER & KEETON ON TORTSL

20 A “trespasser” is defined as “a person who enters or remains upon the land in the posses-
sion of another without a privilege to do so created by the possessor’s consent or otherwise.”
- RESTATEMENT (SECOND) OF TORTS § 329, ac 171 (1963).

31 F BOHLEN, STUDIES IN THE LAW OF TORTS 162-64 (1926); 5 F. HARPER, F. JAMEs, & O.
GRAY, THE Law OF TORTS 131-32 (1986); Appalachian Power Co. v. LaForce, 214 Va. 438,
201 S.E.2d 768 (1974).

33 ] PAGE, THE LAW OF PREMISES LIABILITY § 2.3, at 9 (2d ed. 1988).

3 PROSSER & KEETON ON TORTS, supra note 19, § 58, at 393-94.

24 A “licensee” is defined as "'a person who is privileged to enter or remain on land only by
virtue of the possessor’s consent.” RESTATEMENT (SECOND) OF TORTS § 330, ac 172 (1965); see
also id. § 342, at 210; id. § 342 comments (b)-(d), at 210-11. Licensees are those who enter “by
permission, but for purposes of [their] own, rather than for business purposes or purposes for
which che premises are held open to the public.”” J. PAGE, supra note 22, § 3.2, ac 34-35.
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ordinary care in warning about possible dangers not evident to a reasonable
person of ordinaty intelligence. Originally, a landowner owed no greater duty to
a licensee than that which was owed to a mere trespasser. Licensees were viewed
as having received use of the premises as a gift, and therefore, to have assumed
the risk of whatever they encountered on the land.®® Today, the rule in a large
number of jurisdictions requires the possessor to warn a licensee of any unrea-
sonably dangerous hidden conditions known to the possessor but unknown to
the licensee, or to ‘‘exercise reasonable care not to injure a known licensee, or
one who is reasonably to be anticipated, by active conduct.”?®

At common law, invitees,2” or “‘business visitors,””2® are entitled to a higher
degree of care than that afforded either licensees or trespassers. Because the
landowner derives some real or imagined economic benefit from the invitee’s
entry upon the land,*® the invitee is given “an implied representation, assur-
ance, or understanding that reasonable care has been used to prepare the prem-
ises, and make them safe for {the invitee’s] reception.”’®® Therefore, the posses-
sor of land has an affirmative duty to exercise due care to make the premises
reasonably safe for the invitee.®! This duty obligates the landowner to use rea-
sonable care to seek out and discover hidden dangers that create an unreasona-
ble risk of harm to the invitee 3

35 PrROSSER & KEETON ON TORTS, supra note 19, § 60, at 412,

38 . PAGE, supra note 22, § 3.7, at 41.

37 A “public invitee” is defined as one “‘who is invited to enter or remain on land as a
member of the public for a purpose for which the land is held open to the public.” RESTATEMENT
(SECOND) OF TORTS § 332(2), at 176 (1965).

3% The Restatement (Second) of Torts defines a "business visitor”™ as one ““who is invited to
enter or remain on {and for a purpose directly or indirectly connected with business dealings with
the possessor of the land.” Id. § 332(3), ac 176.

% J. PAGE, supra note 22, § 4.2, at 66.

30 RESTATEMENT (SECOND) OF TORTS § 332, comment (a), at 176 (1965); James, Tort Liabii-
ity of Occupiers of Land: Duties Owed to Licensees and Invitees, 63 YALE L. 605, 612-13 (1954).

# RESTATEMENT (SECOND) OF TORTS § 343, commencs (b), (d), ac 216-17 (1965).

33 The duty owed to an invitee is greater than che duty owed to a licensee in several respects.
First, the possessor must exercise reasonable care to discover unreasonably dangerous conditions on
the premises and take appropriate action to protect the invitee. RESTATEMENT (SECOND) OF TORTS
§ 343, at 215-16 (1965). Second, even if the invitee knows of a danger, the possessor may still
be held to further protect the invitee, if the possessor anticipated or should have anricipated that
the invitee might suffer harm regardless of the invitee’s knowledge of the danger. Id. § 343A, at
218. Third, the possessor must carry on activities with reasonable care to avoid injuring an invicee
on the premises, and even a waming sign may not suffice if the possessor does or should antici-
pate that che invitee will not protect himself or herself. Id. § 341A, at 209. Finally, since the
invitee has entered the land in response to an invitation, the possessor's duty to exercise reasona-
ble care will generally require the possessor to anticipate the invitee's presence to a much greater
degree than a licensee or trespasser. J. PAGE, su4pra note 22, § 4.5, at 76,
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B. Status Categories No Longer Determinative in Situations Not Involving
Third Party Criminal Acts

The formal common law rules limiting the duty owed by owners and occupi-
ers of land has been criticized for being harsh, mechanical, “‘unduly complex,
and overly protective of property interests at the expense of human safety.”®®
Increasing dissatisfaction with the “no duty” or “limited duty” rule associated
with the common law status categories forced many courts to carve out excep-
tions to the common law rules.3*

In 1957, the British Parliament, by statute®®, abolished the distinction be-
tween licensees and invitees as a basis for determining a landowner’s duty of
care to visitors and imposed upon the occupier a “‘common duty of care” to-
ward all persons who lawfully enter the premises. In 1958, the United States
Supreme Court, following the English lead, refused to apply the traditional li-
censee-invitee distinctions to admiraley law, The Court imposed upon a ship-
owner whose vessel was in navigable waters a duty to use due care under the
circumstances for the benefit of all those on board.?®

Nearly a decade later, the distinctions berween trespassers, licensees and invi-
tees were abolished by the Supreme Court of California in the seminal case of
Rowland v. Christian.®" The Rowland court refused to take the traditional ap-
proach of relying on the legal status of a visitor to determine the duty owed by
a landowner to that visitor, and instead held that a duty of reasonable care is
owed by the possessor of land to all entrants upon the premises, regardless of
their status.®® The Rowland court found that the reasons that had once sup-
ported the traditional approach were no longer valid. The court concluded that
in determining whether or not the owner or occupier of land has a duty of care,
"“the plaintiff’s status as a trespasser, licensee, or invitee may . . . have some
bearing on the question of liability, {but] the status is not determinative.’%®

33 ProsSER & KEETON ON TORTS, supra note 19, § 62, at 432.

3 J. PAGE, supra note 22, § 6.1, at 130.

3 QOccupiers’ Liability Act, 1957, 5 & 6 Eliz. 2, ch. 31.

¢ Kermarec v. Compagnie Generale Transatlantique, 358 U.S. 625 (1959).

37 69 Cal. 2d 108, 443 P.2d 561, 70 Cal. Rptr. 97 (1968). In this case, the plaintiff, a social
guest, injured his hand on a cracked faucet handle in his host's bathroom. There was evidence
that che defendant had known for two weeks that the handle was cracked, but she did not inform
the plaintiff of its condition. Id. ac 110-11, 443 P.2d at 563, 70 Cal. Rptr. at 99.

38 1d. at 119, 443 P.2d ar 568, 70 Cal. Rper. at 104,

* Id. The Rowland court reasoned:

A man’s life or limb does not become less worthy of protection by the law nor a loss less

worthy of compensation under the law because he has come upon the land of another

without permission or with permission but without a business purpose, Reasonable people

do not ordinarily vary their conduct depending upon such matters, and to focus on the

status of the injured party as a trespasser, licensee, or invitee in order to decermine the
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In 1969, the Hawaii Supreme Court adopted the Rowland approach and
effectively eliminated all common law status distinctions between trespassers,
licensees, and invitees. The court, in Pickard v. City & County of Honolulu,*®
articulated the rationale of Rowland.

We believe that the common law distinctions between classes of persons have no
logical relationship to the exercise of reasonable care for the safety of others. We
therefore hold that an occupier of land has a duty to use reasonable care for the

question whether the landowner has a duty of care, is contrary to our modern social mores

and humanitarian values. The common law rules obscure rather than illuminate the proper

considerations which should govern determinacion of the question of duty.
1d.

Other jurisdictions have followed Rowland in its entirety, by abolishing all three categories of
entrants upon land: Pickard v. City & County of Honolulu, 51 Haw, 134, 452 P.2d 445 (1969);
Smich v. Arbaugh’s Restaurant, Inc., 469 F.2d 97 (D.C. Cir. 1972); Webb v. City & Borough
of Sitka, 561 P.2d 731 (Alaska 1977); Basso v. Miller, 40 N.Y.2d 233, 352 N.E.2d 868, 386
N.Y.S.2d 564 (1976); Mariorenzi v. Joseph Diponte, Inc., 114 R.1. 294, 333 A.2d 127 (1975);
Ouellette v. Blanchard, 116 N.H. 552, 364 A.2d 631 (1976); Cates v. Beauregard Elec. Coop.,
328 So. 2d 367 (La. 1976).

Several states have abolished the distinctions between licensees and invitees: Antoniewicz v.
Reszcynski, 70 Wis. 2d 836, 236 N.W.2d 1 (1975); Hudson v. Gaitan, 675 S.W.2d 699
(Tenn. 1984); O’Leary v. Coenen, 251 N.W.2d 746 (N.D. 1977); Peterson v. Balanch, 294
Minn. 161, 199 N.W.2d 639 (1972); Pulin v. Colby College, 402 A.2d 846 (Me. 1979); L.
ANN. STAT. ch. 80, § 301 (Smith-Hurd Supp. 1986).

A few states have treated social guests and invitees equally: CONN. GEN. STAT. ANN. § 52-
557(a) (West Supp. 1984); Wood v. Camp, 284 So. 2d 691 (Fla. 1973); Preston v. Sleziak, 16
Mich. App. 18, 167 N.W.2d 477 (1969).

While the 1970’s reflected a movement away from the traditional status distinctions, the
1980’s, however, have shown a shift back toward recognizing the categories. The Colorado legis-
lacure reinstated the common law categories in 1986. COLO. REV. STAT. § 13-21-115 (Cu. Supp.
1986). Massachusetts has applied a duty of due care under the circumstances for all entrants
except adult trespassers, bue more recently seems to have fallen away from this straight negligence
approach. Since 1982, no jurisdiction has followed Rowland outright. A vast number of decisions
have continued o apply the common law categories: Adams v. Fred's Dollar Store, 497 So. 2d
1097 (Miss. 1986); Britt v. Allen County Communicy Jr. College, 230 Kan. 502, 638 P.2d 914
(1982); Huyck v. Hecla Mining Co., 101 Idaho 299, 612 P.2d 142 (1980); Murphy v, Balti-
more Gas & Elec. Co., 290 Md. 186, 428 A.2d 459 (1981); Nixon v. Mr. Property Manage-
ment, 690 S.W.2d 546 (Tex. 1985); Yalowizer v. Husky Qil Co., 629 P.2d 465 (Wyo. 1981);
Younce v. Ferguson, 106 Wash. 2d 658, 724 P.2d 991 (1986). PrOsSSER & KEETON ON TORTS,
supra note 19, § 62, at 433 nn.5-7 (Supp. 1988); J. PAGE, supra note 22, § 6.4, at 133-34, §
6.8, at 140,

4° 51 Haw. 134, 452 P.2d 445 (1969). The plaintiff in this case suffered injurties in a rest-
room that he had obtained permission to use. He unexpectedly fell through a hole in the floor
and sought compensacion from the defendant, for failure to use ordinary care in keeping the
premises safe and failure to provide adequate warning of the hazard in the unlit restroom. The
defendant contended thac he owed no duty to the plaintiff, since the latcer was a mere licensee.
Id. at 134, 452 P.2d at 445.
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safety of all persons reasonably anticipated to be upon the premises, regardless of
the legal status of the individual *!

Subsequent Hawaii cases have continued to disregard the status of the in-
jured party and have held that an occupier of land has a duty to use reasonable
care for the safety of all persons reasonably anticipated to be on the premises. In
Farrior v. Payton,*® the plaintiffs, alleged trespassers on the defendaats’ prop-
erty, sustained injuries in their attempt to escape the defendants’ guard dog.**
The Hawaii Supreme Court, applying the rationale of Pickard, reversed the trial
court’s grant of a directed verdict for the defendants.**

The legal status of the injured party has also been ignored in a hotel-guest
context. In Bidar v. Amfac, Inc.*® a hotel guest was injured while using a
bathroom towel rack to pull herself up from a sitting position.*® The towel rack
tore loose from the wall, causing her to fall.*’ The Hawaii Supreme Court,
following Pickard, held that che hotel had a duty to exercise “reasonable care
for the safety of all persons reasonably anticipated to be upon the premises.’*®

Generally, Hawaii courts have abolished the common law status distinctions
in determining the duty or standard of care required of owners and occupiers of
land to persons injured on the premises. However, in situations where the injury
is caused by a third party criminal act, the status of the injured party remains a
crucial factor in deciding whether or not a duty is owed to the injured party.*®

' Id. at 135, 452 P.2d at 446.

4% 57 Haw. 620, 562 P.2d 779 (1977).

43 Id. at 624-26, 562 P.2d at 783-84.

“ Id. ar 629, 638, 562 P.2d ac 786, 790.

45 66 Haw. 547, 669 P.2d 154 (1983).

48 14, at 549, 669 P.2d ac 157.

7 Id.

48 1d. at 552, 669 P.2d at 159 (quoting Pickard v. City & County of Honolulu, 51 Haw. ac
135, 452 P.2d ac 446).

4 The California case of Totten v. More Oakland Residential Hous., Inc., 63 Cal. App. 3d
538, 134 Cal. Rptr. 29 (1977) explained how the status distinctions, which have been rejected in
situations where a plaintiff's injuries are nos caused by a third person, cannot be ignored when
third party criminal acts do cause the injuries. In Tosten, the plaintiff was injured while visiting a
friend ac his aparcment. The Catifornia Court of Appeal held that the corporate owner of the
apartment complex had no duty to protect the plaintiff from che criminal attack of two strangers
in a laundry room on the premises. Id. at 541, 544, 134 Cal. Rptr. ac 32, 33. While the plaintiff
was in che laundry room, a fight erupted ourside becween the two strangers. One of them chased
the other into the laundry room, firing a pistol, and hitting the plaintiff with a stray bullet. 4. at
540, 134 Cal. Rptr. at 32. The courc considered the plaintiff a mere licensee, and not a business
visitor or a public invitee. Although the plaintiff argued that the differences between the status
categories had been abolished in California, the court applied the special relacionship doctrine,
and nevertheless found for the defendant. The court articulated this rationale:

It is conceded that in Rowland the Supreme Court held thac the proper test to be
applied to the liability of the possessor of land is whether in che management of his
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In those situations, Hawaii courts have relied on the common law “special rela-
tionship” doctrine.

C.  Premises Liability for Third Party Criminal Acts: The Special
Relationship Doctrine

Generally, at common law, there is no duty to protect another against the
wrongful acts of a third party. Such a legal obligation may arise, when there
exists a “‘special relationship” between either the defendant and the third party
who causes the injury or the defendant and the person entitled to protection.®®
The common law recognizes as ‘‘special’’ certain relationships that are protective
by nature, such as the relationships between landowner and invitee,®! innkeeper
and guest, common carrier and passenger, and custodian and ward.®* This

property he has acted as a reasonable man in view of the probability of injury to others.

But while pointing out that the common law classifications are no longer determinacive as

to the liability of the possessor of land, the court clearly indicated that “the plaintiff’s

status as a trespasser, licensee, or invitee may in the light of the facts giving rise to such
status have some bearing on the question of liabilicy . . . .”* Furthermore, it must be

remembered that the court in Rowland was dealing with an injury allegedly caused by a

defective condition of the defendant’s property which the defendant had a duty to main-

tain and repair. The rules relating to the physical condition of the premises are not applica-
ble to the situation where, as here, it is che conduct of third persons which directly causes

the injury . . . .

Id. at 543, 134 Cal. Rptr. at 34 (citations omitred).

¢ As the Restatement articulates:

There is no duty so to control the conduct of a third person as to prevent him from

causing physical harm to another unless (a) a special relation exists between the actor and

the third person which imposes a duty upon the actor to control the third person’s con-
duct, or (b) a special relation exists berween the actor and the other which gives to the
other a right to protection,

RESTATEMENT (SECOND) OF TORTs § 315, ac 122 (1965).

81 Traditionally, a landowner’s duty to protect against third party criminal acts is limited to
those classified as invitees, and does not include either licensees ot trespassers. Torsen, 63 Cal.
App. 3d at 543, 134 Cal. Rper. at 33.

% The Restatement view is as follows:

(1) A common carrier is under a duty to its passengers to take reasonable action (a) to

protect them against unreasonable risk of physical harm, and (b) to give them firsc aid

after ic knows or has reason to know that they are ill or injured, and to care for them until

they can be cared for by athers. (2) An innkeeper is under a similar duty to his guests. (3)

A possessor of land who holds it open to the public is under a similar duty to members of

the public who enter in response to his invitation. (4) One who is required by law to cake

or who volunrarily cakes the custody of another under circumstances such as to deprive the

other of his normal opportunities for protection is under a similar duty to the other.
RESTATEMENT (SECOND) OF TORTS § 314A, at 118 (1965). These classifications are not necessarily
exclusive. Se¢ id. “Cavear,” at 119.
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“‘special relationship’ imposes a duty of care, which would otherwise be nonex-
istent, on the landowner, innkeeper, common carrier and custodian, to protect
others from unreasonable risks of harm.®® This duty extends to third parry aces
thac are “‘innocent, negligent, intentional, or even criminal.”%*

Hawaii first recognized the special relationship doctrine in Seibel v. City &
County of Honolulu.®® In Seibel, a sex offender, while on conditional release from
his criminal trial, murdered the plaintiff's decedent. The Hawaii Supreme Court
held that because the offender was not under the control or custody of the City,
no special relationship existed berween the City and che offender; therefore, the
City was under no duty to control his behavior.®®

More recently, the Hawaii Supreme Court has refused to use the specnal rela-
tionship doctrine to impose a duty on the State as landowner. In Wolsk v.
State,%” the Hawaii Supreme Coure refused to hold the state of Hawaii liable
for injuries suffered by two state park campers who were criminally attacked by
unknown third parties.®® Although the State retained exclusive control of the
park, the court concluded that “‘where the third persons who harmed [the
plaintiffs] were unknown and were never alleged to be under {the} Scate’s con-
trol, no special relationship ducy existed . . . .”’*® The court, however, did not
directly discuss the relationship between the State, ““a possessor of land who
holds it open to the public,” and the victims, “‘members of the public who
enter in response to his invitation,” which is a relationship defined in the Re-
statement (Second) as a “special”’ one.®® The Wolsé court did emphasize, how-
ever, that simply because the state park “‘may have had a tendency to artract
dangerous persons {was] no reason to impose a duty on [the} State to wam or
protect park users from those dangerous persons.’'®

Following the Hawaii Supreme Court’s decision in Wo/lsk, the Hawaii Inter-
mediate Court of Appeals (ICA), in Kau v. City & County of Honolulu,®® re-

58 Id. § 314A{1)(a), at 118.
54 1d. comment (d), at 119, The Restatement continues to state, however, that “[c}he duty in

each case is only one to exercise reasonable care under the circumstances . . . . He is not required
to take precautions against a sudden attack from a third person which he has no reason to
anticipate . . . .” Id. comment (e), at 120.

58 61 Haw. 253, 602 P.2d 532 (1979).

5 4. at 257-61, 602 P.2d ac 536-38.

57 68 Haw. ., 711 P.2d 1300 (1986).

%8 Id. at , 711 P.2d ac 1301, 1303,

% Id. at , 711 P.2d ac 1303. See supra note 50 and accompanying text.

90 See supra note 52 and accompanying text. See alro Note, Wolsk v. State: A Limitation of
Governmental Premises Liability, 9 U. HAw, L. REV. 306, 312 n.85 (1987) {hereinafter Note,
Governmental Premises Liability).

8 68 Haw. at , 711 P.2d ac 1303 (emphasis in original). Note, Governmental Premises
Liability, supra note 60, at 312-13.

% 6 Haw. App. , 722 P.2d 1043 (1986).
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fused to impose a special relationship duty on the City.®® In finding that the
City owed no duty of care to golfers injured and robbed while on the premises
of a municipal golf course, the ICA, citing Wolsé, focused on the lack of control
the City had over the third parties responsible for the criminal acts.** As in
Wolsk, the court failed to address the relationship between the defendants and
the injured parties, and concluded that “the City . . . [was} not liable for dan-
gerous conditions not under its control.’®®

3 14 ac , 722 P.2d at 1047.
4 Id ac , 722 P.2d at 1046-47.
6 I4. at , 722 P.2d at 1047. Judge Bums, concurring in Kaw, disagreed with the major-

ity that there was no special relationship. In Buens’ view, a special relationship existed between
the City and the plaintiffs, for “[iln Hawaii, the relation between a possessor of land and ali
persons reasonably anticipated to be on the premises is a special relation.” Id. However, Burns
agreed with che majority that no duty should be imposed on the defendants. Burns based his
conclusion on the aspect of foreseeability of unreasonable risks of harm. According ¢o Burns, fous
elements help to determine the existence of a duty:
1. Is defendant a possessor of the premises upon which cthe phainciff was injured?
2. Is plaintiff a person reasonably anticipated to be on the premises?
3. Did defendant foresee or anticipate or should defendant have foreseen or anticipated
in ample time to avert injury that there was an wnreasonable risk of thar kind of
physical harm to the victim?
4. Is it in the public interest to impose a duty?
Id. (emphasis in original). In Burns' view, no ducy arose in Kax or in Wolsk by reason of the
third element above. Burns did not consider the criminal acts in either cases as being “‘unreasona-
ble risks” of harm. Id. at , 722 P.2d ac 1047-48.

Other courts hold a similar view of duty. “Notwithstanding che existence of a special relation-
ship, the duty of a landowner to take affirmative action to control the wrongful acts of chird
persons arises only where he ‘has reasonable cause to anticipate such acts and the probability of
injury resulring therefrom and fails to take afhrmative steps to control wrongful conduct.” ~* Mor-
rison v. MGM Grand Hotel, 570 F. Supp. 1449, 1451 (D. Nev. 1983) (quoting Totten v. More
Qakland Residential Hous., Inc., 63 Cal. App. 3d 538, 543, 134 Cal. Rptr. 29, 33 (1977)). See
supra note 49. The Torten court held that the plaintiff failed to allege sufficient facts to indicate
that che defendanc could have anticipated or foreseen the criminal act in question. /4.

Looking t0 the Rowland decision, the Totten court articulated:

The Rowland court instructs us that in determining whether the possessor land owes a
duty to the injured victims we must balance a number of considerations. Among these are:
the foreseeability of harm to the plaintiff; the closeness of the connection between the
defendaat’s conduct and the injury suffered; the moral blame attached to the defendant’s
conduct and the injuty suffered; the extent of the burden to the defendant and the conse-
quences to the community of imposing a duty with resulting liability for breach; and the
availability, cost, and prevalence of insurance for the risk involved. I has also been said
that the imposition of duty is ultimately 4 question of fairness and the inquiry involves a
weighing of che relacionship of the parties, the nature of the risk, and the public interest in
the proposed solution.

Id. at 545, 134 Cal. Rptr. at 34 (emphasis in original) (citations omitted). See supra notes 37-39
and accompanying text.
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D. The Innkeeper-Guest Special Relationship

It is well-established under the common law chat there is a special legal
relationship between innkeepers and registered guests. Innkeepers have been
held to operate under a rigorous liability standard, “‘approaching that of an
insurer against all dangers save acts of God,”®® which has underpinnings in
feudal times.®” Although the virtual strict liability of ancient times has not
survived in this century, the common law continues to impose a duty on inn-
keepers to protect their guests against third party criminal acts.*® The rationale
for this duty is that an innkeeper implicitly or explicitly suggests that the cus-
tomer will have a safe overnight stay.®®

Many jurisdictions have relied on the special relationship doctrine to impose
a duty of care on hotel owners and operators for the safety of their guests
against third party criminal acts.” Further, courts have not limited the scope of

% Kveragas v. Scottish Inns, Inc,, 733 F.2d 409, 412 (1984).

87 A historical background was provided by the Supreme Court of New York in Crapo v.
Rockwell, 48 Misc, 1, 94 N.Y.S. 1122 (1905):

In those days there was little safety outside of castles and fortified towns for the wayfaring

craveler, who, exposed on his journey to the depredations of bandits and brigands, had

litele protection when he sought at night temporary refuge at the wayside inns, escablished

and conducted for his entertainment and convenience. Exposed as he was to robbery and

violence, he was compelled co repose confidence, when stopping on his pilgrimages over

night, in landlords who were not exempt from tempration; and hence there grew up the

salutary principles that a host owed to his guest the duty, not only of hospitality, but also

of protection.
Id. at 2, 94 N.Y.S. ac 1123,

88 Kveragas, 733 F.2d at 412,

® Sharp, Paying for the Crimes of Others? Landowner Liability for Crimes on the Premises, 29 8.
Tex. L Rev. 11, 26 n.60, 27 n.63 (1987) [hereinafter Sharp, Landowner Liability). In some
sicuations, a distinction has been drawn between the liability of a landowner and its business
invitee and the liability of an innkeeper to ics guest, where a higher standard of liability is
imposed on the existence of the latter relacionship:

[IIn the case of che landowner or merchant nothing is paid by the invitee for the privilege

of entering the premises, and he may as freely leave as he came and carry with him his

belongings, but nor so with the guest at the hotel, who has paid the price demanded for

the very purpose of securing proper accommodations in the way of food or lodging, and

for safety, comfort and repose.
Cumming v. Allied Hotel Corp., 144 S.W.2d 177, 181 (Mo. Ct. Abp. 1940). In Cumming, the
plaintiff, a paying guest, was injured due to a defective condition in’ the hotel room. The court
recognized the relationship between the plaintiff and the defendant as that of innkeeper and
guest, rather than that of merchant and customer, and held that the hotel owed a duty of care to
the plaintiff. 1d. See infra note 71 and accompanying text. See alfo Burnison v. Souders, 35
S.W.2d 619 (Mo. Ct. App. 1931).

7 Gurren v. Casperson, 147 Wash. 257, 265 P. 472 (1928) (innkeeper held liable for the
assault of a guest by another guest after che victim had demanded protection); Fortney v. Hotel
Rancroft, Inc., 5 Iil. App. 2d 327, 125 N.E.2d 544 (1955) (Lability imposed for the attack on a
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the innkeeper duty exclusively to registered guests of the hotel. Family members
have been protected under the innkeeper-guest special relationship when an in-
dividual has registered for use of a room by the individual and the individual's
family.”™ The duty has been extended to the guest of a registered guest,”® to
persons attending business conferences at the hotel,”® and to restaurant patrons
using hotel facilities.”

Prior to Knodle, the Hawaii coutts had never explicitly imposed a duty of
care on hotel owners and operators for the safety of their guests from the crimi-
nal acts of third parties. While Hawaii courts have recognized the innkeeper-
guest relationship as special,”® until Knodle, chey had not actually applied the
special relationship doctrine to the innkeeper-guest situation.

The innkeeper-guest refationship has been analogized to that of landlord and
tenant.”® However, Hawaii courts have not viewed the landlord-tenant relation-
ship as a special one. Unlike the innkeeper-guest relationship, the relationship
between a landlord and tenant has never been considered a relationship where
duty unquestionably arises.”” In King v. likai Properties, Inc.,® where a tenant

guest by an intruder who gained access to the room via a key; a guest who is sleeping or about to
enter his or her room has a right to rely on the innkeeper to do whatever is in its power to
prevent crime); and Jenness v. Sheraton-Cadillac Properties, Inc., 48 Mich. App. 723, 211
N.W.2d 106 (1973), (hotel held responsible for the attack on a guest by a stranger who was
observed earlier as a suspicious-looking person loitering in the lobby, and who later allegedly
propositioned che guest in his hotel room)., Damages in such instances can be extensive. Singer
and entertainer Connie Francis recovered $2.5 million in a suic against Howard Johnson’s Motor
Lodges, after she was raped in the motel where she was staying. Garzilli v. Howard Johnson's
Motor Lodges, Inc., 419 F. Supp. 1210 (ED.N.Y. 1976). See infra notes 71-74 and accompany-
ing text. .

M Cumming, 144 S.W.2d 177 (Mo. Ct. App. 1940). The court explained chat a “'guest” was
a traveler who visited the hotel “for the purpose of availing himself of the entertainment offered,
that is, to obrain refreshments or lodging.” 4. at 181.

 Daniel v. Days Inn of America, Inc., 292 S.C. 291, 356 S.E.2d 129 (Ct. App. 1987).

78 Walkoviak v. Hilton Hotels Corp., 580 S.W.2d 623 (Tex. Civ. App. 1979).

* Virginia D. v. Madesco Inv. Corp., 648 8§.W.2d 881 (Mo. 1983) (en banc).

5 See, e.g., Bidar v, Amfac, Inc., 66 Haw. 547, 669 P.2d 154 (1983}, Seibel v. City &
Councy of Honolulu, 61 Haw. 253, 602 P.2d 532 (1979); Wolsk v. State, 68 Haw. ____, 711
P.2d 1300 (1986); Kau v. City & County of Honolulu, 6 Haw. App. , 722 P.2d 1043
(1986); King v. llikai Properties, Inc., 2 Haw. App. 359, 632 P.2d 657 (1981); Moody v.
Cawdrey & Assocs., 6 Haw. App. , 721 P.2d 708, rev'd per curiam, 68 Haw. ____, 721
P.2d 707 (1986).

7 Kline v. 1500 Mass. Ave. Apartment Corp., 439 F.2d 477, 485 (D.C. Cir. 1970). See
infra note 77.

77 Historically, the landlord-tenant relationship was not recognized as a “special” one that
would impose a duty of reasonable care on the landlord co protect against third party criminal
acts. Courts were reluctant to tamper with the traditional common law concept that ucdgnized
the transfer of the landlord’s responsibilities to the tenant, once the tenant assumed the lease. In
the agrarian setting of early common law, the tenant was in total control of the leased property
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and her guest were attacked by unidentified third parties in a private condo-

and was completely able to provide for self-protection. Therefore, traditionally, a landlord was sot
required to provide for a tenant's protection against chird parry criminal conduct absent a scaruce
or contract that specifically imposed the duty. R. SCHOSHINSK], AMERICAN LAW OF LANDLORD
AND TENANT § 4:14, at 216 (1980). The modern landlord-tenant relationship in an urban setting
far from resembles its ancient agrarian predecessor. Today, tenants usually lease only single units
in multiunit dwellings, rather than large parcels of land, and expect their landlords to provide
some basic necessities, such as hear, light, and maintenance, as part of the lease agreement. Note,
Landlord’s Duty to Protect Tenants from Criminal Acts of Third Parties: The View from 1500
Maysachusetts Avenue, 59 GEO. L]. 1153, 1156 (1971). Still, as a martrer of public policy, the
craditional rule has continued for a number of reasons:

{jJudicial reluctance to tamper with the common law concept of the landlord-tenant rela-

tionship; che notion chat the act of a chird person in commitcing an intentional tort or

crime is a superseding cause of harm to another . . . ; the oftentimes difficulc problem of
determining foreseeability of criminal acts; che vagueness of cthe standard which che land-
lord must meet; the economic consequences of the imposition of che duty; and conflice
with the public policy allocating the duty of protecting citizens from criminal acts to the
goverament rather chan the privace sector.

R. SCHOSHINSKI, § 4:14, at 217 (quoting Klize, 439 F.2d ar 481).

The landmark case of Kline v, 1500 Mass. Ave. Apartment Corp., 439 F.2d 477 (D.C. Cir.
1970), departed from the common law non-duty approach. In this case, a tenant was criminally
assaulted in the common hallway of her apartment complex. In imposing a duty of care on the
landlord to protect che tenant from the criminal aces of third parties, the court focused on the
increase in assaults and robberies suffered by the tenants, and on the substantial reduction in
security provided in the building. I4. at 480, 483, 485. The Kline court adopted a standard of
“reasonable care”” to determine whether the landlord fulfilled che ducy of protection, and held
thac where actacks were probable and predicrable, a ducy arose for the landlord to ‘“‘cake steps to
protect tenants from foreseeable criminal aces commicted by third pardies.” 4. ac 484, 485.

The court analogized the relacionship between the parties with an innkeeper-guest relationship:

{I}f we reach back to seek the precedents of common law, on the question of whether
there exists or does not exist a duty on che owner of che premises to provide protection
against criminal aces by third parties, the most analogous relationship to that of the mod-
em day urban apartment house dweller is not that of a landlord and tenane, but chac of
innkeeper and guest.

Id. ac 485,

It has been argued, however, that che analogy is not very persuasive. "“[Tlhe ‘implicit feeling of
securicy engendered by a hotel's image’ contrasts sharply wich the realistic expecrations of tenants,
especially in low-income housing,” J. PAGE, sa#pra note 22, § 11.14, at 309 (quoting M. SHAPO,
THE DuTY TO ACT: TORT LAW, POWER, AND PUBLIC POLICY 49 (1977)). Also, “‘the innkeeper-
guest analogy . . . would . . . produce the anomalous result of granting recovery to a tenant but
not to the tenant’s invitee or licensee also foreseeably attacked in an apartment common area.” J.
PAGE, supra note 22, at 309 n.90 (quoting Selvin, Landlord Tort Liability for Criminal Attacks on
Tenants: Developments Since Kline, 9 REAL EST. L]. 311, 314 (1981)).

Kline, however, did not impose on landlords a general duty to protect tenants from third parry
criminal acts; a duty arose only when there was reasonable foreseeability of harm ¢o the tenants.
Recent Development, Francis T. v. Village Green Owners Associasion: Liability of Condominium
Associations and Boards of Directors for Criminal Acts of Third Persons, 19 Pac. LJ. 377, 381
(1988). See also Sharp, Landowner Liability, supra note 69, at 27 n.63.
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minium unit located in a hotel tower, the plaintiff sued the hotel operator, the
lessor of the condominium unit, and the association of apartment owners for
failure to make the premises safe.”® In refusing to impose a ducy on the hotel
operator, the Hawaii Intermediate Court of Appeals scressed that the plaintiffs
were not “‘guests” of the hotel, and therefore, no special relationship existed.®®

The King court also refused to recognize the landlord-tenant relationship be-
tween the defendant lessor and the plainciff lessee as a special one, in keeping
with the general “‘reluctan{ce} {of courts] to impose a duty on landlords to
protect tenants from criminal acts of third parties.”’®! The ICA distinguished
King from Kline v. 1500 Massachusetts Avenue Apartment Corp.,% where a duty
was imposed on a landlord to protect its tenants from third party criminal acts.
Two factors that influenced the K/ine decision—the decline in security in the
apartment building between the time the plaintiff moved into the building and
the time she was criminally actacked, and the fact that the landlord was aware
of numerous assaults occurring since the decline in security—were absent in
King.®® Further, the ICA reasoned that if the landlord owed no duty to the
tenant, then it was “‘axiomatic’” that even less of a duty was owed to the ten-
ant’s guest.®* Finally, the court stated that with respect to the association of
aparement owners, ‘it {was} even further removed from the chain.”®® The court
concluded that foreseeability, overall fairness, and public policy had to be con-
sidered in determining the question of duty.®®

The special relationship issue was again addressed in Moody v. Cawdrey &
Associates, Inc.*” In Moody, a case factually similar to King, condominium own-~
ers and their guests sued the condominium owners association and its managing
agent for injuries the guests sustained when criminally assaulted by third parties
in the apartment unit.®® The ICA held that the condominium owners associa-
tion and its managing agent owed a duty to protect condominium owners and
their guests from foreseeable third party criminal acts.®® On appeal, however,

™8 2 Haw. App. 359, 632 P.2d 657 (1981).

™ Id. at 360, 632 P.2d at 659-60.

80 14, at 362, 632 P.2d. at 661.

8t 14, ar 363, 632 P.2d at 661.

82 439 F.2d 477 (D.C. Cir. 1970).

83 2 Haw. App. at 363-64, 632 P.2d at 661. See supra note 77.

8 14, at 364, 632 P.2d at 662.

88 Id. at 364, 632 P.2d at 662.

8 Id. at 363, 632 P.2d at 661. This conclusion was influenced by the Supreme Court of New
Jersey's view in Goldberg v. Housing Auth. of Newark, 38 N.J. 578, 583, 186 A.2d 291, 293
(1962).

87 6 Haw. App. , 721 P.2d 708, rev'd per curiam, 68 Haw. _____, 721 P.2d 707
(1986).

88 6 Haw. App. at , 721 P.2d at 710-11.

8 14, ac s , 721 P.2d at 710, 713. In contsast to its decision in King, the ICA, in
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the Hawaii Supreme Court, relying on King, reversed the ICA’s decision.®®

Until Knodle v. Waikiki Gateway Hotel, Inc., Hawaii courts had never im-
posed a duty on an owner or occupier of land to protect againse the criminal
conduct of third parties.

IV. ANALYSIS
A.  Innkeeper-Guest Special Relationship Duty Found

In Knodle v. Waikiki Gateway Hotel, Inc., the Hawaii Supreme Court held
that the crial court had committed reversible error in its inscructions to the
jury.®® The court vacated the judgment of the lower court and remanded the
case for a new trial.®® The Hawaii Supreme Court emphasized that duty is a
question of law, exclusively for the judge to determine, and therefore, the trial
judge erred in submitting to the jury the question of whether the defendants
had a duty to protect Knodle.®® The Knodle court further found thac the crial
court’s instructions on proximate causation and foreseeability were improper.®

Moody, found that a special relationship existed between the plaintiffs and che defendants. The
ICA distinguished che two cases by holding chac a special relationship based on “‘mutual depen-
dence” existed in Moody, buc not in King. Id. ac , 721 P.2d ar 714. Analogizing the rela-
tionship between a condominium owners association and a resident condominium owner to that
of a landlord and tenant, the ICA concluded that the condominium owners associacion had “a
similar duty as a Jandowner to protect resident condominium owners from foreseeable criminal
acts of chird parties.” Id. at , 721 P.2d at 713. According to the court, this duty extended
to guests of the condominium owner. Id. at , 721 P.2d at 713-14.

% 68 Haw. , 721 P.2d 707 (1986). The Hawaii Supreme Courr did not elaborate on
how ic arrived at its decision beyond stating that “‘[oln the basis of King v. likai Properties, Inc.,

. . the decision of the Intermediate Court of Appeals is reversed, and the judgment of the trial
courc [summary judgment in favor of defendants} is accordingly affirmed.” Id.
®l 69 Haw. _____, ___, 742 P.2d 377, 381 (1987). Sec infra note 95.

% Id. ac , 742 P.2d ac 388.

"l at , , ——, 742 P.24 acr 383, 384, 387.

# The Hawaii Supreme Court concluded thar the trial judge erred in inscructing the jury thac
faln act is reasonably foreseeable if it appears to have been ordinary or usual under all the
circumstances.” ' Id. at , 742 P.2d ac 381. The high court “‘failled} to see how murder can
be ‘ordinary or usual’ under any circumstance,”” and stated thac the proper test is whether ** "there
is some probabilicy of harm sufficiencly serious chat [a reasonable and prudent person} would take
precautions to avoid it." ” Id. at , 742 P.2d ar 388 (quoting Tullgren v. Amoskeag Mfg.
Co., 82 N.H. 268, 276, 133 A. 4, 8 (1926)).

With respect to the instruction on “proximate cause,” the Knmodle court concluded that the
lower court’s definition of: “‘chat cause which in direct, unbroken sequence, produces the injury,
and without which the injury would not have occurred,”” was “‘dearly a misstatement of che law”.
The Hawaii Supteme Court stated, ‘“We have moved beyond the strictures of ‘direct, unbroken
sequence’ in the consideration of legal causacion.” Id. at , 742 P.2d ar 387. The court also
concluded that “to speak of legal cause as chat ‘without which the injury would not have oc-

s
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In determining that the defendants had a duty of cate to protect Knodle
from the criminal acts of thitd persons, the court focused exclusively on the
relationship between the hotel and Knodle. Although Knodle was not an offi-
cially registered guest of the defendant,®® the court summarily dismissed any
contention that Knodle was not a guest of the hotel®® and concluded that the
relationship between the defendant hotel and Knodle was a special one of inn-
keeper and guest.®” Relying on the language of the Restatement (Second) of
Torts and on Hawaii case law, the court elaborated on the scope of this dury.

Consistent with its recognition of the special relationship doctrine as defined
in the Restatement (Second)®® and its acknowledgment of the doctrine in Bidar
v. Amfac, Inc.,*® the court stated that a hotel operator’s duty to protect its
guests includes protection against unreasonable risks “arising out of {its] own
conduct;” “‘the condition of [its] land or chattels;” or ““the acts of third persons,
whether they be innocent, negligent, intentional, or even criminal.”"'®® The
court noted that while normally a defendant has no duty to control the acts of a
third party, the existence of a special relationship between the defendant and
* either the third party who threatens harm or the potential victim of the harm
“gives the [potential victim] a right to protection from unreasonable risks aris-
ing from the acts of the third person.”!?! According to the court, the particular
relationship of innkeeper and guest that existed between the hotel and Knodle
imposed a legal duty of care on the hotel to provide for Knodle's protection.

B. Exclusive Focus on Defendant-Victim Relationship; Innkeeper-Guest
Relationship Establishes Duty Without Question

Hawaii courts had previously acknowledged that, under certain circum-
stances, a special relationship may impose a duty of protection on the defend-
ant. Prior to Knodle, however, Hawaii courts had found neither the existence of

curred’ ” was in error, for in Hawaii, “substantial factor,” rather chan “proximate cause™ is the
norm for finding that a defendant’s negligence legally caused a plaintiff's injuries. Id. (citing
Micchelt v. Branch, 45 Haw. 128, 363 P.2d 969 (1961)).

98 See supra notes 6, 7 and accompanying text.
69 Haw. at n.11, 742 P.2d at 387 n.11. The Hawaii Supreme Court surmised that
the trial courc might have submirted the question of duty to the jury because *“there might have
been a dispute on the existence of a ‘special relationship.” However, the supreme court was *‘con-
vinced from a review of the whole evidence relating to the issue that no reasonable inference that
Ms, Knodle was not a guest could be drawn therefrom.” Therefore, her status was not a question
for the jury to decide. Id.

Y Id. at . , 742 P.2d at 384, 388.

98 See supra notes 50, 52 and accompanying text,

# 66 Haw. 547, 669 P.2d 154 (1983).

100 69 Haw. at , 742 P.2d ac 384.

101 ld.
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a special relationship nor a corresponding duty in situations involving premises
liability for third party criminal acts. The Knodle court’s conclusion that the
relationship between the hotel and Knodle was a “‘special”” one of innkeeper and
guest, marked the first time a special relationship was found to exist so as to
impose an affirmative duty of care on a defendant hotel o protect its guests
from the criminal acts of unknown third parties. While it may seem surprising,
considering the abundance of hotel rooms and relatively constant flow of visitors
to the state, Hawaii courts previously have not had the opportunity to consider
the special relationship doctrine for third party criminal acts in a clear hotel-
guest concext.’®® However, the innkeeper-guest special relationship duty for
third party criminal acts has been imposed in other jurisdictions.'®® Knodle in-
dicates the Hawaii Supreme Court’s willingness to follow other jurisdictions in
imposing the special relationship duty on hotel operacors.

In concluding chac an innkeeper-guest special relationship existed, the Knodle
court departed from previous Hawaii decisions where the courts had refused to
impose a duty of care through special relationships in situations involving third
party criminal acts. Instead, the court relied on the language of the Restatement
(Second) of Torts, which provides chat an innkeeper is under a duty to protect
its guests against unreasonable risks of physical harm.!® In determining the
existence of a special relationship, the Knodle court focused exclusively on the
relationship that existed between the defendant hotel and the victim, Knodle.
Contrary to the previous Hawaii decisions of Seibe/*°®, Wolsk,'*® and Kau,'*?
where the courts, in holding that no special relationship existed, focused almost
exclusively on the lack of control the defendant had over the third persons
responsible for the harm, in Knodle, the defendant’s lack of control over the
third person was not even a factor in the court’s analysis.

It would appear, under the Wolsk rationale, that the Knodle court could have
held that no duty existed notwithstanding the existence of an innkeeper-guest

1% Although Bidar v. Amfac, Inc., 66 Haw. 547, 669 P.2d 154 (1983), involved a hotel-
guest sicuation, the injuries suffered by the plaintiff were not at the hands of a third parry. Aad,
although the Intermediace Court of Appeals, in King v. Ilikai Properties, Inc., 2 Haw. App. 359,
632 P.2d 657 (1981), briefly discussed the innkeeper-guest relationship as being special, it was
cdear from the facts of the case that, as the court concluded, the plaintiff was a lessee of a
condominium unic that happened to be situated in the hotel complex, and therefore, was not a
guest of the hotel, ‘

103 See supra notes 70-74 and accompanying text.

104 See supra note 52 and accompanying text,

198 61 Haw. 253, 602 P.2d. 532 (1979). Seibel, however, did noc involve premises liability.
See supra notes 55-56 and accompanying text.

198 68 Haw. __, 711 P.2d 1300 (1986). See supra notes 57-61 and accompanying text.

197 6 Haw. App. — ., 722 P.2d 1043 (1986). See supra notes 62-65 and accompanying
texe.
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special relationship as defined in the Restatement (Second) of Torts.!®® In
Wolsk, despite the Restatement’s specific definition of “‘special’ as the relation-
ship between “[a} possessor of land who holds it open to the public” and
“members of the public who enter in response to his invitation,!®® the basis of
the court’s failure to find a special relationship duty was that ‘‘the third persons
who harmed {the victims] . . . were never alleged to be under {the} Scate’s
control . . . ."'*® Similarly, in Knodle, the third person who was responsible
for the murder was never alleged to be under the hotel’s control. In Knodle,
however, the defendant’s lack of control over the third person responsible for
the murder was never a factor in the court’s analysis. It appears that the very
existence of an innkeeper guest relationship itself created che dury.

While the special relationship issue was raised in Wolsk and Kau, no special
relationship was found and therefore no duty was imposed on the defendants,
Wolsk and Kax involved municipal defendants, where a special relatcionship
ducy might easily have been established on the basis of a landowner and invitee
relationship. The Hawaii courts, however, seemed to be using the special rela-
tionship doctrine to impose a duty only in a sicuation, as in Knodle, where
liability was apparent, and, for policy reasons, appropriate. Although the Wo/sé
and Kau courts did not discuss policy concerns, such concerns probably explain
their reluctance to find the existence of a special relationship. By limiting the
government’s liability, the courts appear to have concluded that the financial
burden of maineaining security for public facilities such as parks and golf
courses would be too severe. In contrast, the Knodle court, by imposing an
innkeeper’s duty, apparently has decided that the Hawaii hotel industry is able
to shoulder the burden of protection against third party criminal acts.

The economic benefit a hotel receives from its guests, although not explicicly
mentioned in the court’s opinion, may have been a factor in the court’s deter-
mination that the hotel owed a duty to protect Knodle. Unlike the cases involv-
ing municipal defendants, Knodle involved a private secror defendant who de-
rived an economic benefit from its guest. Although Knodle herself was not an
“official” guest, her employer, Continental Airlines, was a regular patron of che
hotel. The hotel staff knew Knodle from her previous overnight flight
“layovers” at the hotel. Hence, the Hawaii Supreme Courrt, in Knodle, infers
that a hotel has a duty to protect its guests from criminal harm caused by third
parties in situations where an economic benefit is derived from the existence of
a special relationship between the defendant and the injured party.!'!

198 See supra note 50 and accompanying texc.

199 See supra note 52 and accompanying text.

119 48 Haw. at , 711 P.2d ar 1303.

1M The selationship between Knodle and the hotel was analogous to that of a landowner and
invitee, The historical rationale at common law for requiring the highest standard of care for
invitees would also apply to hotel guests today. In consideration for an economic benefit, the
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It seems that the Hawaii courts have established different special relationship
criteria depending upon whether the defendant is a public entity or a private
entity. The courts have been more reluctant to impose liabilicy for the criminal
acts of unknown third persons where the defendanct is a public entity. In cases
involving public agencies, the courts have focused on the telationship between
the defendant and the third parcy perpetrator and have found no special rela-
tionship to exist. By contrast, in cases involving private defendants, such as
Knodle, King** and Moody,**® the court has focused on the relationship be-
tween the defendant and the injured party in deciding the special relationship
issue. In King and Moody, the courts’ refusal to impose a duty was due to their
reluctance to consider a landlord-tenant relationship or a condominium owners
association-condominium owner relacionship as ‘‘special.”’

Until Knodle, no Hawaii decision had imposed liability on a defendant for
third party criminal acts occurring on the premises, whether public or private.
Imposing a duty on hotels to protect their guests from such third party conduct
will undoubtedly influence future Hawaii court decisions regarding other types
of premises liability.

V. IMpACT

The potential impact of the Hawaii Supreme Court’s decision in Knodle v.
Waikiki Gateway Hotel, Inc. is significant. For the first time, Hawaii has im-
posed a duty on a hotel to protect against third party criminal acts. After Kno-
dle, parties, under certain circumstances, are no longer insulated from liability
arising from injuries sustained from the criminal acts of third persons.

Although the Knodle courc voiced no specific policy considerations in impos-
ing a duty on the defendant hotel, the Hawaii Supreme Court apparently has
decided that the Hawaii hotel industry should carry the burden of protecting its
guests from third party criminal acts. However, notwithstanding the finding of
a special relationship for innkeepers, it is not likely that the courts will impose a
general duty on all owners or occupiers of land. Knodle seems only to apply to
private sector defendants, excluding landlords and condominium owners as-
sociations, and not to municipal or other public sector defendants. It seems
probable that the Hawaii courts will be more inclined to impose a duty on a
defendant where the defendant derives an economic bepefic from the
relationship.

landowner /hotel assumes the duty o keep the premises safe for the invitee/guest. See supra note
29 and accompanying text.

1% 2 Haw. App. 359, 632 P.2d 657 (1981).

118 6 Haw. App. ——, 721 P.2d 708, rev'd per curiam, 68 Haw, ____, 721 P.2d 707
(1986).
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By focusing on the relationship between the parties, it appears that Knodle
has narrowed the scope of an innkeepet’s duty to its guests. It is uncertain,
however, as to whether the hotel’s duty to protect others from criminal acts of
third persons, after Knodle, extends only to persons characterized as “guests.”
The Knodle court did not define “guest”” other than to deem the unregistered
victim a guest by virtue of her employer, who regularly patronized the hotel,
Alchough other jurisdictions have extended the definition of “‘guest’ to beyond
that of an officially registered guest,'** it is uncertain whether Hawaii courts
will expand an innkeeper's liability as broadly.

It may be that a hotel’s liability would be limited, and no duty would be
imposed on the hotel to protect “‘non-guests” from an identical criminal act.
For example, would the hotel’s duty to protect against the acts of this person
extend to the visitor of a registered hotel guest? To a trespasser using the hotel
pool? Under a strict application of special relationship doctrine, it would seem
that the hotel’s duty would not extend to such situations. Perhaps, in the inter-
est of fairness, the Hawaii courts should adopt the Hawaii Intermediate Court
of Appeals’ approach in King, and consider foreseeability and the totality of the
circumstances in determining whether liability attaches, rather than focusing
exclusively on the relationship between the parties. It may then be possible for a
duty to be imposed despite the absence of a special relationship.

It remains to be seen how Hawaii courts will respond in situations involving
third party criminal aces in non-hotel-guest situations, Many variables affect
whether a duty exists, such as the type of landowner, the type of visitor, and
the type of relationship. Conservatively speaking, it appears that Hawaii courts
will follow the general trend of the common law by being selective in imposing
a duty on an owner or occupier of land for the criminal acts of third parties. It
is now apparent that Hawaii courts are willing to find that a special relacionship
exists, and along with it, the corresponding duty.

V1. CONCLUSION

Knodle v. Waikiki Gateway Hotel, Inc. marked a noticeable departure from
Hawaii’s reluctance to impose on owners or occupiers of land a duty to protect
against third party criminal acts. For the fitst time, the court held thae a hotel
operator has such a duty, due to the existence of the ‘‘special relationship” of
innkeeper and guest.

Still undecided is whether Knodle extends beyond the hotel-guest context to
other types of premises liability situations. By relying on the common law spe-
cial relationship doctrine, the Hawaii Supreme Court may have limited the
impact of its decision in Knodle. It may be that a duty to protect others from

14 See supra notes 71-74 and accompanying cext.



1989 | DUTY TO PROTECT 251

the acts of unknown third parcies will be imposed only in situations where a
special relacionship has been clearly established by previous case law or perhaps
only in situations involving a hotel and its guests.

Regardless of the uncertainty as to the scope of the decision, the Hawaii
Supreme Court has firmly established that, in certain circumstances, a special
relacionship duty does arise and will be imposed to protect against third party
criminal conduct.

Virginia M. Chock
Leslie H. Kondo






State v. Kam: The Constitutional Status of
Obscenity in Hawaii

I. INTRODUCTION

In State v. Kam, the Hawaii Supreme Court extended the protection of
article I, section 6 of the Hawaii Constitution,> which recognizes the right of
privacy, to the purchase of obscene material for private use. This contradicted
United States Supreme Court precedent which had held that the purchase of
obscene material for private use was unprotected by the federal right of privacy.
Obscenity is unprotected speech under the first amendment of the federal Con-
stitution and article I, section 3 of the Hawaii Constitution.®

This note will initially examine the status of obscenity under the federal and
state constitutions pursuant to first amendment and privacy analyses. Next, it
will present an outline and critique of the Kam court’s analysis. Finally, this
note will examine the impact of the Kam decision on the state’s ability to regu-
late obscenity, focusing on Kam’s immediate impact on the penal code and ics
future impact on child pornography, snuff films, bestiality, obtrusive public dis-
plays of pornography, the showing of obscenity to captive audiences, and the
sale of pornography to minors.

II. FaAcCTS

Defendants Brian Kam and Deborah Cohen were clerks in two adult book-
stores.* Each sold an adult magazine to an undercover police oficer and were
subsequently arrested,® charged, and convicted for “‘promoting pornographic

' Haw. , 748 P.2d 372 (1988).

3 Article I, section 6 reads: ““The righc of che people to privacy is recognized and shall not be
infringed upon without the showing of a compelling state interesc. The legislature shall cake
affirmative steps to implement chis right.”” HAw. CONST. art. 1, § 6.

3 See State v. Manzo, 58 Haw. 440, 573 P.2d 945 (1977); Roth v. United States, 354 U.S.

476 (1957).
¢ Kam, Haw. at , 748 P.2d at 374.
S M ar , 748 P.2d at 374.

253
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adule magazines’'® under section 712-1214(1)Xa) of the Hawaii Revised Stat-
utes.” Defendants moved to dismiss the complaints on the grounds that the
statute violated the right to privacy contained in article I, section 6 of the Ha-
waii Constitution and was overbroad and/or vague.® The trial courr denied the
defendants’ motions.? Following trial, the court ruled that the magazines were
pornographic, patently offensive, and violated prevailing community scandards;
that neither surveys nor expert testimony was necessary to decide the case; and
convicted the defendants.’® The defendants subsequently filed separate appeals
to the Hawaii Supreme Coure, which were later ordered consolidated.!!

III.  HISTORY

This section will discuss the development of the obscenity standard, the sta-
tus of obscenity under the free speech provisions of the federal and state consti-
tutions, and the development of the federal and state rights of privacy, focusing
on their applicability to obscene material. This section will also discuss the stan-
dard of judicial scrutiny applied in reviewing legislation chat burdens funda-
mental rights protected by the right of privacy.

A.  The Development of the Obscenity Standard and the Status of Qbscenity
Under the First Amendment of the United States Constitution

In Roth v. United States,*® the United States Supreme Court held thac ob-
scenity is not protected speech under the first amendment of the United States
Constitution.”® The Rozh Court established the standard for judging obscenity

¢ I ar , 748 P.2d at 373.

7 Section 712-1214(1)(a) reads: “‘A person commits the offense of promoting pornography if,
knowing its content and character, he . . . [dlisseminates for monetary consideration any porno-
gtaphic material . . . .” HAw. REV. STAT. § 712-1214 (1985). Section 712-1210 defines porno-
graphic as:

Any material or performance . . . {in which] all of the following coalesce: (a) The average

person, applying contemporary community standards would find that, caken as a whole, it

appeals to the prurient interest, (b) It depicts or describes sexual conduct in a patently
offensive way. (c) Taken as a whole, ic lacks serious licerary, artistic, political, or scientific
merit.

Haw. REV. STAT. § 712-1210 (1985).

8 __ Haw. at , 748 P.2d at 374.

b Id

04

R 7 3

12354 US. 476 (1957).

id. at 485. The Court reached this conclusion after examining the purpose of the firse
amendment. The first amendment was developed to facilitate the exchange of ideas for the pur-
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as “whether to the average person, applying contemporary community stan-
dards, the dominant theme of the material taken as a whole appeals to the
prurient interest.’’** From its inception, the Rozb standard has been criticized.
In his dissent, Justice Douglas expressed his concern that a standard which
relies on community standards for its content would lead to a tyranny of the
majority.'®

Despite this criticism, the “‘community standards’” portion of the test was
retained when the cest was refined in Memoirs v. Massachuserts,*® which articu-
lated a three-tiered standard for determining obscenity. First, the dominant
theme of the material caken as a whole must appeal to a prurient interest in sex;
second, the material must be patently offensive according to contemporary com-
munity standards; third, the matetial must be utterly without redeeming social
value.'” The Memoirs standard also had its critics. In his concutring opinion,
Justice Douglas reiterated his belief that obscenity was protected by the first
amendment.® Justice Harlan opined that suppression of obscene matter should
be limited to ‘‘hard-core pornography.”*® A later Supreme Court criticized the
standard as imposing too great a prosecutorial burden on the government.*®

Miller v. California®® addressed the problem of the prosecutorial burden by
altering the third tier of the Memoirs test. Under Miller, material must be with-
out serious literary, artistic, political, or scientific value.?® The Miller standard
stands as the current definition of obscenity ?®

pose of bringing about social and political change. Thus, all ideas which are of any social impor-
tance are protected. The Court found that obscenity is urterly wichour redeeming social impor-
tance and so not enticled to first amendment protection. For support, it noted that the original
states had laws against libel, blasphemy, and profanity. Further, the Court found thac the status
of obscenity had remained unchanged in the years following the adoption of the first amendment
(when Rosh was decided all 48 of the states had obscenity faws and Congress had enacted 20
obscenity laws from 1842 to 1956). Id. at 484-85.

4 Roth, 354 U.S. at 489.

¥ “This is community censorship in one of its worst forms. It creates a regime where in cthe
bacele berween the literaci and the Philistines, ¢he Philistines are cerrain co win.” 54 U.S. at 512
(Douglas, J., dissenting).

18383 U.S. 413 (1966).

7 Id at 418,

® 14, at 412 (Douglas, J., concurring).

1% Jd. ar 455, 457 (Harlan, J., dissenting).

30 Under Memoirs, “the prosecution [must} prove a negative, i.e., that the material [is) ‘uf-
terly without redeeming social value'—a burden virtually impossible to discharge under our crim-
inal standards of proof.” Miller v. California, 413 U.S. 15, 22 (1973).

314

22 14 at 24. The Miller standard was clarified in Pope v. lllinois, 481 U.S. 497 (1987),
which held that in order to determine whether a work is without serious value, a reasonable
person standard should be used.

3 Miller has not been wichout its critics. In his dissent, Justice Douglas adhered to his belief
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The primary argument against holding thac obscenity is unprotected speech
under the first amendment is the difficulty in formulating a definition of ob-
scenity specific enough chat it (1) does not encroach on protected speech and (2)
meets due process requirements of giving adequate notice to those who may be
prosecuted under a particular regulatory scheme,¢

Two basic alternatives to Roth have been proposed.®® First, Roth may be
overruled so that first amendment protection extends to obscene materials.2®
Second, the governmental regulation of obscenity may be limited to prohibiting
discribution of obscene material to minors and protecting unwilling adules from
exposure to obscene material.?” This view was formulated by Justice Brennan in
his dissent in Paris Adult Theatre.?® Justice Brennan believed that legislation

thac obscenity is protected speech. 413 U.S. at 37 (Douglas, J., dissenting). In a recreac from his
majority opinion in Memoirs, Justice Brennan now advocates regulation of obscenity only when it
involves children or unwilling adules. Paris Adult Theatre 1 v. Slaton, 413 U.S. 49, 112-13
(Brennan, J., dissenting). Commentaries have criticized the requirement that the material have
serious lterary, artistic, political or scientific value as being too limiting a requirement. See Note,
Obscenity: 30 Years of Confusion and Still Counting—Pope v. Ulinois, 21 CREIGHTON L. REV. 379,
387-90 (1987-1988); Main, The Neglected Prong of the Miller Test for Obscenity: Sevious Literary,
Artistic, Political or Scientific Value, 11 S. IlL. U, LJ. 1159 (1987).

The Uniced States Supreme Court has recently reafirmed that the obscenity standards in Miller
are not unconsticutionally vague. The Court held that che Indiana Rackereer Influenced and Cor-
rupt Organization (RICO) statute is not unconstitutionally vague as applied to obscenity predi-
cate offenses because obscenity law itself is not vague and the RICO statute encompasses obscen-
ity law. Thus, for obscenity predicate offenses, the prosecutor may proceed under the RICO
statuce. Fort Wayne Books, ‘Inc. v. Indiana, No. 87-470, No. 87-614 (U.S. Feb. 27, 1989)
(LEXIS, Genfed Library, US file).

* Paris Adult Theatre, 413 U.S. ac 89-93 (Brennan, J., dissenting).

3% Justice Brennan's dissent in Paris Adult Theatre suggested several possible solutions co the
problem of formulating a proper definition for obscenity. First, the Court could draw a new line
between protected and unprotected speech, wich all doubts in particular cases being resolved in
favor of che stare. Second, the Court could adhere to the Mi/er test. Third, the Courr could grant
extreme deference to juries or lower court decisions. Fourth, che Court could decide chac the first
amendment bars the suppression of any sexually oriented expression. Ultimately, Justice Brennan
concluded that obscenity could not be defined in such a way as to avoid vagueness. However, che
state interest in protecting children and unconsenting adults is strong enough to allow legislation
against obscenity to protect those classes. 413 U.S. at 93-113 (Brennan, J., dissenting).

36 See Roth, 354 U.S. 476 ac 503 (Douglas & Black, JJ., dissenting); Memoirs, 383 U.S. at
424 (Douglas, J., dissenting); Msller, 413 U S. at 37 (Douglas, J., dissenting); United Staces v.
Thirty-Seven Photographs, 402 U.S. 363 (1971) (Black & Douglas, JJ., dissenting); United
Scates v. 12 200-Ft. Reels of Super 8mm, Film, 413 U.S. 123, 130 (1973) (Douglas, J.,
dissenting).

3" Paris Adult Theatre, 413 US. at 70 (Brennan, Stewarc & Marshall, JJ., dissenting). See
also Hamling v. United States, 418 U.S. 87, 141 (1974) (Brennan, Stewart & Marshall, JJ.,
dissenting); United States v. Orico, 413 U.S, 139, 147 (1973) (Breanan, Stewart & Marshall,
JJ., dissenting); Pope v. Illinois, 481 U.S. 497, 506 (1987) (Brennan, J., dissenting).

3 413 US. at 112-13.
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prohibiting the exposure of obscenity to consenting adults was based on moral-
ity and that the states’ interest in regulating morality was not strong enough to
justify interference with first amendment rights.*® On che other hand, the states’
interest in protecting children and unwilling adules from exposure to obscenity
was strong enough to justify the prohibition of obscenity with respect to these
two groups.?®

B. The Development of the Federal Right of Privacy

The United States Constitution contains no express provision guaranteeing a
person’s right of privacy. However, the United States Supreme Court has found
thac a right of privacy does exist in the Constitution. This section will explore
the development of the right in federal case law.

Although the common law has always protected the individual's person and
property,® this protection was originally limited to “‘physical interference wich
life and property. . . . [L}iberty meant freedom from actual restraint{.}"’3? The
law later expanded to include “‘a recognition of man's spiritual nature, of his
feelings and intellect,}'3* and, by 1890, when Brandeis and White wrote their
essay on the private law meaning of privacy, privacy had come to include “the
right to enjoy life,—the right to be let alone; the right to . . . the exercise of
extensive civil privileges[.} "%

The United States Supreme Court first addressed the issue of “whether indi-
viduals maintain certain privacy rights that fall within the contexts of the con-
stitutionally protected liberty interests3® in Olmstead v. United States® It first
recognized a constitutional righe of privacy in Griswold v. Connecticur.®™ Since

* Id at 112

® Id ar 106, 112.

' Brandeis & White, The Right to Privacy, 4 HArv. L. REv. 193 (1890).

2 1d. ar 193,

3 Id

M W

*  Note, Bowers v. Hardwick: Is There a Right to Privacy, 37 AM. UL, REv. 487, 490 (1988).

3¢ 277 US. 438 (1928). In his famous dissent, Justice Brandeis spoke eloquently of the
right, conferred by the Constitution, to be let alone.

3 381 US. 479 (1965). Griswold dealt with the righe of married people to use contracep-
tives. In it, the Courr held that “specific guarantees of the Bill of Rights have penumbras, formed
by emanations from these guarantees that help give them life and substance.” I4. at 484. Specifi-
cally, the first amendment created a zone of privacy relacing to cthe righe of association; the third
amendment's prohibition of non-consensual quartering of soldiers in homes during peacetime
creaced another aspect of the right; the fourth amendment explicitly affirmed the righe to be
secure against unreasonable searches and seizures; che fifth amendment’s self-incrimination clause
created a zone of privacy around the individual; and the ninth amendment allowed for finding a
right to privacy by providing that “'the enumeration in che Constitucion, of cerrain rights, shall
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Griswold, in addition to the penumbras of the first, third, fourth, and fifth
amendments, the Supreme Court has found the right of privacy in the four-
teenth amendment, the privileges and immunities clauses of article IV and the
fourteenth amendment, and implicit in the eighth amendment's prohibition
against cruel and unusual punishments.®® The Supreme Court has established
that an activity must be deemed “‘fundamental”” before it is considered pro-
tected by the right of privacy.3® However, the right of privacy is not absoluce.
Should a court establish that an activity is fundamental, the activicy may be
regulated upon the showing of a compelling state interest by the government.*°

In a unanimous decision in Whalen v. Roe,** the United States Supreme
Court seemed to expand the scope of activities protected by the right of pri-
vacy, suggesting that the right to privacy “‘encompassed something beyond the
least common denominator of cthe Court’s prior decisions,”** and was in fact
comprised of a general “individual interest in avoiding disclosure of personal
matters’*® and a separate “interest in independence in making certain kinds of
important decisions.””**

not be construed to deny or disparage others recained by the people.”” Id. Finally, the fourth and
fifth amendments protected against governmental invasions of *'the sanctity of a man's home and
the privacies of life."” Id.

Griswold's penumbra theory is based on the idea thac although the Constitution does not refer
expressly to a right to privacy, “various provisions of the Constitution embody separate aspects of
such a concept, and the composite of these protections should be accarded the stacus of a recog-
nized constitutional right.”” Emerson, Nine Justices in Search of a Doctrine, 64 MicH. L. REv. 219,
228 (1965).

Prior to Griswold, *development of [a] constitutionally protected right of privacy {had} been in
connection with limitations imposed on the authority of government to seize persons or prop-
erty.” McKay, The Right of Privacy: Emanations and Intimations, 64 MICH. L. REv. 259, 272
(1965).

3% L. TRIBE, AMERICAN CONSTITUTIONAL Law 893 (1976).

% The Court in Bowers v. Hardwick, 478 U.S. 186 (1986), defined as *‘fundamencal” rights
which are rooted in the nation’s tradition and history or that are implicit in the concept of
ordered liberty. Id. at 191-92. Among the activities which che Supreme Court has found to be
fundamental are activities relating to contraception, Eisenstadt v. Baird, 405 U.S. 438 (1972),
procreation, Skinner v. Oklahoma, 316 U.S. 535 (1942), family relationships, Prince v. Massa-
chusetts, 321 U.S. 158 (1944), <hild rearing and education, Pierce v. Society of Sisters, 268 U.S.
510 (1925), and a woman’s right to decide whether or not to terminate her pregnancy, Roe v.
Wade, 410 U.S. 113 (1973).

*® Roe v. Wade, 410 U.S. 113, 155-56 (1973).

‘1 429 U.S. 589 (1977).

% L TRIBE, supra note 38, ar 892.

4% 429 US. ar 599. ]

429 US. at 599-600 (citing Roe v. Wade, 410 U.S. 113 (1973); Doe v. Bolton, 410
U.S. 179 (1973); Loving v. Virginia, 388 U.S. 1 {1967); Griswold v. Connecticut, 381 U.S. 479
(1965); Pierce v. Society of Sisters, 268 U.S. 510 (1925); Meyer v. Nebraska, 262 U.S. 390
(1923); Allgeyer v. Louisiana, 165 U.S. 578 (1897)).
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Recently, the United States Supreme Court retreated from its position in
Whalen. In Bowers v. Hardwick,*® the Supreme Court upheld a Georgia statute
that criminalized sodomy, as it was enforced against homosexuals. Instead of
recognizing a broad privacy right, the Supreme Court adhered to a “list ap-
proach,” comparing homosexual sodomy to activities previously deemed funda-
mental. Because homosexual sodomy was not sufficiently similar to these activi-
ties, the Supreme Court found no fundamental right encitled to protection
under a right of privacy.

An adherence to a comparative ‘list approach’” may make it easier to predict
which activities are protected by the right co privacy. Even with a list approach,
however, courts decide what is fundamental and therefore protected by the
right of privacy based on what value society places, at the time of its decision,
on the activity involved.*® As a result, courts’ notions of what falls within the
right of privacy changes over time.*’

C. Judicial Scrutiny of Legislation Burdening the Right of Privacy

Legislation that burdens a fundamental right is subjected to strict scrutiny.*®

4 478 U.S. 186 (1986).

48 L. TRIBE, supra note 38, at 892,

47 Hence, when Warren and Brandeis argued in 1890 for an expansion of the existing right
of privacy to protect the person and “'[secure} to the individual . . . che right "to be left alone,” ”
Id. at 195 (citing T. COOLEY, LAW ON TORTS, 29 (2d ed. 1888), they were concerned with
technalogical and social changes which threaten the individual with “invasion either by the too
enterprising press, the photographer, or the possessor of any other modem device for recording or
reproducing sense or sounds.” Id. at 206. They argued that the right of privacy, already existing
in the common law, should be expanded by the courts to address invasions of privacy brought
about by the greater ability of society to infringe upon it, thus expanding the law's conception of
whac the common law right of privacy included and protected. Brandeis & White, The Righs to
Privacy, 4 HARV. L. REv. 192 (1890).

Likewise, the recognition of a constitutional right of privacy in Griswold came at a time when
protection of “the dignity and integrity of the individual—{had} become increasingly imporcant
as modern society . . . developed.” Emerson, Nine Justices in Search of a Doctrine, 64 MicH. L.
REV. 219, 229 (1965). As the forces of technology narrowed the area of privacy, “the capacity to
maintain and support this enclave of private life” came to be viewed as the "difference between a
democratic and totalitarian society.” Id. '

A further rationale for recognizing a privacy right is the protection of the minority from the
majority. As sociecy evolves, ““{m]ajorities grow more complacent; factions rigidify. Locked into
frozen configurations, legislators may either ignore sound opportunities for progress, or opt for
novelty without adequate chought of consequences . . . . It is to resist such dangers that rights
of personhood are elaboraced, serving both as reminders of values to be preserved and as hints of
values not yet realized.”” L. TRIBE, supra note 38, at 892 (emphasis added).

48 See L TRIBE, supra note 38, at 1000-05; Note, Roe and Paris: Does Privacy Have a
Principle?, 26 Stan. L. Rev. 1161, 1171-73 (1974).

In the absence of interference with a fundamental right, the Court subjects legistation to a
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This test first requires that the goal of the legislation be a compelling interest,
and second, that the means chosen are necessary to achieve this goal.*® As pri-
vacy protection extends only to activities deemed fundamental,®® these activities
can be infringed upon only if the legislation passes the hurdle of strice scrutiny.
In the area of privacy, only one state interest has been recognized as compelling:
the state’s interest in the health of a pregnant woman and in protecting poten-
tial life.®* Thus, in practical terms, once the court determines that a decision or
activity is fundamental and protected by a right of privacy, legislation burden-
ing the right will likely be invalidated.®®

D. The Status of Obscenity Under the Federal Right of Privacy

Obscenity, which in Roth had been denied first amendment protection, was
first analyzed under the right of privacy in Stanley v. Georgia.®® The United
States Supreme Court in Stanley distinguished between regulating commercial

“rational relation” test. See L. TRIBE, supra note 38, at 994-97; Reoe and Paris: Does Privacy Have
a Principle?, 26 STAN. L. Rev. 1161, 1166-71 (1974); Paris Adult Theatre I, 413 U.S. 49
(1973). This test grants great deference to legislative pronouncements and has two requirements.
First, the goal of the challenged legislation must be a legitimate goal. Second, the means em-
ployed must be rationally related to the goal. Perry, Modern Equal Protection: A Concepinalization
and Appraisal, 79 COLUM. L. REv. 1023, 1068 (1979), See, ¢.g., Williamson v. Lee Opitical, Inc.,
348 U.S. 483 (1955); United Srates R.R. Retirement Bd. v. Fritz, 449 U.S. 166 (1980); Lyng
v. Intemnational Union, United Auto., Aerospace & Agric. Implement Workers, 485 US.
Doc. No. 86-1471 (1988).

‘* Note, An Argument for the Application of Equal Protection Heightened Scrutiny to Classifica-
tion Based on Homosexuality, 57 S. CaL. L. Rev.,, 797, 808-11 (1984).

This two-tiered approach to judicial scrutiny has been criticized as too inflexible. See, e.g.,
Ravin v. Srate, 537 P.2d 494, 515 (Alaska 1975) (Boochever, J., concurring). As a practical
matter, given the Court's great deference to the legislature, the rational relation test “is merely a
rubber-stamp review.” Id. at 808. Thus, under this test, the Court will always be able to find a
rational relationship between the means and a legitimate goal. See, ¢.g., United Scates R.R. Re-
titement Bd. v. Fritz, 449 U.S. 166 (1980). In contrast, under the compelling interest test, the
state “has rarely prevailed.” Roe and Paris: Does Privacy Have a Principle?, 26 STAN. L. Rgv.
1161, 1167 (1974).

89 See supra note 39 and accompanying text,

®1 In Roe v. Wade, 410 U.S. 113, 154 (1973), the Court declared:

{A} State may properly assert important interests in safeguarding health, in maintaining
medical standards, and in protecting potential life. Ac¢ some point in pregnancy, these
respective incerests become sufficiently compelling to sustain regulation of the factors that
govern the abortion decision. The privacy right involved, therefore, cannot be said to be
absolute.

Hd. ac 154.

53 See, ¢.g., Loving v. Virginia, 388 US. 1 (1967) (invalidating antimiscegenation statute
thac burdened the fundamencal right to marry).

5 394 U.S. 557 (1969).
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distribution of obscene material and regulating private possession of such mate-
rial ® It held that within the privacy of the home, the “personal liberties guar-
anteed by the first and fourteenth amendments{,}’’ which include the right to
read and observe what one pleases, overcame any state interference based on the
mere categorization of material as obscene.®®

The Supreme Court’s decision in Stanley was based on two constitutionally
protected rights. First, the first amendment right “to receive information and
ideas, regardless of their social worth,’'®® and second, the right to be free from
“unwanted governmental invasions into one's privacy.”’®” Under the Supreme
Court’s reasoning, the first amendment right to receive information and ideas
took on an ‘‘added dimension''®® and became stronger when exercised in ‘‘the
privacy of a person’s own home."'®® Activity taking place within the home was
also in itself protected by the right of privacy.®® Because the first amendment
right was stronger when exercised in the home, privace use of obscenity within
the home could not be regulated. Once obscenity left che home, the “extra
layer” of constitutional protection disappeared and, pursuant to Rozh, obscenity
was unprotected speech under the first amendment and subject to regulation.

The United States Supreme Court in Szanley explicitly stated thac the Roth
holding remained unimpaired and that the states retained broad power to regu-
late obscenity.®? It did not address the issue of whether there was a correlative
right to purchase obscene material for use in the home. Cases following Sranley
answered this question negatively, limiting Sran/ey’s holding strictly to the pos-
session of obscene material in 7he home. The right to possess obscene material in
the privacy of the home did not give rise to a correlative right to have someone
sell or give it to others.®® Stanley did not apply even when the importer of
obscene material claimed that the material was for private, personal use and
possession only.®® No constitutionally protected zone of privacy followed ob-
scene material once it was moved ‘‘outside the home area protected by
Stanley.’'*

The United States Supreme Coutt’s reasoning in the post-Stanley cases ap-

% Id. ac 563-64.

58 Id. ar 565. The Court described the sight to privacy as a fundamental, constitutionally
protected “‘right to be free, except in very limited circumstances, from unwanted governmental
intrusions into one's privacy.” Id. at 564.

8 1d. ac 564.

% I

% .

% Id

% Id. at 565.

' 1d. at 568.

€3 United States v. Thirty-Seven Photographs, 402 U.S. 363 (1971).

%9 United States v. 12 200-Ft. Reels of Super 8mm. Film, 413 U.S. 123 (1973).

#  United States v. Orito, 413 U.S. 139, 141-42 (1973).



262 University of Hawaii Law Review | Vol 11:253

pears to resc on the view chat Stan/ey was decided mainly on privacy, rather
than first amendment, grounds.®® Obscenity is protected within the home not
because of its nature as speech, but because the activity of viewing obscenity
takes place in the home, a place protected by the right of privacy. Hence, con-
sistent with Roth, any purchase, transportation, or use of obscenity outside of
the home is constitutionally unprotected and subject to regulation. Perhaps as
an indication of its discomfort with this result, the Supreme Court has stated
that Congress is free to create “‘an exemption for private use”” of obscene mate-
rial, “permit the transportation of obscene material under conditions ensuring
privacy],} '®® or otherwise restructure obscenity laws.®?

Concurring and dissenting opinions in the post-Stanley cases argued for a
correlative right to acquire obscene material for use in the home. Under this
reasoning, the inability to obtain obscene material prevents the exercise of a
protected activicy (viewing obscene material in the privacy of one’s home) and
therefore is unconstitutional.®® Alternatively, some of the opinions ground their
arguments in first amendment rights.®®

% In United States v. Reidel, 402 U.S. 351 (1971), the Court noted that:

The focus of [Stanley} was on freedom of mind and thought and on the privacy of one’s

home. It does not require thac we fashion or recognize a constitutional right in people like

Reidel to distribute or sell obscene materials. The personal constitucional rights of those

like Stanley to possess and read obscenity in their homes and their freedom of mind and

thought do not depend on whether the materials are obscene or whether abscenity is
constitutionally protected. Their rights to have and view that material in private are inde-
pendently saved by the Constitution.

Id. at 356 (emphasis added).

**Stanley depended, not on any first amendment right to purchase ar possess obscene materials,
but on the right to ptivacy in the home.” United States v. 12 200-F¢. Reels of Super 8mm.
Film, 413 U.S. ac 126.

“The Constitution extends special safeguards to the privacy of the home, just as it protects
other special privacy rights.”” United States v. Orito, 413 U.S. at 142.

% Orito, 413 US. at 129.

87 Reidel, 402 U.S. at 1413,

88  Justice Stewart, concurring in Thirty Seven Photographs, stated thac if “‘the Government
may lawfully seize literary material intended for the purely private use of the importer . . . then I
do not understand the meaning of Stanley v. Georgia.”” 402 U.S. at 379.

In his dissenting opinion in 12 200-Ft. Reels of Super 8mm. Film, Justice Douglas argued for
the ancillary righe to carry obscene literature in one’s briefcase or to bring it home from abroad, in
order to realize the Stanley right. 413 U.S, at 137.

Justice Black, in his combined dissenting opinion to Thirty Seven Photographs and Reidel,
stated that Stanley should be interprered to include the right to receive obscene material volunta-
rily chrough the mail or to carry it privately in luggage when entering the councry, for without
that right, the right to view and read any material ac home was “hollow indeed.” 402 U.S. at
381.

% In United States v. Orito, 413 U.S. 139 (1973), Justice Douglas argued chat Stanley was
decided on first amendment grounds, therefare the right to read “obscene” books followed the
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E. Free Speech Guarantee in Hawaii Constitution Does Not Protect Obscenity

The Hawaii legislature adopted the Miller standard in Hawaii Revised Stac-
utes section 712-1210(6).7 The Hawaii Supreme Court upheld the statute
against challenges of overbroadness and vagueness in Srare v. Manzo.™! It also
held that, like the federal Constitution, Hawaii's free speech provision does not
protect obscenity.” In reaching this conclusion, the Hawaii Supreme Court was
influenced by the fact that Hawaii's free speech provision was “identical to thac
contained in the {first amendment of the} United States Constitution, which
language was deale with in Rosh.”’™ The court reasoned that because Rozh repre-
sented the “definitive interpretation’ of the borrowed language in 1959 when
the Hawaii Constitution was adopted,” the intent of the framers of the Hawaii
Constitution was that obscenicy was subject to the same regulation prescribed in

reader wherever he or she went. Thus, “he who carries an ‘obscene’ book in his pocket during a
journey for his intended personal enjoyment’’ and “*he who carries the book in his baggage or has
a trucking company move his household effects to a new residence”™ would both be protected. 1d.
at 146.

Likewise, Justice Stevens, joined by Justice Marshall, stated in his dissenting opinion in Pope
v. Ilinois, 481 U.S. 497 (1987), that the Court’s restrictive reading of Stanley (that it had “no
implications to the criminalization of the sale or distribution of obscenicy’”) offended the “over-
arching first amendment principles discussed in Stanley, almost as much as it insules the cicizenry
by declaring its right to read and possess material which it may not legally obtain.” I4. ac .

On a basic level, some of the opinions urge that Rozh be overruled because there is no princi-
pled reason to exclude obscenity from protection under the first amendment, whether used inside
or outside the home.

In Orite, Justice Brennan dissented, stacing thac, “"Whatever the extent of the Federal Govern-
ment’s power to bar che distribution of allegedly obscene material co juveniles or che offensive
exposure of such macerial to unconsenting adults, the statute before us is clearly overbroad and
unconsticutional on its face.” 413 U.S. ar 147-48.

In Thirty Seven Photographs, Justice Black, dissenting, urged that the Court should “‘adhere to
the literal command of the first amendment that ‘Congress shall make no law . . . abridging the
freedom of speech, or of the press.” 402 U.S. ac 380.

7 See supra note 7.

" 58 Haw. 440, 573 P.2d 945 (1977). In Manze, the court upheld Defendant’s conviction
under HAW. REV. STAT. § 1214(1)(a) (1983) for promotion of pornography, as defined in HAW.
REv. STAT. § 712-1210(6) (1985).

7 At che time Manzo was decided, the free speech provision was found in article I, section 3,
which read: “No law shall be enacted . . . abridging the freedom of speech . . . . Haw.
CoNsT. are. 1, § 3.

The Hawaii Constitution has since been amended. The free speech provision is now located in
article I, section 4, which reads: *’"No law shall be enacted respecting an establishmenc of religion,
or prohibiting the free exercise thereof, or abridging the freedom of speech or of the press or the
right of the people peaceably to assemble and o petition the government for a redress of griev-
ances.”” HAw. CONST. art. [, § 4.

7 58 Haw. at 452, 573 P.2d. at 953.

M Id. at 453, 573 P.2d. at 953-54.
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Roth."™ However, the court also stated that it was not necessary for its decision
to decide whether the borrowed language “must be read as interpreted in
Roth(,]" and that *'{jlust where the line between protected speech and obscenity
should be drawn for the purposes of the Hawaii Constitution and whether it is
located elsewhere than under the first amendment, may be lefc for determina-
tion when the occasion arises.””?® Thus, the court left open the possibility of a
different interpretation of article I, section 4 with regard to obscenity.

F. The Right of Privacy in Hawaii

The right to privacy in Hawaii is explicitly staced in article I, sections 6 and
7 of che Hawaii Consticution.”™

Prior to 1968, present article I, section 7, provided security against unreason-
able searches and seizures in the same terms as the fourth amendment of the
United States Constitution. In 1968, the Constitutional Convention of Hawaii
amended section 7 to include a specific reference to security against invasion of
privacy. The purpose was to “‘protect the individual’s wishes for privacy as a
legitimate social interest” and was “intended to include . . . undue govern-
ment inquiry into and regulation of those areas of a person’s life which is de-
fined as necessary to insure ‘man’s individuality and human dignicy.’ "’7®

Following the amendment of article I, section 7, the Hawaii Supreme Court
attempted to define the limits of the newly recognized right of privacy. In Szate
v. Roy,™ it suggested that section 7 had been amended solely to protect against
extensive governmental use of electronic techniques.®® In State v. Baker,®* while

™ Id. at 453, 573 P.2d at 954.

™ Id. at 454, 573 P.2d ar 954.

™ Article I, section 6 reads: “The right of the people to privacy is recognized and shall not be
infringed upon without the showing of a compelling state interesc. The legislacure shall rake
affirmative steps to implement this right.”” HAw. CONST. art. I, § 6.

Article 1, section 7 reads:

The righr of the people to be secure in their persons, houses, papers and effects against

unreasonable searches, seizures and invasions of privacy shall not be violated; and no war-

rants shall issue buc upon probable cause, supported by cath or affirmacion, and particu-

larly describing the place to be searched and the persons or things to be seized or the

communications sought co be intercepted.
Haw. CONST. are. 1, § 7.

™ StanD. CoMMITTEE REP. NO. 55, 1 PROCEEDINGS OF THE CONST. CONVENTION OF HAW. of
1968, ac 233-34 (1973).

™ 54 Haw. 513, 510 P.2d 1066 (1973) (involving a search and seizure issue in a chatge of
unlawful cransfer of marijuana).

# Id. at 517, 510 P.2d at 1069. Justice Levinson, concurring, asserted that section 7 was not
limited to protection against governmental electronic surveillance, but included protection against
“undue governmental inquiry into and regulation of those areas of a person’s life which is defined
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the court acknowledged the right of privacy contained in the article I, section 7,
it did “not find in that provision any intent to elevate the right of privacy to
the equivalent of a first amendment right.”"®* Based on that conclusion, and
citing to State v. Rocker,®® the Hawaii Supreme Court held that the right of
privacy contained in section 7 was protected only against unreasonable govern-
mental invasion.®® Similarly, Justice Abe’s dissent in Stafe v. Lee®® argued that
article I, section 2 (present section 7) of the Hawaii Constitution specifically
recognized the fundamental right to be let alone, but allowed that the right was
subject to reasonable restriction under the police power.®® "

Partly in response to Szate v. Roy, the 1978 Constitutional Convention dlari-
fied the nature of Hawaii's privacy right by limiting section 7 ¢o criminal cases
and creating section 6 to apply to “privacy in the informational and personal
autonomy sense.’*®” In addition, the Convention clearly provided in the text of

as necessary to insure ‘man’s individuality and human dignity." ** Id. at 518, 510 P.2d at 1069.
In fact, the court had -earlier, in Medeiros v. Kiyoshi, 52 Haw. 436, 478 P.2d 314 (1970)
recognized that the specific right of privacy contained in section 7 included parents’ educational
decisions regarding their children.

® 56 Haw. 271, 535 P.2d 1394 (1975) (held that the trial court erred in reversing the
presumprion of consrtitutionality of a statute that proscribed marijuana as a harmful subswance,
even though there is conflicting sciencific evidence as to the harmfulness of matijuana and that a
statute proscribing the commercial distribution of harmful substances may, as an enforcement
measure, proscribe the possession of the subscance for personal use).

8% Id. ac 280, 535 P.2d at 1399.

8 52 Haw. 336, 475 P.2d 684 (1970). In this case, the Hawaii Supreme Court did nort
apply section 7 in reaching ics decision. Instead, citing to Griswold and Stanley, it recognized
“each individual's constitutional right of privacy and right to be let alone,” I4. at 344, 475 P.2d
at 690, but scated that the right was not exclusive and did ““not entitle an individual to do as he
pleases in violation of the rights of others.” Id. The right to privacy did not automatically follow
one about, but was dependent on whether one could reasonably expect to be free from govern-
ment intrusion. Thus, defendants, who were charged and convicted of creating a common nui-
sance by sunbathing nude at a public beach, were not protected by a right to privacy, although
the beach was away from view of a public road and adjoining beaches.

4 56 Haw. at 280, 535 P.2d at 1399. Ses also State v. Renfro, 56 Haw. 501, 542 P.2d 366
(1975). In State v. Kahalewai, 56 Haw. 481, 541 P.2d 1020 (1975), involving a statute prohib-
iting che inhalation of certain compounds for che purpose of intoxication, the court rejected De-
fendant’s argument that consumprion of harmless substances was protected by a right of privacy
arising from the state and federal constitutions.

% 51 Haw. 516, 465 P.2d 573 (1970). Stacuce requiring motorcyclists to wear safety helmets
sustained. Justice Abe believed that the statute in question unreasonably infringed on the right to
decide whac is in one's own best interest. Justice Abe, joined by Justice Kobayashi, made the
same argument in dissent in State v. Coreon, 55 Haw. 138, 576 P.2d 709 (1973), involving a
similar fact pactern.

% 51 Haw. at 526, 465 P.2d at 579.

®7  STAND. COMM. Rep. NO. 69, 1 PROCEEDINGS OF THE CONST. CONVENTION OF HAW. of
1978, at 674 (1980). Included within this right of privacy are control over dissemination of
private macters, control over the issuance of personal information, and control over highly personal
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the constitution that the right of privacy contained in section 6 is fundamental
and “shall not be infringed without the showing of a compelling state
interest.”"8®

The scope of the Hawaii right specifically includes the “right ¢o control cer-
tain highly personal and intimate affairs of {one's} own life . . . . to dictate
{one’s] lifestyle, to be oneselfl.}'®® According to the Committee of the Whole
Report, it is "'similar to the privacy right discussed in cases such as Griswold v.
Comnecticut . . . , Eisenstadt v. Baird . . ., Roe v. Wade . . ., etc.”® and is
“a right that, though unstated in the Federal Constitution, emanates from the
penumbra of several guarantees of the Bill of Rights.”®* The delegates left it to
the courts’ discretion to decide whether, in a particular case, an activity is pro-
tected by the right of privacy.®® _

The Hawaii Supreme Court had an opportunity to determine whether an
activity is protected under the personal autonomy section of article I, section
6,%% in State v. Mueller® In Mueller, the defendant sought to have the decision
to engage in sex for hire in the privacy of the home declared a fundamental
right entitled to protection from governmental interference under the privacy
right guaranteed by the state and federal consticutions.®® The Supreme Court
conceded that while there was room to argue that “the right [of freedom from
intrusion] encompasses any decision to engage in sex at home with another
willing adult,}"®® the defendant had failed to show that the decision to engage

affairs of one’s life.

%8  Haw. CONST. art. 1, § 6. See supra note 77.

& STAND. CoMM. REP. NO. 69, 1 PROCEEDINGS OF THE CONST. CONVENTION OF Haw. of
1978, at 674 (1980). This suggests that the state criteria for a fundamental righe is “highly
personal and intimate’ activities and decisions, as compared to the federal formulation of “rooted
in the nation’s tradition and history” or “implicit in the concept of ordered liberty.”” Bowers, 478
U.S. ac 191-92.

*  CoMM. OF THE WHOLE REP. NO. 15, 1 PROCEEDINGS OF THE CONST. CONVENTION OF
HaAw. of 1978, ac 1024 (1980).

i

92  gTAND. CoMM. REP. NO. 69, 1 PROCEEDINGS OF THE CONST. CONVENTION OF HaAw. of
1978, ac 675 (1980).

9% The court has decided two cases based on the informational privacy portion of section 6:
Nakano v. Matayoshi, 68 Haw. 142, 706 P.2d 814 (1985), and Painting Indus. v. Alm,
Haw. ___, 746 P.2d 79 (1987).

66 Haw. 616, 671 P.2d 1351 (1983).

" Id. at 618-19, 671 P.2d at 1354,

% Id. at 626, 671 P.2d ac 1358 (citing to Eisenstade v. Baird, 405 U.S. 438 (1972) (right of
privacy extends to sexual activity among unmarried adult couples), and Stanley v. Georgia, 394
U.S. 557 (1979) (right of privacy extends to autoeroticism in the home). The court also noted
that the drafters of the Hawaii Penal Code found the usual reasons used to justify suppressing
prostitution unconvincing. 4. at 626, 671 P.2d ar 1358.
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in prostitution had been recognized as a fundamental righe.®” Therefore, tegula-
tion was allowable on a showing of a rational basis for state interference.®®

The court in Mueller specifically held that under Hawaii's Constitution, as
under the federal Constitution, prostitution was not a fundamental right. Ac-
cording to the court, Hawaii did not have a broader right of privacy than the
federal Constitution. Rather, “‘[wlhile the report that brought the proposal to
the floor of the convention in 1978 may be read as envisioning a broader right
to privacy, what was approved by the framers ‘is similar to the privacy right
discussed in cases such as Griswold v. Comnecticut . . . , Eisenstadt v. Baird
.. .,Roev. Wade . . ., etc.’ '"® In the court's view, terms such as “‘the right
to be let alone,” “intimate decision,’’ or “‘personal autonomy,” or ‘‘personhood"’
were not intended by the framers to have a talismanic effect. An activity or
decision had to be deemed fundamental before being afforded protection under
the righe of privacy.!%® Because prostitution was not a fundamental right, it was
not protected by either the federal or the state right of privacy.*®?

IV. ANALYSIS

This section will begin with a narrative of the Hawaii Supreme Court's deci-
sion in Kam. It will then explore the validity of the Kam court’s decision that
the Hawaii privacy right is broader than the federal right and compare Kam
with Mueller and similar cases from other states.

A. Narrative

In Kam, the Hawaii Supreme Court addressed three issues. First, whether
Hawaii Revised Statutes section 712-1214(1)(a), which prohibited the promo-

*" In determining that prosticution was not a fundamental right, the Court was influenced by
federal case law, stating that after reviewing relevant United States Supreme Court case law

we perceive no inclination on the part of the [Supreme] Coure to exalt sexual freedom per

se or to promote an anomic society. And until we learn from the Court's pronouncements

that we have been misinformed, we shall continue to assume there is a “'social incerest in

order and morality.
Id. at 628, 671 P.2d at 1359.

% Id. The Court found the rational basis in the need for public order.

® Jd. ac 630, 671 P.2d ar 1360 (quoting from COMM. OF THE WHOLE REP. No. 15, 1
PROCEEDINGS OF THE CONST. CONVENTION OF HAw. of 1978, at 1024 (1980)).

100 1d.

' In a footnote, the court limited its holding to the issue of whether the decision to engage
in prosticution was protected and did not establish the outer boundaries of protection under
section 6 in any other sense. Id.
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tion of pornography, was unconsticutionally overbroad or vague;'®? second,
whether defendants, as sellers of pornography, had standing to assert the privacy
rights of cheir customers to purchase pornographic material; third, whether Ha-
waii Revised Statuces section 712-1214(1)(a) infringed on the right to privacy
found in article I, section 6 of the Hawaii Constitution.

Hawaii Revised Statutes section 712-1214 cracks the language of Miller v.
California,*®® and therefore is a valid starute under the United States Consticu-
tion. In State v. Manzo,'® the Hawaii Supreme Court held that the definition
embraced by the statute was neither overbroad nor vague and was valid under
the Hawaii Constitution. In Kem, the court again held the statute constitutional
under free speech analysis.’®® It then proceeded to analyze the statute under the
right of privacy.}?®

The Hawaii Supreme Coure first ruled that defendants, as sellers of potno-
graphic items, had standing to assert the privacy rights of persons who wished
to buy the items for use in the privacy of their homes. The court based its
decision on two facts. First, enforcement of the statute “‘severely reduces the
ability of persons to read or view pornographic material in the privacy of the
home{,}"**" thus having a detrimental effect on a protected right. Second,
“buyers of pornography . . . are usually never charged with violating [the stat-
ute} so cannot generally raise the privacy issuel,} "% therefore allowing the de-
fendants to assert the buyers' rights was necessary to protect the buyers' rights,

Tuming to the merits of the privacy issue, the Hawaii Supreme Courc began
by analyzing United States Supreme Court case law which sets forth three basic
propositions. First, obscenity is not protected speech, therefore states are free to
regulate against it. Second, the possession of obscenity in the home is a funda-
mental right protected by the right to privacy. Third, the fundamencal right to
possess obscenity in the home does not give rise to a correlative right to have
someone sell it to others.'®® The Hawaii Supreme Court then recognized the

102 See supra note 7.

See supra notes 23-24 and accompanying text.
See supra notes 70-76 and accompanying text.

108 Kam, Haw. ac —__, 748 P.2d at 375.

108 14

197 1d. at , 748 P.2d at 376. The court analogized to Eisenstadt v. Baird, 405 U.S. 438
(1972), which held that a distributor of contraceptives had standing to assert the rights of his
diseributees because enforcement of the statute materially impaired a single person’s abilicy to
obtain contraceptives.

tos Haw. at , 748 P.2d ac 376. The court analogized to Eisenstadt v. Baird, 405
U.S. 438 (1972), which held that a distributor of contraceptives could assert the rights of his
distributees because single persons seeking contraceptives were not normally prosecuted so had no
forum to challenge the law.

haed Haw. at

104

, 748 P.2d at 376.
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“paradoxical conflice”?*® in current federal case law that an individual has a
right to possess what he cannot obtain and supported its ultimate holding by
stating that the federal rulings and reasoning had “‘engendered substantial con-
troversy and numerous dissents’'**! and that it was not bound by Uniced States
Supreme Court precedents because article I, section 6 of the Hawaii Constitu-
tion ““affords much greater privacy rights than the federal right to privacy(.}"***

The Hawaii Supreme Court then discussed the history and scope of article I,
section 6. It concluded that the government must have a compelling state inter-
est before being allowed to intrude on “certain highly personal and intimate
affairs of {a person’s} life,"**® and that the “personal decision . . . to read or
view pornographic material in the privacy of one’s own home” is a protected
right under article I, section 6 of the Hawaii Constitution.''* The court explic-
itly accepted Sranley’s reasoning so far as it established that possession of por-
nography in the home is protected by a right to privacy. It did not adopt
Stanley’s holding that the right was strictly limited to the home.

Finally, the court applied asticle I, section 6, to the facts of the case and held
that there is, correlative to the right to read or view pornographic material in
the home, the right to “‘purchase such materials for . . . personal use{.}"*!® In
support of its holding, the Hawaii Supreme Court cited Carey v. Population
Services International,}*® where the United States Supreme Court “invalidated a
state law which restricted the sale of contraceptives to licensed pharmacists and
impermissibly infringed on an individual’s privacy right to decide about family
planning by making contraceptives less accessible to the public.””**? Because
enforcement of the Hawaii statute had a similar decrimental effect on privacy
rights, the state had to show a compelling governmental interest in order to
prohibit the sale of pornographic material.!*® The state, having failed to show

110 Id'

I at , 748 P.2d at 377 (citing dissenting opinions in Hamling v. United States,
418 U.S. 87, 141 (1974) (Brennan, Stewart & Marshall, JJ., dissenting), reb'g denied, 419 U.S.
885 (1974); United States v. Thirty Seven Photographs, 402 U.S. 363, 379 (1974) (Black, J.,
dissenting), reb'g denied, 403 U.S. 924 (1971); Smith v. United States, 431 U.S. 291 (1977)
(Stevens, J., dissenting); and Pope v. Illinois, 481 U.S. 497 (1987) (Stevens, Marshall & Bren-
nan, JJ., dissenting).

12 14, Interestingly, although the court goes on to discuss the legislative history of article [,
section 6, it does oot specify why it believes thac the framers intended the Hawaii Constitution to
afford “much greater privacy rights”” than the federal right. See infra, notes 120-25 and accom-
panying text for furcher discussion of this point.

ns id oac , 748 P.2d at 378.

¢ 1 ac , 748 P.2d at 378-79.

s g4 g , 748 P.2d ac 380.

1% 431 US. 678 (1977).

n , 748 P.2d ac 379.

118 Id'

Haw. at
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such an interest, infringed on the individual’s right to privacy, which includes
the right to view pornographic material in the home and the correlative right to
purchase pornographic material for personal use!®

B. Did The Framers Intend The Hawaii Privacy Right To Be Broader Than
The Federal Right?

The Kam court determined that the Hawaii Constitution affords greater pri-
vacy righes than the federal Constitution. However, the court did not support
its conclusion, and although section 6 specifically arciculates a right to privacy,
something the federal Constitution lacks, it is not clear whether section 6 was
intended to afford a greater right to privacy than the federal Constitution.

As the “ultimate judicial tribunal” with ‘‘final, unreviewable authority to
interpret and enforce the Hawaii Constitution,'*?® the Hawaii Supreme Court
has the power to ** ‘extend the protections of the Hawaii Bill of Rights beyond
those of textually parallel provisions of the federal Bill of Rights when logic and
a sound regard for the purposes of those protections’ so warrant.”’2* At the
same time, in interpreting the Hawaii Constitution, the Hawaii Supreme Court
is bound to give effect to the intention of the people adopting ic.*2

In sctudying the legislative history of section 6, there is no reference to an
intent to create a right broader than the federal right. There seems to be no
difference in the general definition or scope of the right. Both requite a funda-
mental right and a compelling state interest. The Committee of the Whole
report explicitly states that the purpose of inserting section 6 was to alleviate
confusion over the source and existence of the right, the absence of which had
caused controversy in interpreting the federal Consticution.’®® In addition, the
majority of the examples given by the Standing Commictee and the Committee
of the Whole are taken from federal case law, from which one could infer that
the Hawaii and federal privacy rights share common characteristics regarding
scope and application. This, in fact, was the court’s conclusion in Mueller.

e g ac , 748 P.2d at 380. The Hawaii Supreme Court distinguished Paris Aduit
Theatre 1 and Mueller on the ground that both had been decided on rational basis, rather than
compelling interest, analyses. Id. ac ____, 748 P.2d ac 379-380. The court applied the same
reasoning to distinguish Orizo and 12 200-Fr. Reels of Super 8mm. Film.

120 Srace v. Kim, Haw , 711 P.2d 1291, 1293 (1985) (quoting State v. Wyacr,
67 Haw. 293, 304 n.9, 687 P.2d 544, 552 n.9 (1984)).

121 Hujhui v. Shimoda, 64 Haw. 527, 531, 644 P.2d 968, 971 (1982) (quoting State v.
Miyasaki, 62 Haw. 269, 281, 614 P.2d 915, 922 (1980)); State v. Manzo, 58 Haw. 440, 452,
573 P.2d 945, 953 (1977); State v. Kaluna; 55 Haw. 361, 369, 520 P.2d 51, 58 (1974).

122 Id.

133 CoMM. OF THE WHOLE REP. NO. 15, 1 PROCEEDINGS OF THE CONST. CONVENTION OF
Haw. of 1978, ac 1024 (1980).




1989 |/ STATUS OF OBSCENITY 271

The Hawaii Supreme Court’s conclusion that Hawaii has a broader privacy
right than that afforded ac the federal level is supported by one of its earlier
decisions. In State v. Kaluna** the Hawaii Supreme Court interpreted Ha-
waii's search and seizure clause as affording greater privacy protection than the
federal Constitution, although based on virtually the same language.'*®

C. Is Kam Consistent with Mueller?

The court in Mueller stated that the Hawaii right of privacy was not broader
than the federal right. In Kam, it stated the opposite. While it first appears that
Kam contradicts Mueller, on closer examination the two cases are reconcilable.

Mueller held that prostitution was not a fundamental right under either the
federal or state constitution. For the purpose of determining what is or is not a
fundamental right, the Hawaii Supreme Courr relied on United States Supreme
Court precedents and held that the Hawaii privacy right is no broader than the
federal privacy right.

In Kam, the Hawaii Supreme Court again relied on United States Supreme
Court precedent for holding that the right to view or use obscenity within the
home was a fundamental right. It departed from federal case law on the issue of
whether the right of privacy encompassed a correlative right to acquire obscene
material for use in the home, which in itself was not a fundamental right. Thus,
under Kam, the state right of privacy was interpreted more broadly than the
federal right to protect a non-fundamental activity (the acquisition of obscene
material) which affected one’s ability to practice a fundamental activity (use of
obscenity within che home).

Reading Mueller and Kam together, one could predict that in the future the
Hawaii Supreme Court will use federal case law in determining what is a fun-
damental right but may go beyond federal case law in extending the right of
privacy to protect non-fundamental activities which are necessary to the exercise
of fundamental rights.

D. Other State Court Decisions

The Hawaii Supreme Court’s decision in Kam differs in two ways from deci-

134 55 Haw. 361, 520 P.2d 51 (1974).

135 Although Hawaii's search and seizure provision contained a guarantee of the right to be
free of unreasonable invasions of privacy, the Hawaii Supreme Court stated that it did not need
to determine the exact meaning or scope of that provision because “as @ search and seizure, the
conduct of the police in this case was unreasonable,” even though that conduct would have been
accepted under interpretations of the fourth amendment of the United States Constitution. Id. at
369 n.6, 520 P.2d ac 58 n.6.
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sions made by other state appellate courts which have considered the same is-
sue. First, states that have considered the issue of whether the purchase and /ot
sale of obscene material is protected under state constitutional provisions have
followed the holdings of the post-Stanley rulings.*?® Second, these decisions
have been based on the free speech clauses of the federal and state constitutions.
Those states with privacy provisions have chosen not to address the issue in
terms of the righe to privacy.!®?

The Hawaii Supreme Court may have decided Kam based on privacy analysis
because the state’s explicit privacy clause has no federal counterpart, unlike Ha-
waii’s free speech clause, which is very similar to the first amendment of the
United States Constitution. This allowed the Hawaii Supreme Courr to reach its
desired result wichout contradicting federal case law. Arguably, because article 1,
section 6 has no “‘counterpart” in the federal Constitution, federal holdings on
the same subject marter are less persuasive than they otherwise might be. The
Hawaii Supreme Court may also have been unwilling to contradict its own
ruling in Manzo, which adopted federal first amendment analysis in holding
obscenity unprotected speech under the Hawaii Constitution's free speech
provision.*#8

V. IMpracCT

This section discusses the immediate impact of Kem and possible future im-
plications with regard to certain types of obscenity, such as child pornography,
bestiality, snuff ilms, and obtrusive public displays of pornography and sale of

128 See State v. Barretr, 278 S.C. 92, 292 S.E.2d 590 (1982) (obscene material not protected
by first amendment or corresponding provision of South Carolina Constitution); Playhouse Corp.
v. Washingeon State Liquor Control Bd., 35 Wash. App. 539, 667 P.2d 1136 (1983) (obscene
and lewd conduct noc protected by first amendment or by inferentially interchangeable provisions
of state constitution); Commonwealth v. Croll, 331 Pa. Super. 107, 480 A.2d 266 (1984)
(state’s free speech clause provides no greater protection from prosecution for distribution of ob-
scene material), People v. Seven Thirty-Five East Colfax, Inc., 697 P.2d 348 (Colo. 1985) (state’s
free speech section broader than federal protection, therefore statute banning sale of obscene mate-
rial must satisfy boch federal and state constitutional requirements; sale of obscenity still unpro-
tected under state constitution); City of Portland v. Jacobsky, 496 A.2d 646 (Me. 1985) (any
difference berween Maine and United States Constitucion doesn't justify reaching different result
regarding obscenity as unprotected speech).

137 See State v. Barretr, 278 S.C. 92, 292 S.E.2d 590 (1982), where the Souch Carolina
Constitution’s search and seizure clause contained a privacy provision similar co § 7 of che Hawaii
Constitution; and Playhouse Corp. v. Washington Scate Liquor Control Bd., 35 Wash. App. 539,
667 P.2d 1136 (1983), in which the Washington Constitucion contained a clause scating that
“no person shall be disturbed in his private affairs, or his home invaded, without authority of
law" chat has been interpreted to apply to search and seizure issues.

18 Sec supra notes 120-25 and accompanying text.
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pornography to minors.

The Kam decision immediately invalidates Hawaii Revised Statutes section
712-1214(a), which prohibits the dissemination of pornographic material for
monetary consideration. However, the remaining provisions of section 712-
1214 remain intact. Hence, the state can still prohibit the production, presenta-
tion, or direction of pornographic performances for monetary consideration and
the participacion for monetary consideration in pornographic performances.

Moreover, Kam specifically declined to determine “whether a compelling gov-
ernment interest justifies the ban on certain types of obscenity such as child
pornography, ‘snuff films’ (the depiction of actual killings), or bestiality.’”*#?
Nor was it “presented with situations involving obtrusive public displays of
pornography, the showing of obscenity to a captive audience, or the sale of
pornography to minors.”’**® Despite the court’s silence on these issues, it is
possible to speculate on whether a compelling interest in banning any of these
activities could be found.'®

The United States Supreme Court has rarely found a compelling interest suf-
ficient to support legislation burdening a fundamental right.*®® In Korematsu v.
United States,'®® a widely criticized case, the United States Supreme Court sus-
tained federal legislation that called for the internment of Japanese Americans
during World War II by finding a compelling incerest in the prevention of
sabotage and invasion.'® In the area of privacy, the United States Supreme
Court in Roe'®® held that the state’s interest in the protection of maternal health
and potential life was a compelling state interest.’®® In New York v. Ferber,'®®
which involved child pornography, the United States Supreme Court held that
the state’s interest in ' ‘safeguarding the physical and psychological well-being

1% _ Haw. at

13014,

2.3

n.2, 748 P.2d at 380 n.2.

The requirement of a compelling state interest in Hawaii is found within the texe of its
constitution, Haw. Const. art. 1, § 6. Because the level of judicial scrutiny is dictated by the
constitution, the Hawaii courts are prevented from adopting a more flexible standard such as the
“sliding-scale test”” used in Alaska. Under the sliding-scale cest, the importance of the govern-
ment interest is weighed against the importance of the righe involved. As the right becomes more
important, the state’s burden in justifying the legislation increases. See Ravin v. State, 537 P.2d
494, 515 (Alaska 1975) (Boochever, J., concurring); State v. Erickson, 574 P.2d 1, 12 (Alaska
1978); Harrison v. State, 687 P.2d 332, 339-40 (Alaska 1984). There is also some federal
support for the sliding-scale test. See San Antonio School Dist. v. Rodriguez, 411 US. 1, 70
(1973) (Marshall, J., dissenting); Plyer v. Doe, 457 U.S. 202 (1982).

183 See supra note 51 and accompanying text.
13323 US. 214 (1944).
3 4. at 219, 223,
138410 US. 113 (1973).
136 14, ar 162. V
137458 US. 747 (1982).
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of a minot’ is ‘compelling’.””*% Finally, Justice Brennan has indicated his will-
ingness to consider the protection of children and unwilling adules a compelling
interest sufficient to support some regulation or prohibition of obscene materi-
als.'®® Justice Brennan compared the involuntary exposure to erotic material to
a physical assaule.’4°

It is difficult to find a common thread running through this list of compel-
ling interests. It appears, however, that a compelling interest may be discovered
when physical harm, or something closely akin to physical harm, is threatened.
Thus, in Korematsu, there was a compelling interest in protecting the nation
against invasion; in Roe, there was a compelling interest in the prevention of
harm to the pregnant woman or to the developing life. In Paris, Justice Bren-
nan advocated protection of unwilling adults from exposure to obscenity be-
cause exposure would be comparable to a physical assault. According to Ferber,
where children are involved, a compelling interest may be based on protection
of either physical or psychological well-being.

Under Mueller and Kam, the Hawaii Supreme Court is likely to adhere to
federal analysis regarding the scope of the right of privacy (i.e. what are funda-
mental rights, what are compelling state interests). The issue raised in Kam
(i.e., whether non-fundamental rights, which allow one to exercise fundamental
rights, are also protected) would not arise in these instances.

In the area of child pornography, the Hawaii Supreme Court is likely to find
a compelling state interest thac would allow regulation of both the dissemina-
tion and private possession of child pornography. Hawaii Revised Statutes sec-
tion 707-751 already prohibits dissemination of material depicting children en-
gaged in sexual conduct regardless of whether the material is obscene.! In
holding the statute constitutional under first amendment analysis, the Hawaii

138 4. ac 756-57 (citing Globe Newspaper Co. v. Superior Court, 457 U.S. 596, 607
(1982)). The Court in Ferber further held that child pornography, even if not obscene, is unpro-
tected speech under the firsc amendment. Id. It limited unprotected child pomography to mate-
rial which involved “live performance or photographic or other visual reproduction of live per-
formances.” Id. at 765. “Distribution of descriptions or other depictions of sexual conduct, not
otherwise obscene . . . retain{ed} first amendment protection.” Id. at 764-65.

In Cinema I Video, Inc. v. Thornburg, 83 N.C. App. 544, 351 S.E.2d 305 (1986), the Court
of Appeals of North Carolina incerpreted this language to mean that 2 drawing or represencation
of sexual conduct involving children was unprotected child pornography. Id. at , 351 S.EE2d
at 319.

13 Paris Adult Theatre I v. Slaton, 413 U.S. 49, 107 (1973).

40 14, ar 106-07.

141

Hawaii Revised Stacutes section 707-751 reads: A person commits the offense of pro-
moting child abuse in the second degree if, knowing or having reason o know its character and
content, the person disseminates any pornographic material which employs, uses, or otherwise
contains a minor engaging in or assisting others to engage in sexual conduct.” HAW. REV. STAT. §
707-751 (1986).
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Supreme Court adopted the compelling state intetest in protecting the physical
and psychological well being of children found in Ferber. In so doing, it stated
that there was “‘no difference between the state and federal constitutions in chis
respect,”" 142

Although the issue in Ferber was limited to the distribution of child pornog-
raphy, the state is likely to follow the reasoning of the Ohio Supreme Court in
State v. Meadows,™*® which held that private possession of child pornography
can also be regulated.'** This same compelling state interest could also be used
to justify regulating the sale of obscenity to minors.

Using Justice Brennan’s notion of the protection of unwilling adults from a
kind of psychological assault as a compelling state interest, the state could also
regulate obtrusive public displays of pornography, and the showing of obscenity
to a captive audience.

A compelling state interest to regulate snuff films could easily be found in the
protection of the lives of the murdered individuals. A compelling interest might
also be found in discouraging physical violence.

The Hawaii Supreme Court’s treatment of the regulation of bestiality is more
difficule co predict. If it approaches the issue from the viewpoint that the funda-
mental right being protected is the right to use/view obscenity in the home,
Stanley and Kam have already held that no compelling state interest has so far
been presented to overcome that right. If the Hawaii Supreme Court believes
strongly that bestiality should be regulated, it may take the position that the
activity involved is the specific activity of viewing bestiality. It could then com-
pare bestiality with those rights that the United States Supreme Court has
found to be fundamental and conclude that viewing bestiality is not sufficiendy
similar to these rights to be considered fundamental. Regulation could then be
based on a rational state interest, such as protection of animals or protecting the
morals of society. This approach would be similar to the approach taken by the
United States Supreme Court in Bowers v. Hardwick, which defined the right
involved as the right to engage in homosexual sodomy, not the broader righe to
engage in consensual sexual activity.

M2 Grate v. Shingaki, 65 Haw. 116, 118, 648 P.2d 190, 191 (1982).
142 28 Ohio St. 3d 43, 503 N.E.2d 697 (1986).
144 There, the court stated that with respect <o child pornography, che interests of the state
in protecting the privacy, health, emotional welfare and well-rounded growth of its young
citizens, together with its undeniable interest of safeguarding the future of society as a
whole, comprise exactly the type of ‘compelling reasons’ justifying a ‘very limiced’ firse
amendment intrusion envisioned by the Stanley court.
Id. at 50, 503 N.E.2d at 703. Hence, a criminal statute prohibiting “knowing possession ot
control”” of material showing minors “participating in or engaging in sexual activity” was consti-
wutional. Id. at 43, 503 N.E.2d at 697-98.
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VI.  CONCLUSION

State v. Kam is the Hawaii Supreme Court’s resolution of a conflict between
United States Supreme Court precedents that have held that although the right
to view obscenity in the home is a protected right, there is no correlative right
to acquire such material. In support of its deparcure from federal precedent, the
Hawaii Supreme Court stated that Hawaii's Constitution provides a much
broader privacy right than the federal right of privacy. In application, however,
Kam's expansive statement of a broader state right appears to be limited to the
protection of a non-fundamental right which was necessary for the exercise of
recognized fundamental right. It did not expand the scope of what is included
within the category of fundamental rights. Kem's impact on the area of regula-
tion of obscenity also seems to be limited to this particular issue and is not
likely to herald a further liberalization of obscenity laws in Hawaii.

Nevertheless, the Hawaii Supreme Court has cleared the way for future de-
fendants to argue that Hawaii's privacy provision in fact expands the scope of
what can be considered a fundamental right protected by the right of privacy. If
so, the court may be hard pressed to find compelling state intereses which
would allow regulation of those rights.

Nancy Neuffer
Gaye Y. Tatsuno



TORT LA —Bertelmann v. Taas Associates:
Limits on Dram Shop Liability; Barring
Recovery of Bar Patrons, Their Estates and
Survivors

1. INTRODUCTION

In Bertelmann v. Taas Associates’ the Hawaii Supteme Court held that, ab-
sent either harm to an innocent third party or affirmative acts by an alcohol
provider, merely serving liquor to an already intoxicated customer and allowing
that customer to leave the premises does not constitute actionable negligence.
The Hawaii Supreme Court chus declined to extend the availabilicy of a com-
mon law dram shop action previously stated in Ono v. Applegate?

Under Ono, an innocent third party injured by an intoxicated liquor con-
sumer may sue the establishment that furnished the consumer with alcohol.®
Such an action is based upon the alcohol provider’s violation of a statutory duty
to refrain from serving already intoxicated patrons.* Bertelmann, however,

' 69 Haw. ___, 735 P.2d 930 (1987).

3 62 Haw. 131, 612 P.2d 533 (1980).

3 Id. at 131, 612 P.2d ac 534.

4 Hawaii’s liquor control stacute reads, in relevant part:
(a) At no time under any circumstance shall any liquor:

(2) Be sold or furnished by any licensee to:
(B) Any person at the time under the influence of liquor,

(b) At no time under any circumstance shall any licensee:

(1) Knowingly permit any person under the influence of liquor to be or remain in
or on the licensed premises. . . .
Haw. REV. STAT. § 281-78 (1975).

The Hawaii Supreme Court found, in Ono, thac chese portions of che liquor control law (which
were also ac issue in Bertelmann) did establish a duty of due care on the part of the liquor
provider. 62 Haw. ar 138, 612 P.2d at 539.

Under Hawaii law, violation of a statute may be submitced to the finder of face as evidence of
negligence. Id. See alse Michae! v. Valdastri, Ltd., 59 Haw. 53, 55, 575 P.2d 1299, 1301
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presented the Hawaii Supreme Court with a suit against an alcohol provider by
the estate and survivors of a decedent whose intoxication caused his own death.

The Bertelmann court determined that bar patrons are not among the in-
tended beneficiaries of Hawaii's liquor control statute.® Therefore, the court
held that, absent afirmative acts by the alcohol provider,® a liquor consumer
may not recover even where the alcohol provider violates the liquor control
statute by serving an already intoxicated patron.” Furthermore, because the de-
cedent in Bertelmann had no claim, the court also denied the derivative claims
of his estate® and survivors.® The Bertelmann decision thus creates a bright line
in dram shop liability actions: While injured third parties may sue the liquor
provider, the actual consumer generally has no claim if he is later killed or
injured.'®

(1978); Sherry v. Asing, 56 Haw. 135, 149, 531 P.2d 648, 658 (1975); Young v. Honolulu
Constr. & Draying Co., 34 Haw. 426, 435 (1938); Char v. Honolule Rapid Transit Co., 31
Haw. 53, 58 (1929).

% 69 Haw. at , 735 P.2d ar 933,

® See infra notes 64-69 and accompanying text.

7 69 Haw. at ., 735 P.2d at 934.

* Id. Hawaii's survival seatute reads:

A cause of acrion arising out of a wrongful act, neglect, or default, except a cause of action

for defamation or malicious prosecution, shall not be extinguished by reason of the death

of the injured person. The cause of action shall survive in favor of the legal representative

of the person and any damages recovered shall form parc of the estate of the deceased.
Haw. REv. STAT. § 663-7 (1985).

As the court pointed out, under this statute “only those causes of action the decedent possessed
survive for his or her estate.” 69 Haw. ac 0.3, 735 P.2d ac 935 n.5.

? 69 Haw. at , 735 P.2d at 934-35. Plainciffs maincained that the survivors could re-
cover under an independent cause of action under section 663-3, even if Bertelmann, as adminis-
trator of Decedent's estate, was barred from recovery. Although Plaintiffs failed to raise this issue
ac rial, che court exercised ics discretion to consider the point on appeal because “the existence of
the Survivor's cause of action is of public importance and does not require additional facts. . . .”
Id at 735 P.2d ac 935.

Hawaii's wrongful death statute reads, in relevant parc:

‘When the death of a person is caused by the wrongful act, neglect, or default of any
person, the deceased’s legal represencative, or any of the persons hereinafter enumerated,
may maintain an action against the person causing the death or against the person respon-
sible for the deach. The action shall be maintained on behalf of the persons hereinafter
enumerared, except that the legal representative may recover on behalf of the estate the
reasonable expenses of the deceased’s last illness and burial.

In any action under chis section, such damages may be given as under the circumstances
shall be fair and just compensation with reference ¢o the pecuniary injury and loss of love
and affection . . . suffered as a result of the death of the person by the surviving spouse,
children, facher, mother, and by any person wholly dependent upon the deceased person.

Haw REV. STAT. § 663-3 (1985).
¥ Haw. REV. STAT. §§ 281-78(a}(2)(A) and (a)(4) prohibit the selling or fumishing of liquor
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This recent development begins with a brief description of the facts of the
Bertelmann case in Part II. Part III analyzes the Hawaii Supreme Court’s legal
reasoning in Bertelmann by compatison to the court’s reasoning in Ono. The
analysis section also contains a discussion .of various public policy rationales that
are raised by the bright line rule imposed by the Bertelmann decision, but
which were not fully addressed in the court’s opinion. Part IV assesses the spe-
cific impact of Bertelmann on dram shop law in Hawaii, and also assesses the
more general impact of Berselmann in light of pertinent tort law principles.
Finally, Part V reaches the conclusion that due to the Berte/mann court's unfor-
tunate failure to conduct a complete public policy analysis, the Hawaii Supreme
Court may have missed an opportunity to both enhance the credibility of its
decision, and to establish a useful guidepost with which to assess future argu-
ments for bright line limits to tort liability.

II. FAcTs

On the evening of March 24, 1985, or the early morning of March 25,
1985, Solomon Boyd Keliikoa (Decedent) consumed alcoholic beverages at the
Sheraton Royal Waikoloa Hotel*! (Sheraton). Sometime after leaving the hotel,
Decedent sustained fatal injuries when his car crashed on the Queen
Kaahumanu Highway in North Kona.'® No other persons or vehicles were in-
volved in the accidenc.!®

Decedent’s estate and survivors (Plaintiffs)'* filed suic on March 6, 1986
alleging that Sheraton employees negligently violated Hawaii's liquor control
law by continuing to serve liquor to Decedent although they knew, or should
have known, that he was intoxicated, and by allowing an intoxicated person to
remain on the premises.!® Plaintiffs contended that under Hawaii law, by virtue
of the Ono decision, such negligent violations of the liquor control statuce gave
rise to a private right of action for dram shop liability which was applicable to

to minorts. The court did not decide whether a violacion of these provisions of the staruce would
create a justiciable claim for the minor who is later killed or injured. 69 Haw. at n.3, 735
P.2d at 934 n.3. )

See infra note 55 for examples of the limited situations in which an alcohol consumer might
still be permitted to recover from the establishment which provided him with intoxicants.

1 69 Haw. at , 735 P.2d at 931. The Sheraton Royal Waikaloa hotel is located on the
island of Hawaii.

L7 2

» I

14 ‘The Plaintiffs-Appellants were Eric Kaleo Bertelmann as administracar of the estate of Solo-
mon Boyd Keliikoa and the decedent’s survivors, Mary Kapua Bertelmann Keliikoa as guardian
ad licem for the unmarried minor Saulnette Kapua Palenapa, Eric Kaleo Haili Bertelmann, Mary
Kapua Bertelmann Keliikoa, and Saul Cleghom Keliikca. Id.

18 Id. See supra note 4 for the texe of the statute.
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the facts of this case.!®

Sheraton moved for dismissal of the complaint for failure to state a claim
upon which relief could be granted.!” Reasoning that an actual liquor consumer
should not be allowed to recover for his own wrongful act, Sheraton argued
that, as a matter of public policy, dram shop liability should be limited to
situations, such as in Ono, where an innocent third party is injured.'®

The trial court granted Sheraton's motion to dismiss the complaint. On ap-
peal, Plaintiffs argued that the existence and degree of negligence on the part of
both the alcohol provider and the alcohol consumer were issues of fact for the
jury to decide.’® The Hawaii Supreme Court held, however, that as a matter of
law, there could be no recovery for the death or injury of the decedent because
Hawaii's liquor control laws “were created to protect the general public from
drunk driving accidents, and not to reward intoxicated liquor consumers for the
consequences of their voluntary inebriation.”"2°

III. ANALYSIS

Under the traditional common law rule, any injury caused by an inebriated
person, whether to himself ot to third parties, was the sole responsibility of that
person and under #o circumstances could the alcohol provider be held liable.®!

8 14,

17 69 Haw. ac , 735 P.2d at 932. See Haw. R. CIv. P. 12(b)X6).

18 Defendant’s Memorandum in Support of Motion to Dismiss Complainc at 15-24,
Bertelmann v. Taas Assocs., 69 Haw. . 735 P.2d 930 (1987) (No. 86-195). Sheraton
further supported this contention by citing cases from several jurisdictions barring recovery by
liquor consumers as against liquor providers. Sheraton also noted that, in some jurisdictions which
had allowed liquor consumers a dram shop action, the state legislacures promptly abrogated the
case law.

' Plainciffs- Appellants Opening Brief at 23, Bertelmann v. Taas Assocs., 69 Haw. , 735
P.2d 930 (1987) (No. 86-195). Plaintiffs also argued that even if decedent’s estate was barred
from recovery as a matter of law, the survivors' action could still be maintained. I4. Although this
issue was not raised below che court did consider it. 69 Haw, at , 735 P.2d at 934.

In interpreting Hawaii’s wrongful death statute the court held that if the decedent’s recovery is
barred, so are the survivors’ wrongful death actions. Id.

30 69 Haw. at , 735 P.2d at 934. See Note, Ono v. Applegate: Common Law Dram Shop
Liability, 3 U. Haw. L. REV. 149 (1981) noting that the Ono decision did not determine whether
the plaintiff (the injured third party) was within the class of persons protected by Hawaii's liquor
control law, but because a violation of that law would logically increase the chances of alcohol
related injuries, ““‘Hawaii’s liquor control law is apparently designed to benefit all members of the
public.” 4. ac 153.

3 See, e.g., Note, The Liability of Providers of Alcokol: Dyam Shop Acts?, 12 PEPPERDINE L.
REV. 177, 180, n.15 (1984) {hereinafter Providers) citing the following as examples of non-
liability cases: Collier v. Scamatis, 63 Ariz. 285, 162 P.2d 125 (1945) (overruled in Ontiveros v.
Borak, 36 Ariz. 500, 667 P.2d 200 (1983)); Carr v. Tumer, 238 Ask. 889, 385 5.W.2d 656
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Today, however, the majority of jurisdictions impose some sort of dram shop
liability, either statutorily®® or through common law actions.?®

The Hawaii Supreme Court first upheld a common law dram shop action in
Ono v. Applegate®* That court noted that only two elements of a dram shop
negligence claim were at issue there: duty and proximate causation.?® The Ono
court had little difficulty finding that both crucial elements were established in
that case. First, by referring to Hawaii’s liquor control statute which prohibits
alcohol dispensers from serving an already intoxicated person,®® the Ono court
held that a duty was owed to the plaintiff by the defendant tavern keeper.??
Second, and despite the bar patron’s voluntary consumption of alcohol, Onoe
furcher held thac cthe tavern keeper’s act of furnishing alcohol to an intoxicated
bar patron was the proximate cause of injuries inflicted by that patron on a-
third person.?®

Noting the “increasing frequency of accidents involving drunk drivers,”2® the
Ono court determined that the consequences of serving liquor to an already
intoxicated patron were entirely foreseeable by the tavern owner.®® Thus, One
concluded, *“{t}he consumption, resulting intoxication and the injurious conduct
are therefore foreseeable intervening causes which will not relieve the tavern of
liability."!

The principal question raised by a comparison of the Ono and Berte/mann
decisions, then, is why the court had no difficulty finding the bar negligent in
Ono where liquor was served to an intoxicated person, but found that service to

(1965); Henry Grady Hotel Co. v. Sturgis, 70 Ga. App. 379, 28 S.E.2d 329 (1943).

2 Nineteen states had such statutes as of 1984: Alabama, Alaska, California, Colorado, Con-
necticut, Georgia, Illinois, lowa, Maine, Michigan, Minnesota, New York, North Carolina, North
Dakota, Ohio, Rhode Island, Utah, Vermont, and Wyoming. Note, Providers, supra note 21, at
192 n.101.

2 Seventeen cases from other states {excluding federal cases) were cited in Ono. 62 Haw. at
135-36, 612 P.2d at 538. Many of these jurisdictions impose liability, as Hawaii does, based
upon violation of a liquor control statute. Other states, such as New Jersey, have imposed liability
based simply on general principles of negligence. See Rapport v. Nichols, 31 N.J. 188, 156 A.2d
1 (1959).

* 62 Haw. 131, 612 P.2d 533 (1980).

8 Id. at 137, 612 P.2d at 339.

2 See supra note 4 for the text of the statute, One did not specifically address the question of
which classes of persons constituted the intended beneficiaries of the statute. The distinction be-
tween intended and unincended beneficiaries of Hawaii's liquor control statute, however, became
crucial in Bertelmann. See infra note 33 and accompanying text.

* 62 Haw, at 138, 612 P.2d at 539. The violation of the statute was held properly submit-
ted to the jury as evidence of negligence.

3 Jd. at 141, 612 P.2d at 540.

* 1.

30 .

N .
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an intoxicated patron did not constitute actionable negligence in Bertelmann.
Proximate causation is arguably no more difficulc to establish under the
Bertelmann faces than under the facts of Ono because, simply put, it is just as
foreseeable that a drunken bar patron might injure himself as it is that he
might injure others. The distinction berween the two cases turns, therefore, on
the Hawaii Supreme Court’s interpretacion of the extent of the duty imposed
on the alcohol provider by the liquor control statute.

In Bertelmann, Sheraton argued that dram shop recovery should be limited,
as a matter of policy, to innocent third parties. The court agreed, noting that
“[d}runken persons who harm themselves are solely responsible for their volun-
tary intoxication and cannot prevail under a common law or statutory basis.”%?
The court, however, did not seem to rest its holding on general public policy.
Ratcher, the Bertelmann court emphasized, as the basis of its holding, its finding
that liquor consumers are not the intended beneficiaries of the liquor control
statute.?® No legislative history or Hawaii precedent was cited in support of this
construction of the statute.

The present liquor control stacute is substantially the same as the original act,
adopted with little comment in 1933.%¢ The 1933 Territorial Legislature may

3 69 Haw. at s 735 P.2d at 933. The court next cited with approval the case of Allen v.
County of Westchester, 109 A.D.2d 475, 492 N.Y.S.2d 772 (1985). There the decedent suf-
feted a fatal fall after becoming drunk ar a community college bar. While the crial court denied
the defendant councy’s moation to dismiss plaintiffs negligence claims, the Appellace Division
reversed. The Berte/mann court quoted a passage from Allen which stated, in part, that “[cJo
allow recovery in favor of one who has voluntarily procured a quantity of liquor . . . ‘would
savor too much of allowing [said} person to benefit by his or her own wrongful act.’ * 69 Haw. at
, 735 P.2d at 933. The Hawaii Supreme Court found this reasoning to be “highly persua-
sive.” Id.

*3 69 Haw. at —___, 735 P.2d at 934.

3 Compare che present statute, supra note 4, with the relevant portions of the 1933 statuce:

2. At no time nor under any circumstances shall any licensee:

(a) Knowingly permit any person under the influence of liquor or any interdicted or
disorderly person to be or remain in or on the licensed premises;

(¢} Fail immediately to suppress any violent, quarrelsome, disorderly, lewd, immoral or
ualawful conduct of.any person on the premises.

Act approved Jan. 11, 1934, No. 40, § 48, 1933 Haw. Spec. Sess. Laws 72.

Section (a) is virtually identical to the current law. Section (¢) was added by the House as an
amendment. See 5. CONF. REP. NO. 4, 17th Terr. Leg., Spec. Sess., reprinted in 1933 SENATE J.
538-39. This addition probably indicates that disorderly conduct and the like were the major
concerns of the legislature in enacting che statute. In fact, the only substantive comment on the
bill by either house of the Territorial Legislature is the following:

This Bill has for its purpose a scheme of regulating and controfling the manufacture and
sale of intoxicating liquors. It makes intoxicating liquors readily available to those who
desire to use the same and yet incorporates most of che regulatory features of the 1907
Act, which Act seemingly afforded a satisfactory scheme of regulation of the liquor traffic
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have intended the statute to benefit only innocent third parties. It is equally
plausible, however, that the Territorial Legislature, cognizant of the fact that
intoxicated persons are not fully able to exercise reasonable care, and thus pose a
tisk of harm not only to “innocent” members of the general public but also to
themselves, intended the liquor control law to protect both the temperate and
intemperate public.®®

Of course, it is also possible that in adopting the liquor control statute the
1933 Territorial Legislacure was motivated by other rationales, and did not con-
sider che issue of which persons were the intended beneficiaries of che statute.3®
But whichever rationale prompted the legislature’s adoption of the liquor con-
trol statute, Bertelmann's failure to cite any legislative history or precedent in
support of its conclusion that liquor consumers are not among the intended
beneficiaries of that statute, suggests that the conclusion is essentially a conve-
nience.>” Unfortunately, by basing its holding on the unsubstantiated intent of

as it existed prior to the advent of prohibition.

HR. Rer. NoO. 109, 17th Terr. Leg., Spec. Sess., reprinted in 1933 HOUSE J. 550.

38 See, e.g., Christiansen v. Campbell, 328 S.E.2d 351 (S.C. Ct. App. 1985) (South Carolina
liquor control statutes designed to protect intoxicated persons from their own incompetence and
helplessness; statute reflects legislative determination that intoxicated persons pose a menace to
themselves).

One commentator has stated that:

Although some courts have held that liquor control statutes are designed only to protect

“innocent” members of the general public from the dangers posed by intoxicated persons,
the more reasoned view of liquor liability in today’s world is chat such scaruces demon-

strate a legislative recognition of the commonly-known fact that intoxicated adules or mi-

nors are not fully able to exercise reasonable care.

Kelly, Liguor Liability and Blame Shifting Defenses: Do They Mix?, 69 MARQ. L. REv. 217, 232
(1984).

3 The issue only becomes important once raised by the specter of dram shop Liability based on
a duty chat is derived from the liquor control seatuce. Certainly the possibility that the liquor
contro] statute would one day be used as a basis for finding an alcohol provider liable for an
aucomobile accident must have seemed remote, if the Territorial Legislature even considered such
a possibilicy.

Indeed, the 1933 Legislature was probably much more concered with disorderly conduct than
with automobile accidents. Section (c) of the 1933 liquor control stacute, see supra note 32, which
specifically addresses disorderly conduct, was the only amendment offered to the original legisla-
tion. See S. CONF. REP. NO. 4, 17th Terr. Leg., Spec. Sess., reprinted in 1933 SENATE J. 538-39.

3 Prosser notes that “[iln many cases the evident policy of the legislature is to protect only a
limited class of individuals. If so, the plaintiff musc bring himself within that class in order to
maincain an action based on the statute.” W. KEETON, D. DoBBs, R. KEETON & D. OWEN,
PROSSER AND KEETON ON THE LAW OF TORTS 224 (5th ed. 1984) [hereinafter PROSSER AND
KEETON ON ToRTs}. In this case, however, there does not seem to be any discernable legislative
intent to protect only a particular class of persons.

Similar to Prosser’s version is the Restatement (Second) of Torts, which provides for the adop-
tion by a court of a “reasonable” standard of conduct based upon a legislative enactment whose
purpose is “‘to protect a class of person which includes the one whose interest is invaded.” RE-
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the 1933 Territorial Legislature rather than on present day policy considerations,
the court failed to undertake a comprehensive examination of the major policy
issues raised by the imposition of such a hard and fast rule.

The effect of a rule that absent affirmative acts by the alcohol provider no
duty is owed by the tavern to the actual liquor consumer, is that recovery is
denied to liquor consumers in virtually all dram shop actions. Such a barrier,
based on the policy determination that drunken persons who injure cthemselves
are “solely responsible” for their own conduct,®® seems at first compelling. In-
deed, given the current climate of intolerance of drunk driving in Hawaii,*® the
court’s adoption of a bright line rule which holds drunk drivers “solely respon-
sible” for their own injuries seems to support efforts to reduce drunk driving
accidents.*®

Moreover, such a rule finds support in certain prior Hawaii case law*! and
statutory law.*? This consistency could have been used by the court to support a
holding explicitly based on policy considerations rather than one based on un-
substantiated legislative intenc.

There are, however, countervailing policy arguments thac che Bertelmann
court did not fully consider. First, the Berte/mann decision may not, in fact,
advance the goal of preventing drunk driving accidents. This goal was implicit

STATEMENT (SECOND) OF TORTS § 286 (1964). Comment “‘f" notes that a statute ‘‘may, because
of its title, preamble, detailed provisions, history, or other reasons, be found to be intended for
the protection of the interests of only a particular class of persons.” Id. comment f. Again, how-
ever, the Bertelmann court made virtually no effort to justify ies determination of legislative intent
to limic the intended class of beneficiaties with anything which arguably could fit within one of
these reasons.

38 69 Haw. at , 735 P.2d ac 933.

% See Beer Boost for Safety, Honolulu Advertiser, August 8, 1988, at A8, col.l (editorial
applauding steps taken by the National Beer Wholesalers Association and by local sellers ““to
reduce the slaughter on our highways").

4 As one court has noted:

{The evil of intoxication, and the manifold disastrous consequences flowing from it,

would not be likely to be lessened by according against a seller of intoxicating liquor a

cause of action in favor of an intoxicated customer for injury to himself or his propercy

resulting from his own intoxication. To recompense in damages an infury to an intoxicated
person or his property resulting from his own overindulgence in intoxicating liquor, might quite
properly, be felt . . . to encourage, rather than discourage, such overindulgence.

Nolan v. Morelli, 154 Conn. 432, 440, 226 A.2d 383, 387 (1967) (emphasis added).

41 See, e.g., Ikene v. Maruo, 54 Haw. 548, 511 P.2d 1087 (1973) (no duty to keep a high-
way in a reasonable safe condition for one driving in excess of the speed limit). Bus see Hao v.
Owens-Illinois, Inc., 69 Haw. , 738 P.2d 416 (1987) (plaintiff in strice products liability
case permitted to recover even where his negligence is greater than that of the manufacrurer).

4% See, e.g., Hawaii's workers's compensation act, HAW. REV. STAT. § 386-3 (1985) (“No
compensation shall be allowed for an injury incurred by an employee . . . by the employee’s
intoxication.”).
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in the Hawaii Supreme Court’s decision in Ono.*® The Berte/mann court itself
noted Ono’s emphasis on the need to deter violations of the liquor control law
since the reasonable and foreseeable consequence of such violations would be an
increase in the incidence of alcohol related driving accidents.** As noted above,
a rule holding drunken persons “solely responsible”” for their own injuries ap-
pears to support deterrence of drunk driving accidents. The deterrent value of
dram shop liability arguably would be enhanced, however, by holding 40zh the
drinker #nd the provider responsible for violations of the liquor control
statute.*®

The Berte/mann court mighe have reasoned, on the other hand, that an alco-
hol provider has no way of determining in advance whether an intoxicated per-
son will injure innocent third parties or just himself. Therefore, a reasonable
provider will not serve a patron who is already intoxicated.*® This argument is
not entirely satisfying however, because by limiting che class of persons pro-
tected under the liquor control statute, the Bertelmann decision has reduced the |
number of suits likely to be brought under a dram shop cause of action. This
lower incidence of suits may, itself, somewhat limit the preventive aspects of
imposing dram shop liability in spite of che provider’s inability to predict when
liability will arise.

Second, it can be argued that the alcohol provider really has the best chance
to prevent serious bodily injury and loss of life. This is true because the com-
mercial alcohol provider has both expertise in judging whether a person is in-
toxicated*” and total control over the alcohol dispensed.*® In addition, an ine-

43 62 Haw. 141, 612 P.2d ac 540.

44 69 Haw. at , 735 P.2d 933. Recently a record $1.5 million out-of-court settlement
was reported paid by the insurance carrier of a bar 1o a 26 year old man, who was left partially
paralyzed as a result of a hit-and-run accidenc. The driver had allegedly been drinking at the bar
prior to the accident. Honolulu Advertiser, Nov. 5, 1987, at A3, col. 1. Such large settlements
are not likely to go unnoticed by either the food and beverage trade or the insurance industry.
This in turn will presumably produce greater compliance wich the alcobol control statutes.

45 See Comment, Liability of Commercial Vendors, Employers, and Social Hosts for the Torts of
the Intoxicated, 19 VW AKE FOREST L. REV. 1013, 1015 (1983) {hereinafter Commesrcial Vendors}
(rationale for imposing lLability on commercial vendors is to deter sale of alcohol to classes of
persons—minors and che intoxicated—Ilikely to injure themselves or third persons).

¢ Presumably prevention of injuries to innocent third parties was one of the underlying ratio-
nales motivating the court to impose dram shop liability on the server of alcohol in the One case.
There, the court noted thac injuries to third parties caused by drunken bar patrons turned loose
behind che wheel were entirely foreseeable given the “universal use of automabiles, and the in-
creasing frequency of accidents involving drunk drivers.”” 62 Haw. ar 141, 612 P.2d ac 540,

47 Comment, Commercial Vendors, supra note 45 ac 1015, Bur see Nove, Comparative Negli-
gence and Dram Shop Laws: Does Buckley v. Pirolo Sound Last Call for Holding New Jersey Liguor
Vendors Liable for the Torts of Intoxicated Person?, 62 U. NOTRE DAME L. REv. 238, 252 ("Sim-
ply because commercial vendors can capably guard against injuries to innocent persons by intoxi-
cated individuals does not mean that courts and legislacures should automatically thrust such
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briated alcohol consumer by definition suffers under diminished capacity to
evaluate the extent of his own intoxication and the concomitant threat he poses
to himself and others.*®

Third, it can be argued that extending the provider’s potential liabilicy to
include alcohol consumers would not place an unfair burden on alcohol provid-
ers because the potential liability is part of the cost of doing business.*® More-
over, the provider may insure himself, and spread the risk of liability through
slightly higher prices.! Conversely, by holding that the liquor consumer has no
claim under virtually any circumstance, the court effectively allocates the cost of
the loss wholly upon the consumer, even where circumstances would tend to
implicate the establishment which provided the intoxicants.?

While it might be argued that extending the liability of taverns to include
claims by actual liquor consumers renders the alcohol providers virtual insurers
of the consumers,®® in a comparative negligence jurisdiction, such as Hawaii,

liability on them.").

‘8 One commentator has noted thac:

A commercial seller of alcohol has absolute control over the alcohol chat is dispensed.

Usually, the persons who are to consume the alcohol are visible to the provider, and sales

are small enough to control by the exercise of the right of refusal of setvice. A commercial

seller is experienced in selling alcohol, and in dealing with drinking persons. Furthermore,

a commercial seller has voluntarily entered the business of making a profit through the

provision of alcohol, and thus has a responsibility for the situation he has voluntarily

created.
Providers supra note 21, at 202-04 (footnotes omitted).

4 In Ono, the Hawaii Supreme Court quoted che following jury instruction, which it upheld
as a valid definition of the term “under the influence of liquor™ under Hawaii law:

Under the influence of liquor means that the person considered has consumed intoxicating
liquor sufficient co impair, at the particular time under inquiry, bis normal mental facuities

or ability to take care of himself, and guard against casualty, or sufficient to substantially

impair at the time under inquiry that clearness of intellect and control of himself, which
he would otherwise normally possess.
62 Haw. at 139, 612 P.2d ac 540 (emphasis added).

80 See Note, Ono v. Applegate: Common Law Dram Shop Liabilisy, 3 U. HAw. L. REV. 149, 158
(1981) (many cases cited by Hawaii Supreme Court in Ong emphasized that liquor licensees, in
retum for privilege of operating their business, have a public responsibilicy not to serve drunk or
underage persons).

81 See Providers, supra note 21, at 202 (cost of insurance obtained by alcohol providers in order
to cover possible dram shop liability will likely be borne by the alcohol consumers via higher
drink prices); Comment, Dramshop Liability: Should the Intoxicated Person Recover for His Own
Infuries?, 48 U. OHIO ST. LJ. 228, 243 (1987) (least cost avoider theory).

® It is entirely possible to conceive of fact patterns in which the taven owner might be more
at fault than the alcohol consumer. For example, in Ewing v. Cloverleaf Bowl, 20 Cal, 3d 389,
143 Cal, Rprr. 13, 572 P.2d 1155 (1978), a bar patron who had just turned twenty-one years
old was served ten straight shots of 151-proof rum, a vodka collins, and ewo beer chasers in less
than an hour and a half. The patron died of alcohol poisoning.

2 See Defendant-Appellee’s Answering Brief at 28, Bertelmann v. Taas Assocs., 69 Haw.
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the drinker is not necessarily absolved of responsibility, even where the alcohol
provider violates a legal duty to refrain from serving an already intoxicated
patron. Instead, the negligence of the drinker is compared with that of the pro-
vider, with the jury making a final determination of the comparative fault and
liabilicy.

On the other hand, the fact that Hawaii is a comparative negligence jutisdic-
tion might also provide a reason to oppose extending dram shop recovery to
liquor consumers. Because the issue of the alcohol consumer’s comparative neg-
ligence is an issue of fact, such cases would not be subject to summary disposi-
tion. Therefore, the rule enunciated in Berte/mann might be supported by the
argument that, given Hawaii’s modified comparative negligence law,** the inci-
dence of cases in which the alcohol consumer might actually recover would be
so few in number that they would not outweigh the considerable cost to the
parties, and burden on judicial resources, which such litigation might entail.®®

Finally, it can be argued thac there is a certain logical inconsistency between
the Bertelmann and Ono decisions. If alcohol providers are potentially liable for
alcoho! related injuries, why is recovery limited, as a matter of law, almost
exclusively®® to persons who are mor their customers?®” The answer that the
court seems to provide is simply that “innocent’ third parties are the intended
beneficiaries of the liquor control statue, while actual liquor consumers are not.
Hence, the alcohol vendor owes a duty to innocent third parties, but does not
owe one to his or her actual customers in most cases. This response indicates the
Bertelmann court’s conclusion; it does not, however, explain the anomaly pro-
duced by that conclusion. Alcohol providers are held potentially liable for alco-
hol related injuries which are foreseeable, yet they are rarely even potentially

— . 735 P.2d 930 (1987) (No. 86-195) (“Appellants utge this Court to essentially remove
from the drunk driver che responsibility for his actions, and place that responsibility instead on
the dramshop.”).

5 Haw. REv. STAT. § 663-31 (1985) allows recavery by a plaintiff only if his negligence is
equal to or less chan chat of the defendant.

88 See Wright v. Moffitr, 437 A.2d 554, 556 (Del. 1981). See also Sager v. McClendon, 296
Or. 33, 40, 672 P.2d 697, 701 (1983) and cases cited therein.

¢ Even after Bertelmann there are a few exceptional cases in which a bar patron might be able
to recover from the alcohol provider in a dram shop action. For example, a drinker later injured
by the negligence of an intoxicated drinking companion might still recover although this area of
the law is not entirely clear at present. See infra note 74 and accompanying text. Another example
of a situation in which the alcohol consumer might recover in a dram shop action occurs where,
purely by coincidence, both the victim of an accident and the person who caused the accident
happen to have been patrons of the same tavern prior to the accident. See supra note 44.

57 As one court noted, "{i)t is illogical to hold that a defendant tavern has a duty not to serve
an intoxicared pacron, but it may escape liability by breaching that duty in serving the patron
and chen alleging that the plaintiff was negligent in rendering himself intoxicated.”” Rhyner v,
Madden, 188 N.J. Super. 544, 549, 457 A.2d 1243, 1246 (1982).
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liable for what is arguably the most foreseeable injury of all—that of their own
patrons.
This anomaly can best be understood by examining the different focal points
“of the Ono and Bertelmann decisions. Ono focused both on duty and on proxi-
mate causation, but primarily on the latter. As Ono noted, the old common law
rule barring recovery from a supplier of liquor for an injury suffered as a result
of a tavern patron’s intoxication, rested on the rationale that the consumption of
alcohol and not its sale or service was che proximate cause of the injury.*® In
supplanting that rule with one which permitted innocent third parties injured
by an intoxicated alcohol consumer to pursue a claim against alcohol providers,
Ono stressed the foreseeability of alcohol related injuries following the provider’s
service to an already intoxicated patron.®® Once the foreseeability of injury was
established, duty was rather easily derived from the liquor control stacute.®®
Bertelmann, by contrast, focused on the face that alcohol consumers should be
tesponsible for their own injuries.®” The rationale for the latter conclusion can-
not be the lack of foreseeability; Ono foreclosed that avenue of thought.®?
Rather, Bertelmann’s conclusion thac alcohol providers should not be held liable
in most cases involving injury to alcohol consumers seems to be based upon a
policy determination that, in spite of the foreseeability of injury following the
alcohol provider's allegedly negligent act, the actual liquor consumer does not
have a moral right to recover,®®
Thus, in comparing Berte/mann to Ono one can see that while the alcohol
server’s liability is assessed in terms of the foreseeability of injury to innocent
third parties, the alcohol consumer’s ability to recover is assessed in terms of the
morality of his actions. This helps to explain why virtually all alcohol consumers
are barred from recovery although their injuries are foreseeable.

The moral argument that allowing a dram shop recovery to a consumer of
alcohol would “‘reward intoxicated liquor consumers for the consequences of
their voluntary inebriacion,’® is a strong one. Indeed, this argument seems to

58 62 Haw. at 134, 612 P.2d at 537.

8 Id. ar 141, 612 P.2d ac 540.

¢ Id. ar 138, 612 P.2d at 539.

¢ 69 Haw. at , 735 P.2d at 933.

¢ Alchough Ono “‘carefully limited its ruling ro third parties,” Defendant-Appellee’s Answer-
ing Brief at 6, Bertelmann v. Taas Assocs., 69 Haw. , 735 P.2d 930 (1987) (No. 86-195),
it is nor difficult co see that once One determined chat injury to a chird party was the foreseeable
result of serving an already intoxicated alcohol consumer it would be difficult to argue thac injury
to the actual imbiber was not at least as foreseeable,

3 See supra notes 32-37 and accompanying text. Sheraton argued thac the creation of a claim
for dram shop liability on behalf of alcohol consumers was ** ‘morally indefensible.” * Defendant-
Appellee’s Answering Brief at 27, Bertelmann v. Taas Assocs., 69 Haw. __, 735 P.2d 930
(1987) (No. 86-195).

8¢ 69 Haw, at

, 735 P.2d ac 935,



1989 /| RECENT DEVELOPMENT 289

be at the heart of the Bertelmann court’s decision. Similar policy arguments can
be found in many of the cases from other jurisdictions which have, like
Bertelmann, tefused to extend to liquor consumers the right to recover under a
dram shop claim.®® Nevertheless, the Bertelmann opinion did not test this argu-
ment by analyzing it in light of some of the countervailing policy arguments
raised above. The court simply reached the conclusion that liquor consumers are
not among the intended beneficiaries of Hawaii’s liquor control statute.®®

It is unfortunate thac the Hawaii Supreme Court, by failing to address fully
the policy arguments which can be made on both sides of this issue, did not
avail itself of an opportunity to explain why it reached this conclusion. Un-
doubtedly the court did weigh some of the policy issues raised above. Without
an explicit and thorough discussion of the policy issues, however, the court’s
opinion is subject to speculation as to which unstated rationales might have
motivated its decision in Berte/mann. The decision is particularly subject to such
speculation because the court’s discussion of the intent of the liquor control
statute is unsubstantiated, thus giving credence to the view that the Berte/mann
decision resulted from the court’s public policy concerns.

A more complete analysis may have led to a different result. More impor-
tantly, and even if the court would have reached the same result, by treating the
Bertelmann decision as one requiring a careful and explicit policy analysis, the
Hawaii Supreme Court would have enhanced the credibility of its decision, and
would have left a useful guidepost with which to assess future arguments for
bright line limits to tore liability.

IV. IMmpACT

The rule of Bertelmann bars virtually all claims by alcohol consumers, as well
as their estates and survivors, against the providers of alcohol. The principal
advantage of such a bright line rule is that it is easy to interpret and apply.
Nevertheless, several issues remain unresolved.

The Hawaii Supreme Court clearly stated in Berte/mann that alcohol provid-
ers must avoid '‘affirmative acts’” which place an intoxicated consumer in
“peril.”"®" Bertelmann held, however, that, absent harm to an innocent third
party, merely serving liquor to an already intoxicated customer falls short of
actionable negligence.®® This raises two questions. First, what sort of affirmative
act would constitute actionable negligence absent harm to an “innocent’ third

8 See, e.g., Allen v. County of Westchester, 109 A.D.2d 475, 480, 492 N.Y.S.2d 772, 776
(1985); Wright v. Moffit, 437 A.2d 554, 557 (Del. 1981).

¢ 69 Haw. at , 735 P.2d at 934.

%7 I4.

% 14,
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party? Second, when, if ever, may a drinking companion constitute an “‘inno-
cent” third party?

Recently, in Feliciano v. Kiku Hut,%® the Hawaii Supreme Court held chat, as
a macter of law, aggressive drink sales to an unsophisticated youth (who was of
legal drinking age) did not constitute the sort of affirmative act that would lead
to actionable negligence.”® As an example of what would constitute such an
affiemative act Feliciano cited the case of Parvi v. City of Kingston,”™ where
police officers relocated two drunken persons to an abandoned golf course to
“sleep it off.” The city was held liable when the two later wandered onto a
nearby freeway resulting in the death of one and serious injury to the other.”®
After Feliciano it appears that an alcohol provider would actually have to place
the intoxicated customer in physical peril before being held liable for that con-
sumer’s injuries.

Still undecided, however, is the issue of a “‘complicity defense’”® in dram
shop actions. It is unclear whether the court, if presented with a case in which a
drinker is later injured by the negligence of an intoxicated drinking companion,
will decline to extend the dram shop action created under Ono to the drinking
companion because he is not an “innocent” third party.” It is also unclear
what, if any, effect the Berrelmann decision will have on other unresolved issues
in the area of dram shop liability. For example, the decision does not seem to
offer any reliable way to predict how the Hawaii Supreme Court might rule on
a dram shop case involving a minor, or a case alleging social host liability.

The Bertelmann decision may, however, have an impact on Hawaii law
which extends beyond the specific issues involved in dram shop liability.

78

® 69 Haw. ____, 752 P.2d 1076 (1988).

7 Id. ac , 752 P.2d ar 1079.

71 41 N.Y.2d 553, 394 N.Y.S.2d 161, 262 N.E.2d 960 (1977).

1.

" The complicity defense is essentially an assumption of risk argument which some courts
have determined best fits under comparative negligence analysis. See Herrly v. Muzik, 355
N.W.2d 452 (Minn. Ct. App. 1984) (under comparative negligence drinking companion’s negli-
gence will be compared with chat of the driver and alcohol provider in comparative fault
analysis).

™ For a case presenting such facts, see Umetsu v. Hingada, Civ. No. 86-0971 (Haw. lst Cir.,
1987). There, both plaintiff and defendant were drinking alcohol at the same bar. The two
drinking companions left the bar in a van dtiven by the defendant. Shortly cthereafter the van
allegedly scruck a concrete pillar and overturned throwing plaintiff out of the vehicle. Defendant
impleaded both the bar and liquor distributor. These third party defendants unsuccessfully
moved for summary judgment arguing that Berte/mann would apply since any recovery by the
defendant from the bar would reduce the amount thac the defendant would be obligated co pay
to the plaintiff. Defendant Marriot Corporations’s Motion for Summary Judgment, Umetsu v.
Hingada, Civ. No. 86-0971 (Haw. 1sc Cir., 1987). In chis case at least, the court apparently
reasoned thart the drinking companion was more like an innocent third party (as in Onmo) than like
the plaintiff in Bertelmann. ~
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Bertelmann denied recovery to the plaintiffs because the court found that the
defendant cavern owed no duty to the deceased liquor consumer. This finding
followed from the conclusion thac alcohol consumers are not within the in-
tended class of beneficiaries of the liquor control statute. Because this conclusion
seems to rest not on legislative intent, but rather on a policy determination that
drunken persons should not profit from their own wrongdoing, Bertelmann’s
legal theory justifying a holding of non-liabilicy could just as easily be labeled
contributory negligence or assumption of risk.”®

The essence of the court’s holding was that the actual liquor consumer, as
well as his estate and sutvivors, should not recover because the liquor consumer
was part of a culpable class of persons. This is hardly distinguishable from
finding that a particular plaintiff is culpable, and therefore denied recovery be-
cause he is contributorily negligent. Hawaii has rejected contributory negligence
in favor of a comparative negligence system.”® Yet the Bertelmann decision,
which denies recovery based on a legal theory which could easily be labeled
contributory negligence, atguably precludes the application of comparative neg-
ligence principles in virtually every dram shop case where the actual liquor con-
sumer is injured.

A similar comparison can be made insofar as assumption of risk is concerned.
Indeed, the Hawaii Supreme Court previously described assumption of risk as
"a form of contributory negligence [which} acts to complecely bar recovery.”'??
Arguably assumption of risk was abolished in Hawaii following the adoption of
comparative negligence.”® Nevertheless, Berte/mann's denial of claims to liquor

7® The role of the assumption of risk defense under a comparative negligence system has been
puzzling to courts and commentators alike. See PROSSER AND KEETON ON TORTS, supra note 37,
at 495-98.

78 See infra notes 77-79 and accompanying text.

77 Kaneko v. Hilo Coast Processing, 65 Haw. 463, 477, 654 P.2d 343, 353-34 (1982)
(adopting comparative negligence principles in strict products liability in order to eliminate the
harshness of the “all or nothing™ bar which results from application of assumption of risk).

® Prosser cites Hawaii as one of the first states in che nation to abolish completely the defense
of assumption of risk. See PROSSER AND KEETON ON TORTS, supra note 37, at 494 n.40 (citing
Bultao v. Kauai Motors, Led., 49 Haw. 1, 406 P.2d 887 (1965)). In fact, though, the case only
noted the closeness between assumption of risk and contributory negligence as defenses that will
bar liability altogether., Bu/tao held that, there being no difference between the two defenses in
that case, the defendanc had to rely on one or the other.

On the other hand, Prosser also notes that *‘primary implied assumption of risk should also
logically continue to be an absolute bar after the adoption of comparacive fault . . . because
assumption of risk in this form is really a principle of no duty.” PROSSER AND KEETON ON TORTS,
supra note 37, at 496,

See also Folda v. City of Bozeman, 177 Mont. 537, 582 P.2d 767 (1978) (seventeen year old
girl’s voluntary intoxication constituted contributory negligence barring wrongful death action
against the bar chat had illegally served her). Bu¢ see Bissete v. DMI, 220 Mont. 153, 717 P.2d
545 (1986) (overruling Folda and holding that under a comparative negligence standard it is for
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consumers because of the consumers’ voluntary intoxication is akin to arguing
that alcohol consumers should not recover because they have assumed the risk
of alcohol related injuries. Bertelmann essencially denies recovery to liquor con-
sumers because the whole class has assumed the tisk of injury.

In chis light, it can also be argued that the court, by creating special rules
such as the one stated in Berte/mann, dilutes the effect of the legislatively en-
acted comparative negligence standard. In recommending adoption of compara-
tive negligence’® to the Hawaii Legislature, the Senate Judiciary Committee
noted that the then existing contributory negligence standard barred recovery by
injured parties if it was shown that they contributed to their own injuries in any
way.®® The Senate Judiciary Commictee further noted that “‘[s}uch a rule seems
to be unfair and in opposition to the average person’s concept of justice.’’®!
Thus, the Hawaii Legislature adopted comparative negligence in order to abol-
ish the harsh effect of contributory negligence.

The Bertelmann opinion did recognize that a substantial minority of jurisdic-
tions permit a suit by an injured liquor consumer against those who provided
him with the intoxicants.®? Berte/mann further noted that in those jurisdictions
the question of “causal connection between the defendants’ unlawful faiture to
stop providing alcohol to an inebriated consumer and the consumer’s later harm
is a jury question,’'®® although defendants in such cases may “raise the affirma-
tive defenses of contributory negligence or assumption of risk to reduce or ne-
gate fault."®* Without any further explanation, however, the Hawaii Supreme
Court simply announced its intention to "‘adhere to the majority view and re-
strict the applicability of Ono.”’®® The court failed to explain why it reached this
result. Perhaps the court felt less constrained to place limits on dram shop lia-
bility than on other aspects of Hawaii’s tort law simply because dram shop
liability in Hawaii is a common law creation, racher than a statutory one.

V. CONCLUSION

Bertelmann v. Taas Associates limits the extent of dram shop liability created
in Ono v. Applegate. Under the bright line rule of Berte/mann, innocent third
parties may bring claims against alcohol providers; barred ate virtually all claims

the jury to determine the relative negligence of the imbiber as against the providers of alcoholic
beverages).

7 See HAW. REV. STAT. § 663-31 (1985).

8 S. Rer. NO. 849, 5th Haw, Leg., Reg. Sess., reprinted in 1969 SENATE J. 1194.

* 1.

82 69 Haw. at

8 Id.

& 1d.

% 1d.

, 735 P.2d at 934.
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against the providers by actual consumers of alcoholic beverages. The consum-
ers’ estates and survivors are also barred from bringing suit against the provid-
ers because the claims of the estates and sutvivors are largely derivative.

The Bertel/mann decision is based upon a finding that Hawaii's liquor control
stacute does not impose a duty upon commercial alcohol providers to protect
the actual consumers of alcoholic beverages. Although this decision appears to
be one based on public policy concerns, the Hawaii Supreme Court’s opinion
rests on the court’s unsubstantiated determination that alcohol consumers are
not among the intended beneficiaries of Hawaii’s liquor control statute.

It is unfortunate that the Berte/mann court did not undertake an explicit and
comprehensive examination of the public policy issues raised by the facts of this
case. Such an analysis, no matter what outcome it may have led to, would have
both enhanced the credibility of the court’s decision in this case, and left a
guidepost with which to measure future cases which raise the possibilicy of
establishing other bright line limits to tort liability.

The issue of what sort of affirmative action by the alcohol provider might
permit an alcohol consumer to press a dram shop claim against the provider
was left unresolved by Bertelmann. After the Hawaii Supreme Court’s subse-
quent decision in Feliciano v. Kiku Hut,®® however, it appears that nothing
short of placing the intoxicaced liquor consumer in actual physical peril will
suffice. .

Still unresolved is che issue of whether a drinking companion who is injured
by an incoxicated bar patron is similarly barred from bringing suit because he is
not an “‘innocent” third party. The decision also does not offer a way to predict
how the Hawaii Supreme Court might rule on a dram shop case involving a
minor, or a case alleging social host liability.

George B. Apter

8 69 Haw. —, 752 P.2d 1076 (1988).






Review Essay: Impact Fees, Exactions and
Paying For Growth In Hawasii

by David L. Callies*
I.  INTRODUCTION

Of the many issues and problems confronting local governments in these
times of scarce public resources and monumental public needs, few have re-
ceived as much attention recently as paying for public infrastructure’ and pro-
viding for low- and moderate-income housing.? This is particularly crue in
“growth’’ states in “sunbelt” regions, such as California, Florida-——and Hawaii.
Ic is thus both timely and useful for the Land Use Research Foundation of
Hawaii to have sponsored and published a major study on these very issues:
Paying for Growth in Hawaii: An Analysis of Impact Fees and Housing Exaction
Programs. While the study is written from a particular point of view—that of
the land developer—it is a useful and timely contribution to the national debate
on the subject® which is critical to Hawaii's future. If we accept that local

*® Professor of Law, William S. Richardson School of Law, Universicy of Hawaii; A.B.,
DePauw University, 1963; J.D., University of Michigan, 1968; LL.M., Nottingham University
(England) 1969. Chairman Section of Utban, State and Local Government Law, The American
Bar Association.

! Bosselman & Stroud, Lega! Aspects of Development Exactions, in DEVELOPMENT EXACTIONS
(1987) {hereinafter Bosselman & Stroud, Legal Aspectsl; T. SNYDER & M. STEGMAN, PAYING FOR
GROWTH: UsING DEVELOPMENT FeEs TO FINANCE INFRASTRUCTURE {1986); Bosselman & Stroud,
Pariab to Paragon: Developer Exactions in Florida 1975-85, 14 STETSON L. Rev. 527 (1985);
Callies, Property Rights: Are There Any Left?, 20 URb. Law. 597 (1988) [hereinafter Callies,
Property Rightsy, Symposium: Development Impact Fees, 54 J. AM. PLAN. A, 3-78 (1988); Exactions:
A Controversial New Source for Municipal Funds, 50 Law & CONTEMP. PROBS. 1-194 (1987),
Symposium: Linkage Fee Programs, 54 J. AM. PLAN. A, 197-224 (1988); Taub, Exactions, Link-
ages, and Regulatory Takings: The Developer's Perspective, 20 URB. Law. 515 (1988).

* Bosselman & Stroud, Mandatory Tithes: The Legality of Land Development Linkages, 9 NOVA
LJ. 381 (1985) {hereinafter Bosselman & Stroud, Land Development Linkages}, Kayden & Pol-
lard, Linkage Ordinances and Traditional Exactions Analysis: The Connection Between Office Devel-
opment and Housing, 50 LAw & CONTEMP. PROBS. 127 (1987).

® Andrew & Merriam, Defensible Linkage, 54 J. AM. PLAN. A. 199 (1988); Kayden & Pollard,
supra note 2, Nelson, Downtown Office Development and Housing Linkage Fees, 54 J. AM. PRAN. A,
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government can no longer afford the costs of development associated with pro-
viding new roads, parks, schools, water and sewer lines, and so forth, how will
these be provided? Although housing is not such a “public facility” it is an
important public need in Hawaii and other parts of the country. Can govern-
ment force its construction and development in the same fashion that it can
force construction of public facilities by the development community? Why or
why not?

Paying for Growth is the latest in a series of softback studies* dealing with
the subject of impact fees and other exactions. Though clearly more regional
than the others, its analyses—particularly the legal and economic—are general
in nature, with national application. Its main strengths, however, are its well-
written and incisive Conclusion and Commentary® and its illuminating, if
somewhat rambling, interviews with key governmental officials® who will be
charged with implementing impact fee and housing exaction programs in
Hawaii.

This review essay comments upon Paying for Growth while exhaustively sur-
veying the state of the law on impact fees and housing exaction programs.
Alchough the chapters on planning, economics, and interviews are interesting,
they do not address the legal issues raised by impact fees and housing exactions,
and are therefore treated very lightly. It is the legal issues and their resolution
that are critically important in states experiencing rapid growth through devel-
opment, such as Hawaii.

II. IMpAcT FEES, HOUSING EXACTIONS AND PAYING FOR GROWTH
A.  Conclusion and Commentary: The Last Should be Fiyst

Paying for Growth ends with a conclusion and summary section which should
have introduced the whole report as an executive summary which is clearly
needed, and for which the section is admirably suited. Aside from concisely
summarizing each of the preceding chapters on planning, interviews, law and
economics, the author” raises key points which it would have been well to con-
sider before delving into the substantive chapters:

1. Will impact fees, as and when adopted by the four counties of Hawaii,

197 (1988). .

* Snyder & Stegman, Paying for Growth, URB. LAND, INST. (1986); see generally DEVELOPMENT
EXACTIONS (1987).

® PAYING FOR GROWTH IN HAWAI: AN ANALYSIS OF IMPACT FEES AND HOUSING EXACTION
PROGRAMS 171-82 (D. Davidson ed. 1988) [hereinafter PAYING FOR GROWTH].

® Id. at 13-86.

7 Lawyer Dan Davidson, who is also principal editor and Director of the Land Use Research
Foundation which supported the study.
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take che place of the many ad hoc governmental requirements for land develop-
ment,® many of which are unsubstantiated, randomly applied, and often illegal?
As Davidson notes, most landowners would racher pay than fight, agreeing to
all manner of requirements which are then often reduced to a unilateral agree-
ment and recorded—a process meant presumably to establish rights against a
reneging landowner, but which in all probability gives the community no legal
leverage whatsoever.® Impact fees and other exactions set forth in ordinances
and regulations should replace this ad hoc system wich all possible deliberate
speed.

2. Housing exactions progtams are the achilles heel of an impact fee system
from a legal perspective, and nearly indefensible from an economic perspective,
in the long run.'® Unless these conclusions are shown to be significantly in error,
this does not bode well for the commitment ac both county and state level in
Hawaii to supplement the Governor's bellweather affordable housing produc-
tion scheme'! with the nation’s most stringent affordable housing set-aside pro-

¢ What types of exactions are encompassed by a unilateral? The following represents require-
mencs that may be imposed depending upon the nature and the size of the development:

*  Water. Satisfy Board of Water Supply’s requirements for necessary water source, reser-

voir and distribution at developer’s cost.

o Sewerage. Pay all fees, charges or assessments required for the expansion of off-site
wastewacer treatment facilities needed for project.

e Parks. Meet statutory requirements of City Park Dedication Ordinance, plus through
negotiated exactions, dedicate additional land, and /or provide additional private parks.

o Child Care. Dedicate land or provide commercial space for child-care facility.

o Inclusionary Housing. Provide a percentage of units in the project for sale or for rent to
households of low/moderate income. Sometimes payment of money or dedication of
land in lieu of the housing set-aside have been accepted.

o Transpoviation Improvements. Vatious, including:

Dedication of land and/or payment of fees for road widening.

Signalization of intersections.

Total or partial funding of freeway interchanges adjoining project.

Pedestrian overpass, sometimes several miles from project.

Implemencation of transportation system management program, including dedication
of land for park’n’ride faciliry.

o Job Training. Establish job-training program in connection wich resort projects.

= Other Dedications. Provide land for beach access, hiking ctrails, school sites, government
facilities such as police or fire stations, archaeological research, public parking, and
wildlife sanctuaries.

PAYING FOR GROWTH, supra note 5, at 172-73.

® Id. at 172.

¥ 1d. ac 176-77.

1 Governor John Waihee proposes to spend up to $120 million for raw land and anocher
$120 million for infrascructure in order to stimulate construction of thousands of “affordable”
($90,000-$ 140,000} single-family homes in the Ewa district of Oahu, west of downtown Hono-
lulu and adjacenc to Pearl Harbor, as well as several thousand such units on each of the neighbor

¢ g
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grams.}? The legal literature is filled with warnings and reservations about the
defensibility of such set-asides, and the few cases on the subject sound an
equally pessimistic tone, as discussed below in Part II-A.

B. The Legal Analysis

Of most interest to lawyers is the legal analysis chapter of Paying for Growth
which attempts to set out the legal bases for impact fees and housing exac-
tions.*® Its author finds abundant support for the former, but precious little for
the latter. In this he is probably right.

1. Impact Fees: The Need, The Ground Rules

The rapid growth of new development in many areas is placing a severe
strain on the financial capacity of local government to fund the large capital
outlays for schools, parks, roads, sewers and other facilities required by new
residents. Traditional methods of funding such public facilities often prove in-
adequate. Customary funding of capital facilities out of general funds or bond
proceeds may lead to existing residents paying more than their “fair share” of
the cost of the public infrastructure built to serve new residents.'* Assessments
are often inadequate because they are usually restricted to a zone or improve-
ment immediately adjacent to the property assessed.'® “In-lieu’ fees developed
as a refinement of the now well-accepted practice of required dedication of some
types of infrastructure as a condition of subdivision approval. In-lieu fees substi-
tute a money payment for dedication when the lacter is not feasible, as, for
example, when a school is needed and dedication requirements based on a small
proposed land development would result in an inadequate site, or one which is
pootly located.

islands of Hawaii, Maui, and Kauai, Governor Pushes for 64,000 Affordable Homes, Honolulu
Adbvertiser, Feb. 5, 1988, at A3, col. 1; see alto Ewa Land Condemnation Eyed, Honolulu Adver-
tiser, Feb. 10, 1988, ar A1, col. 1.

12 ‘The Office of State Planning has successfully soughe conditions on State Land Use Commis-
sion approval of converting private land from agricultural to urban use (for residencial develop-
ment) which would require developers to “set aside™ 60% of the residential units as ‘“‘affordable’:
available to those families wich incomes 80% to 120% of median - $34,000 - income. The
selling price would be $80,000 - $125,000. Condition Put On Housing Profect, Honolulu Adver-
tiser, Nov. 17, 1987, at A3, col. 5.

1 Kudo, Impact Fees and Housing Exactions Programs: A Legal Analysis, in PAYING FOR
GROWTH, supra note 5, ac 87.

1 See Gilhool & Heyman, The Constitusionality of Imposing Increased Community Costs on New
Suburban Residents Through Subdivision Exactions, 73 YALE LJ. 1119, 1121 (1964).

'S Callies, A Hypothetical Case, 16 URB. LAW. ANN. 155 (1979).
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Impact fees have recently emerged as a more flexible method of coping with
inadequate public facilities brought about by rapid growth and development. In
Contractors & Builders Association v. City of Dunedin'® the Florida Supreme
Court grasped the financial plight of cash strapped municipalities seeking alter-
native sources of revenue:

We see no reason to require that a municipality resort to deficit financing, in
order to raise capital by means of ucility rates and charges. On the contrary,
sound public policy militates against any such inflexibility. It may be a simpler
task to amortize a known outlay, than to predict population trends and the other
variables necessary to arrive at an accuracte forecast of future capital needs. But
raising capital for future use by means of rates and charges may permit a munici-
pality to take advantage of favorable conditions, which would alter before money
could be raised through issuance of debt securities; and the day may not be far
distant when municipalicies cannot compete successfully with other borrowers for
needed capital.'?

Impact fees are charges collected by local governments from new land develop-
ments, to pay for a public facility constructed to benefit such new develop-
ments, which fees are no more than the costs of the facility. The fees collected
are set aside, separate from general revenues.'® '

Impact fees ate superior to in-lieu fees, dedications, and assessments for che
following reasons:

(1) Impact fees can be used to fund types of capital facilities not usually subject
to dedication requirements and fees in-lieu thereof.

(2) Since they are not tied to dedication requirements, impact fees can more
easily be applied to public facilities the need for which is generated by, but
located outside of, the development.

(3) Impact fees can be applied to condominiums, apartments, and commercial
developments which create the need for extra-development capital expendi-
tures, but which often escape dedication or in-lieu fee requirements.

(4) Impact fees can be collected at various stages, such as when building per-
mits are issued, or at other times when growth creating a need for new
services occurs, rather than at the time of subdivision platting, where tradi-
tional exactions and in-lieu fees are usually collecred.*®

1¢ 329 So. 2d 314, 319-20 (Fla. 1976).

1.

18 Callies, Propery Rights, supra note 1, at 632; Nicholas, Capital Improvemens Finance and
Impact Fees After the Growth Management Act of 1985, in PERSPECTIVES ON FLORIDA’'S GROWTH
MANAGEMENT AcCT OF 1985 175, 178, 188 (1986).

1 Callies, Propersy Rights, supra note 1, at 632-33; Juergensmeyer, Funding Infrastructure:
Paying the Costs of Growth Through Impact Fees and Other Land Regulation Charges, in THE
CHANGING STRUCTURE OF INFRASTRUCTURE FINANCE (J. Nicholas ed. 1985) [hereinafter Juergen-
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a. The Legal Tests

In assessing the validity of impact fees, courts first inquire into whether local
government is authorized to impose the fee. (This issue is addressed above in
subsection b.) If there is sufficient auchority to impose a fee, courts commonly
address the relationship between the development upon which the fee was lev-
ied and the amount and use planned for the fee. Generally, courts have used
three approaches in determining the reasonableness of this relationship: (1) the
“rational nexus’’ test, as applied by the Florida courts and the majority of other
jurisdictions; (2) the more restrictive “specifically and uniquely attribucable’
test, as applied in Illinois; and (3) the less restrictive - indeed generous - “‘rea-
sonable relationship™ test, applied by the California courts.

i. The Rational Nexus Test

The rational nexus test is the most widely used standard for examining de-
velopment exactions, and especially the impact fee. This test has two parts.
First, che particular development must create a “‘need,” to which the amounc of
the exaction bears some roughly proportional relationship. Second, the local
government must demonstrate that the fees levied will actually be used for the
purpose collected, by proper “‘earmarking”” and ctimely expenditure of the
funds.?®

The Florida courts have adopted the rational nexus test for impact fees in a
series of recent decisions, beginning with Contractors & Builders Association v.
City of Dunedin®' There, the Florida Supreme Court upheld the concept of
impacr fees, even though it struck down the particular ordinance requiring an
impact fee for sewer and water connection, for failing to sufficiently restrict the
use of fees collected: “In principle, however, we see nothing wrong with trans-
ferring to che new user of a municipally owned water or sewer system a fair
share of the costs new use of the system involves.””?? For an impact fee ordi-
nance to be valid, the court held chat: (1) new development must generate a
need for expansion of public facilities; (2) the fees imposed must be no more
than what the municipality would incur in accommodating the new users of the
system; and (3) the fees must be expressly earmarked for the purposes for
which they were charged.*®

smeyer, Funding Infrastructurel.
30 Bosselman & Stroud, supra note 2, at 397-99; Callies, Propersy Rights, supra note 1, at 633;
Swwoud, Legal Considerations of Development Impact Fees, 54 J. AM. PLAN, A. 29, 31 (1988).
* 329 So. 2d 314 (Fla. 1976).
. ¥ I ac 317-18.
Sl 3
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The rational nexus test developed by the Florida courts comes from require-
ments set out by the Wisconsin Supreme Court in Jordan v. Village of Me-
nomonee Falls** There, the court upheld an ordinance requiring a developer to
dedicate land for school, park and recreation purposes, or pay an in-lieu fee of
$200 per residential lot for schools and $80 per lot for park and recreation
development:

In most instances it would be impossible for the municipality to prove that the
land required to be dedicated for a park or school site was to meet a need solely
attributable co che anticipated influx of people into the communiry to occupy this
particular subdivision.?®

If the municipality could establish that a groxp of subdivisions over a period
of years generated the need for school or patk facilities to benefit the influx of
new residents, then this would establish a reasonable basis for finding that the
need for the exaction was occasioned by the activity of the subdivider. In this
case, the municipality met the “need” portion of che rational nexus tesc by
showing increases in both school population and village population, requiring
the village to expend large sums for acquisition of park and school lands and
construction of additional school facilities.

The court also upheld the reasonableness of the exactions because the public
expendicures for school and park facilities greatly exceeded the amount exacted
from subdividers by way of land dedication and in-lieu fees. This established a
sufficient benefic to the subdivision, thus meeting another part of the rational
nexus test. The court rejected the argument thac residents other than those liv-
ing in the subdivision would make use of the school and park facilities as
immaterial.

These requirements were further refined in Hollywood, Inc. v. Broward
County,®® upholding an ordinance requiring dedication, an in-lieu fee, or an
impace fee as a condition of plat approval, to be used for the capital coses of
expanding the county park system. The court held that the ordinance was a
valid exercise of the police power:

[W]e discern the general legal principle that reasonable dedication or impact fee
requirements are permissible so long as they offset needs sufficiently aceributable
to the subdivision and so long as the funds collected are sufficiently earmarked for
the substantial benefit of the subdivision residents. In order to sacisfy these re-
quirements, the local government must demonstrate a reasonable connection, or
rational nexus, between the need for additional capital facilities and the growth in

28 Wis. 2d 608, 137 N.W.2d 442 (1966).
3 4. at 617, 137 N.W.2d ac 447.
28 431 So. 2d 606 (Fla. Dist. Ct. App.), cers. denied, 440 So. 2d 352 (Fla. 1983).
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population generated by the subdivision. In addition, the government must show
a reasonable connection, or rational nexus, between the expenditures of the funds
collected and the benefits accruing to the subdivision.®”

Seven months later, another Florida court upheld an impact fee for road
improvements in Home Builders & Contractors Association v. Board of County
Commissioners.*® The County ordinance required new land development activity
generating road ctraffic (including residential, commercial and industrial uses) to
pay a fair share of the cost of expanding new roads attriburable to the new
development. The court found that the ordinance met the Dunedin tests for a
valid impact fee because it recognized that the rapid rate of new development
would require a substantial increase in the capacity of the county road system,
and tied this need to the new development by a formula based on the costs of
road construction and number of motor vehicle trips generated by different
types of land use. Moreover, the ordinance sufficiently earmarked the funds col-
lected for the benefit of the fee payer because expenditure of funds is localized
by a zone system with separate trust funds for each zone. The court finally
noted that the cost of construction of additional roads would far exceed the fees
imposed on the cfeveloper by the ordinance.?® More importantly, Home Builders
also rejected the argument that improvements paid for by impact fees must be
used exclusively or overwhelmingly for the benefit of those who pay: "It is diffi-
cult co envision any capiral improvement for parks, sewers, drainage, roads, or
whatever, which would not in some measure benefit members of the commu-
nity who do not reside in or utilize the new development.’3°

These decisions show that impact fees can be a valid and effective means of
coping with rapid growth, but that the courts will scrutinize such fees to ensure
thar they remain within reasonable limits. The Florida courts, as well as courts
of other jurisdictions applying the rational nexus test, follow the modern crend
of limiting exactions not by arbitrary rules regarding che nacure of the facilities
or the type of development, but by requiting the earmarking of funds to be

used to provide some nonexclusive ‘‘benefit’”’ to the development which paid the
fee.SI

%7 431 So. 2d at 611-12 (emphasis added).

%8 446 So. 2d 140 (Fla. Dist. Cr. App. 1983).

* Id. at 145.

% id. ar 143.

3 See, e.g., Bosselman & Stroud, Land Development Linkages, supra note 2, at 398,
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ii. The California ""Reasonable Relationship” Test as Modified by the United
States Supreme Court

As a general rule, California courts uniformly upheld (until Nollan v. Califor-
nia Coastal Commission)®® the constitutionality of required dedication or pay-
ment of a fee as a condition of land use approval where the following conditions
were met: (1) the municipality is acting within its police power; (2) the condi-
tions have a reasonable relation to the public welfare; and (3) the municipality
does not act in an arbitrary manner.

As to the firse requirement, the California courts gave a broad interpretation
to the police power. Rigorous land use regulations, and development exactions
in particular, constitute a proper exercise of the police power. The leading Cali-
fornia case is Associated Home Builders v. City of Walnus Creek:3®

The rationale of the cases affirming constitutionality indicate the dedication stat-
utes are valid under the state’s police power. They reason that the subdivider
realizes a profit from governmental approval of a subdivision since his land is
rendered more valuable by the fact of subdivision, and in return for chis benefit
the city may require him to dedicate a portion of his land for park purposes
whenever the influx of new residents will increase the need for park and recrea-
tional facilities. . . . Such exactions have been compared to admittedly valid
zoning regulacions such as minimum lot size and setback requirements.>*

As to the second requirement, California courts required that exactions bear
only some reasonable relationship to the needs created by the development. In
Walnut Creek, the court rejected any direct or rational nexus theory, stating that
an ordinance requiring dedication or in-lieu fees ““‘can be justified on the basis of
a general public need for recreacional facilities caused by present and future
subdivisions.”?® :

This broad rationale was virtually eliminated by the United States Supreme
Court in Nollan v. California Coastal Commission.®® Decided on the lasc day of
the Court’s 1987 term, Nollan deals ostensibly with beach access. Plaintiffs
sought a coastal development permit from the California Coastal Commission in
order to tear down a beach house and build a bigger one. The Commission
conditioned che permit on the granting of an easement to permit the public to
use one-third of the property on the beach side. For the privilege of substan-
tially upgrading a beach house, the owner was forced to dedicate to the public

3% 107 S. Ct. 3141 (1987).

33 4 Cal. 3d 633, 94 Cal. Rptr. 630, 484 P.2d 606 (1971).
I4. ac 644-45, 94 Cal. Rptr. at 639, 484 P.2d at 615.
1d. ar 638, 94 Cal. Rpu. at 634, 484 P.2d at 610.

107 S. Ct. 3141 (1987).

2 &8¢
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lateral access over much of his backyard for more beach for the public to walk
upon, The California Courc of Appeals had held this was a valid exercise of the
Commission’s police power under its statutory duty to protect the California
Coast. The United States Supreme Court reversed. Noting that the taking of
such an access over private property by itself would requite compensation, the
Court then examined whether the same requirement, imposed under the police
or regulatory power of the Commission rather than under its powers of eminent
domain, would modify the “just compensation™ requirement.

The Court held that it did not and that compensation was required. The
rationale of the Courr is critical. The Court observed that land use regulations
do not effect takings if they substantially advance legitimate state interests and
do not deny an owner the economically viable use of his land. But even assum-
ing (without deciding) that legitimate state incerests include, in the Commis-
sion’s words, protecting public views of the beach and assisting the public in
overcoming the psychological barrier to the beach created by overdevelopment,
the Coure could not accept the Commission’s position that there was a mexus
between these interests and the condition attached to Nollan’s beach house
redevelopment:

Ic is quite impossible to understand how a requirement that people already on
the public beaches be able to walk across the Nollans' property reduces any obsta-
cles to viewing the beach created by the new house. It is also impossible to
understand how it lowers any ‘““psychological bartier” to using the public beaches,
or how it helps to remedy any additional congestion on them caused by construc-
tion of the Nollans’ new house. We therefore find that the Commission’s imposi-
tion of the permit condition cannot be treated as an exercise of its land use power
for any of these purposes.®”

However, said the Court, it is an altogether different marter if there is an
“essential nexus” between the condition (read impact fee or exaction) and what
the landowner proposes to do with the property:

Thus, if the Commission attached to the permit some condition that would
have protected the public’s ability to see the beach notwithstanding the construc-
tion of the new house—for example, a height limitation, a width restriction, or a
ban on fences—so long as the Commission could have exercised its police power
(as we assumed it could) to forbid construction of the house alcogecher, imposi-
tion of the condirion would also be constitutional. Moreover (and here we come
closer to the facts of the present case), the condition would be constitutional even
if it consisted of the requirement that the Nollans provide a viewing spot on cheir
property for passersby wich whose sighting of the ocean their new house would

¥ Id. ac 3149.
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interfere.

The evident constitutional propriety disappears, however, if the condition sub-
sticuced for the prohibition utterly fails co furcher the end advanced as the justifi-
cation for the prohibition. {Tlhe lack of nexus between the condition and the
original purpose of the building restriction converts that purpose into something
other than what it was. The purpose becomes, quite simply, the obtaining of an
easement to serve some valid governmental putpose, but without payment of
compensation. Whatever may be the outer limits of “legitimate state interests” in
the takings and land use context, this is not one of them 3

In short, the Supreme Court appears to have adopted the “rational nexus”
test concerning exactions, in-lieu fees and impact fees over the broader Califor-
nia rule which apparently affected the imposition of the condition on the Nollan
property. The case also means that naked linkage programs, which seek to im-
pose fees, dedications and conditions on the development process merely be-
cause the developer needs a permit and the public sector needs an unrelated
public project, are in all probability also illegal. As one well-known commentca-
tor suggests in comments upon a proposed Chicago ordinance:

It will be difficult enough to sustain a housing linkage program on the ground
chac there is a reasonable relationship between the construction of commercial
office space and the need for additional housing. It will be even more difficult to
demonstrate that connection when the exacted payments are used for a variety of
unknown neighborhood development projects.®®

Following the lead of the first (and still valid) requirement of Walnut Creek,
California courts have upheld the use of impact fees as a proper exercise of a
municipality’s police power. In J.W. Jones Co. v. City of San Diego,*® the Court
of Appeals held that San Diego could use its police power to impose "facilities
benefit assessments” (FBA’s) on developers in order to fund a broad spectrum
of public improvements including water, sewer, roads, parks, transit and trans-
portation, libraries, fire stations, school buildings and police stations.*’ FBA
payments were earmarked for the area of benefit and solely for the purpose for

38 Id. ar 3147-48.

3% Smith, From Subdivision Impyovemens Requirements to Community Benefit Assessments and
Linkage Payments: A Brief History of Land Development Exactions, 50 LAw & CONTEMP. PROBS. 5,
28 (1987). Sec alto Bosselman & Stroud, Land Development Linkages, supra note 2; Valla,
Linkage: The Nex: Stop in Developing Exactions, GROWTH MGMT. STUD. NEWSL.,, June 1987, at 4,
Kayden & Pollard, Linkage Ordinances and Traditional Exactions Analysis: The Connection Be-
tween Office Development and Housing, 50 Law & CONTEMPT. PROBS. 127 (1987).

40 157 Cal. App. 3d 745, 203 Cal. Rptr. 580 (Dist. Ce. App. 1984).

41 Id. at 749, 203 Cal. Rprr. ar 582-83.
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which the fee was levied.*? The court rejected a challenge that the FBA's were
an invalid tax, finding that the new development paying the fees was ade-
quately benefited from the improvements since the FBA's were tied closely to
the planning process. The court also examined the underlying policy of what the
City was trying to do in controlling explosive growth: ““The vision of San Di-
ego’s future as sketched in the general plan is attainable only through the com-
prehensive financing scheme contemplated by the FBA.'*®

As these decisions demonstrate, the California test grants broad discretion to
municipalities in the area of development exactions. Because of the underlying
rationale of development as a “privilege,” developers rarely succeed in challeng-
ing fees imposed as a condition of development. The standard employed by the
California courts in reviewing such fees is, however, less stringent than the ra-
tional nexus test applied by the majority of other jurisdictions.*¢

si1.  The Specifically and Uniquely Attributable Test: Impact Fees Stillborn?

A shrinking minority of jurisdictions apply the specifically and uniquely at-
tributable test, primarily in cases involving dedication and/or in-lieu fees. Illi-
nois has in the past made the most prolific use of this test, established in Pio-
neer Trust & Savings Bank v. Village of Mount Prospect.*® There, a developer
challenged the validity of an ordinance requiring subdividers to dedicate one
acre per 60 residencial lots for schools, parks, and other public purposes. The
Illinois Supreme Court said:

But because the requirement that a plac of subdivision be approved affords an
appropriate point of control with respect to costs made necessary by the subdivi-
sion, it does not follow that communities may use this point of control to solve all
of the problems which they can foresee.*®

To be considered a reasonable regulation under the police power, requirements
imposed upon the subdivider must be within the statutory grant of power to
the municipality, and must be “specifically and uniquely attribucable’ to his
development. The need for additional school and recreational facilities, although
admittedly aggravated by the 250-unic subdivision, was not specifically and
uniquely actributable to the new development and thus, should not be “cast
upon the subdivider as his sole financial burden.” The fact that the present

43 Id. at 749-50, 203 Cal. Rper. ac 583.

4 Id. at 758, 203 Cal. Rper. ac 589.

44 See Parks v. Watson, 716 F.2d 646, 653 (9th Cir. 1983).

48 22 1. 2d 375, 176 N.E.2d 799 (1961).

¢ Id. ar 379-80, 176 N.E.2d at 801 (quoting Rasen v. Village of Downers Grove, 19 Ill. 2d
448, 167 N.E.2d 230 (1960)).
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school facilities of Mount Prospect were near capacity was the result of the fora/
development of the community.*” Therefore, the dedication requirement was
held to be an invalid taking without just compensation.

Rhode Island briefly adopted the Pioneer Trust test in Frank Ansuini, Inc. v.
City of Cranston.*® The court struck down a city regulation requiring subdivid-
ers to dedicate at least seven percenc of the land area of the proposed plat to che
city to be used for recreation purposes. It held that the involuntary dedication
of land is a valid exercise of the police power only to the extent that the need
for the land required to be donated results from the “‘specific and unique activ-
ity attributable to the developer.”*?

The New Hampshire Supreme Court recently applied the specifically and
uniquely accributable test in a similar case, J.E.D. Associates v. Town of Atkin-
son.%® The court struck down as an unconstitutional taking an ordinance requir-
ing each subdivision developer to dedicate seven and one-half percent of their
total acreage or pay a proportionate fee for playgrounds or for other town use.

By applying the reserictive Pioneer Trust test to developer exactions, courts
imposed substantially the same requirements as a special assessment, thus effec-
tively precluding their use for most extra-development capital funding purposes.
The Pioneer Trust test quickly became difficult to reconcile with local govern-
ments’ planning and funding problems caused by rapidly accelerating develop-
ment. Consequently, state courts began curning away from this restrictive stan-
dard.®* Indeed, both Nlinois and Rhode Island appear to have abandoned it
altogether 52

b.  Authority

\

In analyzing the validity of impact fees and other developer exactions, many
courts firse inquire whether the local government has sufficient authority to im-
pose the fee.®® However, lack of explicit enabling legislation is rarely facal. Most
jurisdicrions lack specific legislative authority for impact fees, though several
have recently enacted such statutes. Most courts find authority in one or a com-
bination of the following sources: (1) the home rule powers granted to munici-
palities by the state constitution; (2) state statutes empowering local govern-
ments to regulate in the general areas of zoning, planning, subdivisions, or in

47 Id. ar 381, 176 N.E.2d at 802,

*® 107 R.L 63, 264 A.2d 910 (1970).

4 Id ar 71, 264 A.2d at 914.

50 121 N.H. 581, 432 A.2d 12 (1981).

J. Juergensmeyer, Funding Infrastructure, supra note 19,

% Krughoff v. City of Naperville, 68 Ill. 2d 352, 369 N.E.2d 892 (1977).
3 . Juergensmeyer, Funding Infrastructure, supra note 19, at 23, 25.
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specific areas like wacer and sewer; or (3) in a state statutes’ general welfare
clause.

i.  Broad Interpretation of Police Power

The California courts have found authority for impact fees and exactions on
developers in a broad interpretation of the home rule powers of municipalities
set forth in the California Constitution. Such fees and exactions are uniformly
upheld as a valid exercise of police power as long as they are ‘“‘reasonable’” and
not arbitrary.®* As to the police power, the California Constitution states that
"“a county or city may make and enforce within its limits all local, police, sani-
tary and other ordinances and regulations not in conflict with general laws. '®®
The leading California case which established developer exactions as a valid
exercise of a municipality’s police power is Asseciated Home Builders, Inc. v. City
of Walnut Creek.®® Following the lead of Walnut Creek, the California courts
have upheld the use of impact fees as a proper exercise of a municipality’s
police power.%”

In Amberst Builders v. City of Amberst,"® the Ohio Supreme Court also inter-
preted its state constitution broadly to find authorization for a municipality to
impose ‘‘connection’” fees to fund capital improvements to the city sewer
system:

It is well-settled that Section 4, Article XVIII, grants a municipality broad power
ta own and operate public utilities, and that a municipal sewage system is a type
of “public utility” by that constitutional provision. There can be no doubt that,
in order to exercise that power, a municipalicy must be able to impose charges
upon the users of the system to defray the costs of both its construction and
operation . . . . When this unimproved land is developed, the tap-in charge is
imposed so that these new users will now assume a fair share of the original
construction costs, thereby reimbursing the community for the previous benefic
received.®®

® D. CurTIN, DEDICATIONS, EXACTIONS AND IN LIEU FEES; THE INVERSE CONDEMNATION-
TAKING ISSUE (1986).

88 CaL CONST. art. XI, § 7.

8 4 Cal. 3d 633, 644-45, 94 Cal. Rptr. 630, 639, 484 P.2d 606, 615 (1971).

%7 In J.W. Jones Co. v. City of San Diego, 157 Cal. App. 3d 758, 203 Cal. Rptr. 580
(1984), the Court of Appeals held that San Diego could use its police power to impose “facilities
benefit assessments’” (FBA's) on developers in order to fund a broad spectrum of public improve-
ments including wacer, sewer, roads, parks, transit and transportation, libraries, fire stations,
school buildings and police stations.

8 61 Ohio St. 2d 345, 402 N.E.2d 1181 (1980).

* Id. at 347, 402 N.E.2d ac 1183.
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Unail 1985, Florida lacked specific stacutory auchority for impact fees. De-
spite the absence of express enabling legislation, Florida courts have interpreted
the home rule powers of local governments broadly in upholding cheir authority
to impose impact fees. Home rule powers of municipalities and counties come
from different sources. Municipalities receive home rule powers from the Florida
Constitution: “‘Municipalities shall have governmental, corporate and proprie-
tary powers to enable them to conduct municipal government, perform munici-
pal functions and render municipal services, and may exercise any power for
municipal purposes except as otherwise provided by law.”"®® These home rule
powers are further broadened by the Municipal Home Rule Powers Act which
provides that “‘the Legislature recognizes that pursuant co the grant of power set
forth in . . . the State Constitution, the legislative body of each municipality
has the power to enact legislation concerning any subject matcer upon which the
state Legislature may act.”"®!

In Contractors & Builders Association v. City of Dunedin®® the Florida Su-
preme Court held that a water and sewer impact fee ordinance was authorized
under article VIII, section 2(b) of the state constitution, even though the court
eventually struck down che ordinance on the grounds that it did not sufficiently
restrict the uses of fees collected. Since no state laws existed governing impact
fees for capital improvements, the municipality was free to act:

“Under the constitution, Dunedin, as the corporate proprietor of its water and
sewer systems, can exercise the powers of any other such proprietor (except as Fla.
Stat. [sections 180.01-.31} or statuces enacted hereafter, may otherwise provide)
. . . . Implicit in the power to provide municipal services is the power to con-
scruct, maintain and operace the necessary facilities.'™3

In granting home rule powers to counties, the Florida constitution differenti-
ates between charter and non-charter counties: ‘‘Counties operating under
county charters shall have all powers of local self-government not inconsistent
with general law, or with special law approved by vote of the electors.”®* This
delegation of powers is equivalent to the broad home rule powers granted mu-
nicipalities. In Hollywood, Inc. v. Broward County,®® the court held that the
constitutional provision cited above authorized the county to enact an impact
fee ordinance for parks:

%0 F1a. CONST. art. VIIL, § 2(b) {1968).

8 FLA, STAT. § 166.021(3) (1979) {(citing FLA. CONST. are. VIII, § 2(b) (1968)).

%2 329 So. 2d 314 (Fla. 1976).

% 14. at 319 (quoting Coolesey v. Utilities Comm'n, 261 So. 2d 129, 130 (Fla. 1972)).
® FLa. CONST. are, VIIL, § 1g) (Supp. 1968).

% 431 So. 2d 606 (Fia. Dist. Ct. App. 1983).
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Through this provision, the people of Florida have vested broad home rule pow-
ers in charter counties such as Broward County. . . .

The people have said that charter county governments shall have all the powers
of local government unless the state government takes affirmative steps to pre-
empt local legislation . . . . In the absence of preemptive federal or state statu-
tory or constitutional law, the paramount law of a charter county is its charter,%®

Non-charter counties, on the other hand, must find a source of enabling
legislacion to authorize their actions.®” Various sources of enabling legislation
have been broadly interpreted to authorize non-charter counties to enact impact
fee ordinances. In Home Builders & Contractors Association v. Board of County
Commissioners,®® the court found authority for Palm Beach County to impose a
roads impact fee in a state statute granting counties broad powers to carry on
county government:

(1) The legislative and governing body of a county shall have the power to carry
on county government. To the extent not inconsistent with general or special law,
this power shall include, but shall not be restricted to, the power to:

(m) Provide and regulate arterial, toll, and othet roads, bridges, tunnels and re-
lated facilities . . . .

(w) Perform any other acts not inconsistent with law which are in the common
interest of the people of the county, and exercise all powers and privileges not
specifically prohibited by law.*®

The court emphasized that “one of the legislative purposes in passing Chapter
125 was to enable local governments to govern themselves without the necessity
of running to the legislature every year for authority to act.””®

In 1985, cthe Florida Legislacure enacted the Local Government Comprehen-
sive Planning and Land Development Regulation Act that substantially
amended the state’s major land development laws and created explicit statutory
authority for impact fees for the first time.??

ii. Implied Authority from Enabling Statutes

While not recognizing such broad home rule powers of local governments as
California and Florida, other states have upheld impact fees as valid exercises of

® Id. at G09.

®7 Fia. CONST. art. VIII, § 1(f) (Supp. 1986).

8 446 So. 2d 140 (Fla. Dist. Ce. App. 1983).

¢ 1d. ac 142 (quoting FLa. STAT. §§ 125.01(1)(m) & (w) (1981)).
0 Id. at 143,

™ Bosselman & Stroud, Legal Aspects, supra note 1, at 549-50.
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local government authority by implication from a variety of statutory sources. In
Coulter v. City of Rawlins,"® the Wyoming court held that the enactment of
impact fee ordinances for water and sewer was not a constitutional home rule
power of the municipality and thus was subject to express legislative control.
After an extensive review of the City’s enabling legislation, the court found
implied authority to impose impact fees for water and sewer connections. Gen-
eral powers granted to cities included taking any action necessaty to establish,
aleer and regulate public water sources. In addition, zoning powers included
power to enact zoning regulations to “facilitate adequate provisions for transpor-
tation, water, sewerage, schools, parks, and other public requirements.””’® Another
statute empowered municipalities to ‘‘take any action necessary to establish,
purchase, extend, maintain and regulate a water system for supplying water to A
its inhabitants and for any other public purposes’ and to charge rates for such
services.” Reading all of these statutes together, the court held:

Given the above authorities, we come to the conclusion that the Wyoming stacu-
tory provisions previously cited grant the City of Rawlins the power to levy the
sewer and water connection charges . . . . Although no cited statuce specifically
provides that cities and towns ate authorized to charge new users a certain speci-
fied fee for connecting or hooking up with the sewer and water systems, we
concluded chat the authority for such ordinances as those enacted by the City of
Rawlins, in this case, can be fairly and necessarily implied from the powers ex-
pressly granted in the statutes.”

In City of Arvada v. City of Denver,’® the Colorado Supreme Court held that
the city was authorized to enact an ordinance imposing a “‘development fee” on
all new users connecting into the city water system for the purposes of future
development. The court looked to enabling legislation giving municipalities the
power to collect from users any rates, fees, or charges for services furnished in
connection with water facilities.” The court stated:

While the imposition of a development fee as such is not authorized in this
section, we hold thac such a charge is within the general contemplation of ¢his
broadly worded statute . . . these provisions reveal that the General Assembly
intended to give municipalities broad, general powers to construct, improve and
extend all the facilities necessary to operate a viable water system, and thac this

2 662 P.2d 888, 895 (Wyo. 1983).

78 1d. at 896 (emphasis in original).

™ Id. ac 897-98.

™ 1d. at 900; see also Krughoff v. City of Naperville, 68 Ill. 2d 352, 369 N.E.2d 892 (1977).
7¢ 663 P.2d 611 (Colo. 1983).

77 Id. at 614,
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power includes authorization to accumulate a fund for future development.™

iii. Broad Interpretation of General Welfare Clause

Other states have interpreted the general welfare clause of various state stat-
utes as an independent soutce of municipal power, broad enough to confer
power to enact impact fees and other developer exactions. For example, in the
leading Utah case of Call v. City of West Jordan,™ which upheld an ordinance
requiring dedication of land or in-lieu fees for park and recreation facilities as a
condition of subdivision, the court reviewed a series of statutes enabling cities
to regulate for the health, safety, and general welfare and to regulate planning
and subdivisions:

If the above statutes are viewed together, and in accordance with their intenc and
purpose, as they should be, it seems plain enough that the ordinance in question
is within the scope of authority and responsibility of the city government in the
promotion of the “‘health, safety, morals and general welfare” of the
community.®®

The Utah Supreme Court also relied on the general welfare power of municipal-
ities in upholding an ordinance requiring *‘connection fees" to defray the costs
of a new sewer system. “In Utah, municipalities are granted broad powers for
the protection of the health and welfare of their residents. Among these powers
is the statutory authority to establish and maintain public utilities for the bene-
fit of those residents.”’®* The authority of local governments in Ucah to impose
impact fees is now well established. Citing Ca// and Rupp, the Utah Supreme
Court, in Banbersy Development Corp. v. South Jordan City,%? stated, “‘These
. . . decisions have resolved the legality of water connection and park improve-
ment fees designed to raise funds to enlarge and improve sewer and water sys-
tems and recreational opportunities, as well as the legality of conditioning water
hookups or plat approval on their collection.””®®

iv. Statutory Authority

Despite the general tendency of courts to find numerous grounds to uphold

" 1d. at 614-15.

"® 606 P.2d 217 (Utah 1979).

8 Id. at 219.

* Rupp v. Grantsville City, 610 P.2d 338, 339-40 (Urah 1980).
9 631 P.2d 899 (Utah 1981).

% Id. at 901,
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impact fees without statutory authority, several commentators have suggested
that such statutes would be useful.® Indeed, Texas, Florida and Illinois have
enacted such statutes, in part as a resule of court rulings striking down impact
fees and in part in order to clarify or limit the application of impact fees to
specific categories of public facilities.

The most publicized of these statutes is that of Texas.®® Largely a reaction to
Texas decisions implying chat home-rule communities in Texas might have the
unrestricted right to levy impact fees,®® the statute limits the levy of impact fees
to specific public improvements: water supply, treatment and distribution; was-
tewater collection and treatment; scormwater drainage and flood control, and
cercain roadway facilities.®” The balance of the statute appears primarily di-
rected toward limiting overreaching local governments in the levying and collec-
tion of impact fees. Thus, fees may not be levied until a local government has
substantially documented the need for such fees by creating public facility ser-
vice areas, making growth and land use projections therefore, calculating the
cost of new and expanded facilities which will be required (carefully segregating
out the repair and rehabilitation of existing facilities) and development of a
conversion matrix to aid in calculating and applying fees. The fee itself is de-
rived by dividing “service units" into capital improvement costs.®® Funds col-
lected must be deposited in trust funds, one each for each type of capital facil-
ity, and refunded within ten years if not spent as anticipated.®® While
assessment of the fee early in the development process is encouraged, so is late
collection,®®

While there appear to be sound arguments for authority of Illinois munici-
palities to adopt impact fees without specific enabling legislation,®® the state
adopted a limited authorization statute in 1987.° The purpose of the statuce is
to permit county legislative bodies in those counties within certain limited pop-
ulation ranges to levy transportation impact fees on new developments with

8 Larsen & Zimet, Impact Fees; Et Tu, Ulinois? 21 J. MARSHALL L. REV. 489 (1988); Lil-
lydahl, Nelson, Ramis, Rivasplata & Schell, The Need For a Standard State Impact Fee Enabling
Act, 54 J. AM. PLAN. A 7 (1988); T. MORGAN, THE EFFECT OF STATE LEGISLATION ON THE LAw
OF IMPACT FEES, WITH SPECIAL EMPHASIS ON TEXAS LEGISLATION (1988); Taylor & McClendon,
Impacs Fee Enabling Legislation: A New Approach to Exactions 11 Zoning & Plan. Law Rep. 9
(1988).

® Tex. Rev. Cv. STAT. ANN. art. 1269j - 4.11 (Vemon 1987).

8¢ Eg., City of College Station v. Turtde Rock Corp., 680 S.W.2d 802 (Tex. 1984).

87 Tex. Rev. Civ. STAT. ANN. art. 1269j - 4.11 §1(2) (Vernon 1987).

88 Id. at §§ 1(5), 1{9), 1(10), 2(d) & 2(j).

® Id. at § 5(c).

%0 Id. § 2(e). For general analysis of the Texas Statute, see T. MORGAN, supra note 84; Taylor
& McClendon, supra note 84.

®! Larsen & Zimet, supra note 84.

92 42 ItL REV. STAT ch. 121, T 5-608 (1987).
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access (direct or indirect) to county road or state highway systems. The fee must
be calculated on the bases of the estimated traffic the new development is ex-
pected to generate, together with that which is needed to maintain service. The
legislation contemplates the creation of transportation districts, and the money,
to be placed in special funds as collected, must be spent either in the district in
which the development paying the fee is located, or in areas immediately
adjacent.?®

Both stacutes are clearly limited in cheir application and may have the effect
of foreclosing other impact fees on the ground of state preemption unless courts
can be convinced of the existence of some sort of “‘shared power™ doctrine. The
potential problem is illustrated in New Jersey which has a relatively recent land
development exactions statute sufficiently narrow (and narrowly interpreted by
the courts in the state) that there are presently calls for enabling legislation to
make impact fees legal.®

¢.  Plan Implementation

Impact fee ordinances should implement comprehensive plans. This helps
insure that the ordinance ties the fees to needs generated by new development
and that the planned improvements adequately benefit the development paying
the fee.

A recent Arkansas decision, City of Fayetteville v. IBl, Inc.,*® emphasizes this
poinc. The court invalidated a park impact fee ordinance because the city did
not have a sufficiently definite plan for parks and park facilities to justify the
fee.® If a fee is to be collected from new development for park acquisition
and/or park facilities construction, then the jurisdiction should have a plan for
parks and should have a standard for park facilities against which the validity
and fairness of the patks impact fee can be judged. Courts have held that a
payment of a fee by a developer in exchange for plat approval for acquiring and
developing county parks was a valid exercise of the police power, approving of
the county park program establishing a ratio of three acres for every thousand
residents and restricting the funds to be used to an area within fifteen miles
from the development which paid the fees.?”

Tying impact fees into the general plan helps insure that the court will view

hadlt 2

* Note, Impact Fees in New Jersey: Allocating the Coss of Land Development, 19 RUTGERs LJ.
341 (1988).

9 281 Ark. 63, 659 S.W.2d 505 (1983); see Kaiser & Mentes, Pesmissible Parameter of Park
Exactions, 65 U. DETROIT L. REV. 1, at 19-20 (1987).

# 281 Ark. at 67, 659 S.W.2d ar 507.

¥ See Hollywood, Inc. v. Broward County, 431 So. 2d 606, 607-08 (Fla. Dist. Ce. App.
1983).
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the fees as valid development regulations, rather than illegal taxes. It is useful to
lay the foundation for impact fees within the comprehensive plan itself and
then implement them through regulatory ordinances that are consistent with the
plan. Often, it is necessary to amend an existing comprehensive plan to make it
a suitable basis for impact fees.®®

In Hillis Homes, Inc. v. Public Utility Distric1,*® the Washington Supreme
Court upheld a “‘general facilities charge’’ imposed for the purpose of funding
capital improvements to the water system. There, the court held that the fee
was authorized by statute, was not invalid as a tax, and was neither unreasona-
ble nor discriminatory since it resulced from a classification based upon relative
benefits received by each like group of customers. The general facilities charge
was based on a detailed long range plan identifying facilities needed for the
water system to serve anticipated new customers for the next ten years. Based
on this analysis, a series of projects were identified and the cost allocated to the
new customers. A separate charge was developed for each class of customer:
single family, multi-family, commercial/industrial and other. The monies col-
lected are restricted to paying for the new customers’ share of the improve-
ments, either directly to fund the construction of the improvements or indirectly
to pay for the new customers’ share of the debt service of the revenue bonds.!*®

On the other hand, judicial reaction to impact fees wirhout such a plan (espe-
cially if the question of authority is not adequately resolved) is demonstrated by
Coronado Development Co. v. City of McPherson.'®? The Supreme Court of Kan-
sas held chat the municipality did not have the authority to require a developer
to dedicate ten percent of his total acreage or the cash equivalent for public
parks. The in-lieu fees received were to be placed into a special fund restricted
only for the purpose of purchasing land for public areas.’®® The court construed
the zoning enabling authority narrowly because the court decided the power to
regulate subdivisions did not extend to requiring the payment of an in-lieu fee
that was noc sufhciently earmarked. In addition, the location of the park was
not mapped anywhere:

The foregoing statute specifically grants auchority to make regulations for conven-
ient open spaces for recreation (parks and playgrounds) in accordance with the
mapped plan. It would appear to go no further. It is not authority for a regulation
requiring the developer to pay ten percent of the appraised value of the platted
area to the city in the event that - as is here stipulated and conceded - there arte

98 See Roberts, Funding Public Capital Facilities: How Commanity Planning Can Help, in THE
CHANGING STRUCTURE OF INFRASTRUCTURE FINANCE 15-16 (J. Nicholas ed. 1985).

® 105 Wash, 2d 288, 714 P.2d 1163 (1986).

190 14, ac 290, 714 P.2d at 1165-67.

101 189 Kan. 174, 368 P.2d 51 (1962).

19% 1d. ac 174, 368 P.2d at 51-52.
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not public open spaces required by the planning commission and the governing
body, within the subdivision, by any plan, mapped or otherwise . . . . Indeed, a
careful analysis of the statute compels a conclusion there is nothing in any of its
provisions auchorizing the assessment of money as a revenue measure for ozher
public areas 28

d. The “Uniformity” Issue and Equal Protection

An impact fee must be fairly and equitably levied among similasly sicuated
landowners whose developments are contributing to the need for public facili-
ties. However, courts do not require perfecs uniformity. Thus the Supreme
Court of Colorado upheld the constitutionality of a municipal ordinance impos-
ing “facilities development fees’’ as a condition to connection with the sewer
system. Plaintiffs, owners of apartment buildings, challenged the ordinance as
an invalid tax and a violation of equal protection since it required only new
customers to pay the fees. The court held that since new connections are more
directly related to the need for increased capacity than old connections, there is
a rational basis for the distinction made by the ordinance.'®

The New Jersey courts have decided a line of cases upholding the validity of
connection fees imposed to fund capital improvements to water and sewer sys-
tems based on equality between old and new users. The leading case establish-
ing the validity of such fees is Airwick Industries v. Caristadt Sewerage Author-
ity.1% There, the court upheld connection fees imposed by the Authority to pay
off bonded indebtedness incurred in building a new sewer system. The court
recognized that both improved and unimproved properties benefit from the
increased capacity of the system:

[The legislature intended that the installation and conscruction costs, i.e., debt
service charges, should in che first instance be financed by the aceual users but
should ultimately be borne by all the properties benefited, including the unim-

~ proved lands. For that reason there was provided a charge in the nature of a
connection charge to be imposed upon unimproved properties in order that they
assume a fair share of the original construction costs when they become improved
properties.}%®

103 1d. ar 175, 368 P.2d at 53 (emphasis added).

1% Loup-Miller Constr. Co. v. City & County of Denver, 676 P.2d 1170, 1173-75 (Colo.
1984).

08 57 NJ. 107, 270 A.2d 18 (1970).
108 17 ac 122, 270 A.2d ac 26.
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e. Calculation of Fee

An impact fee ordinance must connect the fee charged to needs generated by
the new development and benefits conferred. Calculation of fees should be tied
to a study, report, or plan based on an analysis of the new development’s im-
pact on the public facility. For example, most water and sewer impact fees are
based on the amount of flowage required by a certain type of development. The
analysis should demonstrate that the capital improvements planned with the
funds collected are necessitated at least in part by the fee payer and that fees
collected will adequately benefit the new development paying the fee.%?

One way to show this is when the fee paid is less than the cost to the system
of accommodating the new users. In Amberst Builders Association v. City of
Amberst,*®® the schedule of fees was based on average sewage flow for various
types of structures, as estimated by the Environmental Protection Agency, re-
sulting in a fee of $400 for a single family home. In response to charges that
the fee was invalid, the city introduced evidence demonstrating that the *capi-
tal cost” of each connection (the cost of facilities required to service each new
user of the system) was an average of $1,186 per connection:

While it is true thac the $1 per gallon charge is not a mathematically precise
estimate of the cost of service to each new user, appellant is hard-pressed to assert
this as a basis for invalidating the ordinance when one considers that the resultant
$400 fee is much less than the figure derived from a more precise analysis.’®®

The court also noted that, by keying the schedule to the Environmental Protec-
tion Agency guidelines, the city was attempting to make the fee of each new
user proportionate to the gallons of sewage flow contributed by a particular type
of structure. ““Thus, the fee attempts not only to equalize the burden between
present and new users, but also among the latter, depending on the burden each
puts on the system.”1°

Similarly, in Dunedin, the Florida Supreme Court noted that the water and
sewer connection fees imposed were less than the costs the city would incur in
accommodating new users of its water and sewer systems, leading the court to
reject characterizing the fees as taxes.’*! The court stated that “[rlaising expan-

107 . NICHOLAS, AMERCIAN PLANNING ASSOCIATION, THE CALCULATION OF PROPORTIONATE-
SHARE IMPACT FEEs, (1988); J. Nicholas, Flordia's Experience With Impact Fees, in THE CHANG-
ING STRUCTURE OF INFRASTRUCTURE FINANCE (J. Nicholas ed. 1985) [hereinafter Florida’s Experi-
ence), Nicholas & Nelson, Determining the Appropriate Developmens Impact Fee Using the Rational
Nexus Test, 54 J. AM. PLAN. A. 56 (1988).

108 61 Ohio St. 2d 345, 349, 402 N.E.2d 1181, 1182 (1980).

108 Jd. ac 352, 402 N.E.2d ar 1184,

10 4., 402 N.E.2d at 1184.

M1 Contractors & Builders Ass’'n v. City of Dunedin, 329 So. 2d 314, 318 (Fla. 1976).
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sion capital by setting connection charges, which do not exceed a pro rata share
of reasonably anticipated costs of expansion, is permissible where expansion is
reasonably required, if use of the money collected is limited to meeting the costs of
expansion.” 12

The sewer and water “development fee”” ordinances in Milton L. Coulter v.
City of Rawlins,'*® were upheld even though the city did not demonstrate how
it arrived at a fee schedule. The facts state only that the city estimated a need
for $36,000.00 in capital improvements to expand the sewer and water system
to meet population projections, according to a plan developed by the city.}!*
However, the dissent noted that nothing in the record showed that new users
were not paying all, or a disproportionate part of the capital cost of a water and
sewer system for the city:

[Tlhere is absolutely nothing in the record to reflect the relacionship of the
amount of such fees with any aspect of the annexed area . . . . The $750.00
and $1,000.00 figures seem to have been plucked ouc of thin air . . . .
Somewhere in the scheme of this situation, we must set guidelines of reasonable-
ness, or fairness, or uniformity. We cannot say that once a charge is called a
“fee,” it will have no perimeters, or fairness, or uniformiry.''®

In Lafferty v. Payson City,"*® an impact fee imposed partly for sewer and water
was struck down by the Utah Supreme Court because the ordinance did not
specify what the funds collected would be used for. The court remanded the
case for a determination of the reasonableness of the fees in accordance with the
test identified in its prior decision in Banberry Development Corp. v. South Jordan
City,"" discussed above. The court held that the municipality has ¢he burden
of disclosing the basis of its calculations to whomever challenges the reasonable-
ness of the fees,'®

The New Jersey enabling statutes for municipal utility authorities were
amended in 1986 to provide a uniform method for calculating a permissible
fair share connection fee for water and sewer systems.’'® The court quoted the
senate committee report on the amendment:

Under the uniform connection fee formula established by this bill, a connector

19 4. at 320 (emphasis added).

112 662 P.2d 888 (Wyo. 1983).

14 1d. ac 890.

118 1d. ac 905 (Rooney, C.J., dissenting in part).

116 642 P.2d 376 (Utah 1982).

17 631 P.2d 899 (Utah 1981).

118 1d. at 904.

1% Meglino v. Township Comm. of Eagleswood, 103 N.J. 144, 510 A.2d 1134, 1143
(1986).
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will pay a charge based upon the actual cost of the physical connection, if made
by the authority, plus a fair payment towards the cost of the system. The fair
payment is to be computed by deducting from the total debt service and capital
expenditures previously made by the authority the amount of all gifts, contribu-
tions or subsidies received by the authority from any federal, state or local gov-
emnment ot private person. The remainder is then divided by the number of
service units served by the system, and the results are apportioned to the connec-
tor based upon the number of service units atrributed to him.

The bill requires that, in attributing service unics to a connector, the estimated
daily flow of water or sewerage for the connector shall be divided by the average
daily flow for an average single family home in che auchority’s district. This per-
mits the auchority to actribuce a larger number of service units to a commercial
building, for instance, than to a single family home,}3°

Broward County, Florida, calculates road fees using a sophisticated computer
model called TRIPS (Trafhc Review and Impact Planning System). There is no
road impace fee schedule as such. Instead, each requested plat approval is sub-
ject to analysis by TRIPS. TRIPS performs four essential tasks: (1) it estimates
the traffic impact of each development; (2) it evaluates the capacity of road
segments that are likely to be impacted; (3) it estimates the cost of improve-
ments; and (4) it calculates the development’'s fair share of the cost of the
planned improvements,'*!

Impact fees can be computed wicthout computers as, for example, in Palm
Beach County. The Palm Beach County road impact fee system is based upon a
set of data which showed that: (1) the average cost of a road was $300,000 per
lane mile; (2) chat traffic varied by land use types; (3) that average trip length
was six miles; (4) that road capacity was 6,000 trips per day at a certain level of
service."® In Home Builders & Contractors Association v. Board of County Com-
missioners,}3® che court stated:

{Tihe Palm Beach County ordinance in question here was crafted with Dunedin’s

120 14, 510 A.2d ac 1134,

31 Frank, How Road Impact Fees Are Working in Broward County: The Computer Model, PLAN-
NING, June 1984, at 15. For detailed computacion of impact fees as well as examples from many
fee ordinances, see J. Nicholas, Florida's Experience, supra note 107.

182 ) Nicholas, Florida's Experience, supra note 107 at 54. The fee for a single family home
was decermined to be $1,800, but was reduced to one sixth chat amount or $300, for che
following reasons: First, the county was receiving road tevenues from the state motor fuels tax and
from a road and bridge property tax, thus reducing its gross costs; second, reducing the fees
allowed foom for error in the formula components. Third, when the impact fee ordinance was
litigated, the one-sixth fee schedule insured that the “Dunedin Test” (which requires that the fee
cannot exceed the pro rata share of costs attributable to the new development) was met. Id. at 54-
56.

139 446 So. 2d 140 (Fla. Dist. Cr. App. 1983).
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lessons in mind. The present ordinance recognized that the rapid rate of new
development will require a substantial increase in the capacity of the county road
system. The evidence shows that the cost of construction of additional roads will
far exceed the fair share fees imposed by the ordinance. In fact the county sug-
gests that under the ordinance the cost will exceed the revenue produced by
eighty-five percent.'**

The court also noted that “{c}he formula for calculating the amount of the fee is
not rigid and inflexible, but rather allows the person improving the land to
determine his fair share by furnishing his own independent study of traffic and
economic data in order to demonstrate that his share is less than the amount
under the formula set forth in the ordinance.”2® The Home Builders court also
pointed out that the Palm Beach County ordinance avoided the defects inherent
in the Broward County roads impact fee ordinance litigated in Broward County
v. Janis Development Corp.**® The money generated by the Janis ordinance far
exceeded the cost of meeting the needs brought about by the new
development.'*?

All Florida local governments imposing impact fees utilize a “‘discount” or
similar reduction from net cost to encourage use of the fee schedule. The dis-
count is designed to induce developers to pay the fees rather than incurring the
expense of independent studies. The discounts also insure against violating the
court imposed prohibition against charging impact fees which are greater than
local governments’ costs.}?®

The above cases and examples demonstrate that impact fees must be ration-
ally related to needs generated by new development and benefits actually con-
ferred. As the dissent in Cow/ter pointed out, the amount of fees charged cannot

1M 14, at 145.

188 [d.

126 311 So. 2d 371 (Fla. Dist. Cr. App. 1975).

137 446 So. 2d at 144.

128 J  NICHOLAS, TECHNICAL MEMORANDUM ON THE METHODS USED TO CALCULATE FRINGE
AREA IMPACT FEES 4 (1986).

Lee County, Florida, has drafted a “‘Fringe Area Road Impact Fee Ordinance,” to im-
pose additional impact fees on outlying areas. Draft of An Ordinance Providing for che
Imposition of an Impact Fee on Land Development in the Fringe Area of Lee County for
Providing New Roads and Related Facilities in the Fringe Area which are Necessitated by
Such New Development (Aug. 27, 1986) (Lee County, Fla.). The Lee County Plan does
not provide for any public facilities to fringe areas; racher, development is allowed in these
areas only if the development provides all necessary public support facilities icself. How-
ever, experience revealed that attempting to require each development, on its own, to be
self-sustaining has many complications. Thus, the county developed fringe area impact
fees, which are imposed in addition co the existing impact fees and have the objective of
attaining the self-sufficiency for fringe area developments required by the county plan.

Id. at 1-2.
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be simply “‘plucked out of thin air.""**® Calculation of fees should be tied to an
analysis of needs and benefits to insure that fees charged sacisfy the rational
nexus test.

f. Segregation, Use and Refund of Funds: Avoidance of ‘‘Tax"

Segregating fees collected into separate accounts apart from general funds
meets the requirement that capital improvements or public facilities funded
must "‘adequately” benefit the new development which paid the fee. In Home
Builders & Contractors Association v. Board of County Commissioners*®° the court
held that benefits accruing to the community generally do not adversely affect
the validity of a development regulation as long as the fee does not exceed the
cost of the improvements serving the new development and the improvements
adequately benefit the development which is the source of the fee: “It is difficule
to envision any capital improvement for parks, sewers, drainage, roads, ot
whatever, which would not in some measure benefit members of the commu-
nity who do not reside in or utilize the new development.””*®! Earlier, Amberst
Builders Association v. City of Amberst,"®® upheld a sewer tap-in charge, requir-
ing the fees to be placed into a sewer fund, apart from general revenues.'®®

Dividing a local government into impact fee districts, depending upon the
public facilicy or capital improvement, ‘“localizes” the benefit, ensuring that
capital improvements or public facilities funded ‘‘adequately’’ benefit the new
development which paid the fee, even if the community ac large also
benefits, 34

Many impact fee ordinances and model ordinances—especially in Flor-
ida—divided their local government territory into “impact fee districes”™ or
““zones of benefit.”” A draft Charlotte County impact fee ordinance divides the
county into three zones. Sarasota County’s road and park impace fee ordinance

129 662 P.2d 888, 905 (Wyo. 1983) (Rooney, C.J., dissenting & concurring in part).

13 446 So. 2d ac 140.

181 14 ar 143.

132 61 Ohio St. 2d 345, 348, 402 N.E.2d 1181, 1184 (1980).

138 1y Coulter v. City of Rawlins, 662 P.2d 888 (Wyo. 1983}, the court held: “The limitation
on this power is the requirement that any fees collected in lieu of raw-land dedication must be
earmarked to accounts for the purpose of acquiring needed park and maintenance of existing park
facilities.” Id. at 903.

The Amberst coure distinguished an eatlier case, State ex ref/. Waterbury Dev. Co. v. Witten,
54 Ohio St. 2d 412, 377 N.E.2d 505 (1978), which struck down a warter connection fee as a tax
because the ordinance did not provide for earmarking of the funds: “The fees collected pursuant
0 Ordinance 913.07 are earmarked specifically for a Sewer Revenue Fund, while the tap-in fees
in Waterbury were not so earmarked for use,”” Ambersz, 61 Ohio St. 2d at 347 n.2, 402 N.E.2d
at 1183 n.2.

134 Juregensmeyer, Funding Infrastructure, supra note 19, ar 41.
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has two zones. A draft of Lee County road impact fee ordinance has twelve
zones and its park impact fee ordinance has fifteen zones. The Florida court in
Home Builders approved of segregating funds into forty zones, thereby localizing
the benefit, but did not explicitly require such a system.!®® Similarly, in
Hollywood, Inc. v. Broward County,*®® the court upheld a condition to plat ap-
proval to dedicate land, pay an in-lieu fee or an impact fee to acquire more
parks, favoring a restriction that the fees collected would be used for acquiring
and developing new park lands within fifteen miles of the development which
paid the fee.

Commingling the fees collected with general revenues has usually led courts
to strike down impact fee ordinances as unauthorized taxes. In the leading case
of Contractors & Builders Association v. City of Dunedin,*®® the Florida Supreme
Court upheld the concept of impact fees, but eventually scruck down the fee for
sewer and water connection for failing to sufficiently restrict the funds.!*® A
$720 impact fee for water connection met the same fate as the Ohio Supreme
Court held in State ex rel. Waterbury Development Co. v. Witten'®® the ordi-
nance was an illegal tax, after noting that fees collected were not earmarked.
Similatly, the court in Lafferty v. Payson City,**® struck down a $1,000 impact
fee per family dwelling unit tied to the issuance of a building permit on the
grounds thac: “[An} impact fee deposited in the City’s general revenues in this
case is an illegal tax.”"'**

A refund provision in an impact fee ordinance helps to ensure that the bene-
fic requirement of the rational nexus test is met. Such a provision commonly
provides that the fee payer is entitled to have fees returned if they are not spent
for the purpose for which they were collected within a reasonable period of time
after their collection. The reasonableness of the time period should probably be
tied to the capital funding planning period for the infrastructure in question.'*?

The roads impact fee ordinance in Home Builders contained a provision that -
funds collected “must be spent within a reasonable time after collection (not
later than six years) or returned to the present owner of the property.”™*® In
City of Fayetteville v. IBI, Inc.*** the Arkansas Supreme Court struck down an

135 Bosselman & Stroud, Legal Aspects, supra note 1, at 549.

18 431 So. 2d 606, 612 (Fla, Dist. Ct. App. 1983).

137 329 So. 2d 314 (Fla. 1976).

138 14, at 321.

138 54 Ohio St. Zd'412, 413, 377 N.E.2d 505, 506 (1978).

140 642 P.2d 376 (Uwah 1982).

M1 14, at 378 (footnote omitted).

M3 Jurgensmeyer, Funding Infrastructure, supra note 19, at 41-42,

43 Home Builders v. Board of Palm Beach County Comm'rs, 446 So. 2d 140, 142 (Fla.
Dise. Ct. App. 1983).

144 280 Ark. 484, 486, 659 S.W.2d 505, 506 (1983).
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ordinance requiring all developers of new residencial subdivisions to dedicate
land or pay a fee to be used for acquisition or development of parks in the
vicinity. The ordinance was struck down because (1) thete was insufficient plan-
ning for expenditure of the funds, and (2) “‘no provision for a refund to the
contributor even if the residential area should never be developed as
expected.”'1*® '

A road impact fee was struck down as a tax in Broward County v. Janis
Deyelopment,'*® when the court held:

The fee here is simply an exaction of money to be put in trusc for roads, which
must be paid before developers may build. There are no other requiremencs.
There are no specifics provided in the ordinance as to where and when these
monies are to be expended . . . . The fee being a tax, then it is improper.’*’

Although a trifle long on the issue of authority (which is not a major issue in
most cases) the LURF Report Legal Analysis chapter sets out some of the afore-
mentioned major cases'*® and principle basis for evaluating the legality of an
impact fee (the rational nexus test):™*? there must be a reasonable connection
between the fee charged and a development-generated problem which the fee
will help alleviate.’®® The chapter also discusses the less-used “‘general public
needs” test and the virtually unused ‘‘specifically and uniquely attributable”
test.’® The author reaches these tests by means of a rather superficial treatment
of the so-called “‘takings” issue®®? (a regulation of land, if it goes “‘too far’” may
be construed as a caking of property potentially leading to compensation under
the fifth amendment to the federal constitution) which is of only marginal rele-

vance,'®® even given the need to deal with the United States Supreme Court’s

4% Id. at 488, 659 S.W.2d at 508.

46 311 So. 2d 371 (Fla. Dist. Ct. App. 1975).

147 4. ac 375 (emphasis added).

148 poyING FOR GROWTH, supra note 5, at 101-10.

149 34, ac 102-10.

180 Callies, Property Rights, supra note 1, at 633; Taub, supra note 1.

'®1 PAYING FOR GROWTH, supra note 3, at 101-02 (citing Pioneer Trusz, 22 Ill. 2d 375, 176
N.E.2d 799 (1961), and Ayers, 34 Cal. 2d 31, 207 P.2d 1 (1949)).

152 See F. BOSSELMAN, D. CALLIES & J. BANTA, THE TAKING ISSUE (1973); Pennsylvania Coal
Co. v. Mahon, 260 U.S. 393 (1922); Keystone Bituminous Coal Assoc. v. DeBenedicris, 107 S.
Ct. 1232 (1987); First English Evangelical Lutheran Church of Glendale v. Los Angeles, 107 S.
Ct. 2378 (1987), Callies, Legal Aspects, supra note 1.

153 In the process, the author has generalized to the point of error by failing to distinguish
between “facial” (Keystone) and “applied’’ (Pesmn Central) challenges to land use ordinance regula-
tions made clear at the outset of land use common law at the Supreme Court level in Eudlid v.
Ambler Realty Corp., 272 U.S. 365 (1926) and Nectow v. City of Cambridge, 277 US. 183
(1927) with the result thac the tests ser out at page 100 are at best garbled and at worst mistead-
ing and inapplicable. The problem is accentuated by discussion of Hawaii’s Midkiff case, which is
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decision in Nollan v. California Coastal Commission which forms a basis for
upholding exactions of all sorts, incduding impact fees, under a nexus test.!®*
None of this—fortunately—detracts from the summary of impact fee common
law, followed later by a useful summary of those few Hawaii statutes and local
ordinances and charter provisions which appear to support impact fees and
other exactions on the land development process, and a survey of where the
various counties have gone with the impact fee concept.'®® Perhaps most useful
of all is the checklist of potential drafting problems set out under the rubric,
“Guidelines for Drafting a Defensible Impact Fee Ordinance.”*®®

of course not a regulatory taking case at all, but—as the Court defined it—a simple experience of
the power of eminent domain, raising different issues—particularly with respect to public
purpose—altogether.

184 Nollan v. California Coastal Comm’™n, 107 S. Ct. 3141 (1987).

185 PAyING FOR GROWTH, supra note 5, at 116-20. The Scorecard: Maui has a limited ordi-
nance (both geographically - in West Maui—and subjectively—only for traffic/roadways; Hawaii
has a draft impact fee ordinance submitted to its Council; Kauai has an old Environmental
Impact Assessment Ordinance (1980) which is a sort of catch-all measure, and Honolulu has
pending before Council a Community Benefic Assessments bill which levies a general fee of rezon-
ing, making it of dubious validity both because it is not development responsive (rezoning creates
no new infrascructure needs, developmens does) and because it does not segregate funds into spe-
cific subject categories. The author understands that yet another draft ordinance for Honolulu is
contemplated.

156 7. ar 115-16: The following are guidelines which should be followed in drafting an im-
pact fee ordinance, to best assure the validity of the ordinance from legal challenge based on state
court decision in other jurisdiction and the Nollan decision.

1. Incorporation of Comprebensive Plans and Capital Improvement Plans. The ordinance
should show a need for impact fees by relating the expenditure of the impact fees within
the context of a capital improvement plan, The capital improvement plan should also be
related to a community wide development plan. The otdinance must demonstrate that the
need for additional facilicies is required by new development, and not by existing deficien-
cies. This can be accomplished through determination of appropriate facilities scandards,
and formulation of a capiral improvement plan to schedule improvements that will correct
existing deficiencies, upgrade service levels, and accommodate new development. The cost

of additional facilities must then be apportioned between new and existing development.

2. Fees Must be Proportional to the Need Created. The ordinance must establish the propor-

tionate share of costs thac the new development will bear. The factors which may be

considered are:

a. the cost of existing facilities;

b. the means by which existing facilities have been financed;

<. the extent to which new development has already contributed, through tax assess-
ments, to the cost of providing existing excess capacity;

d. the extent to which new development will, in the future, contribute to the cost of
constructing cusrentdy existing facilicies used by everyone in the community or by
people who do not occupy the new development (by paying taxes in the future to
pay off bonds used to build those facilities in the past); '

e. the extent to which the newly developed properties are entitled to a credit for pro-
viding facilities that the community has provided in the past without charge to



1989 / REVIEW ESSAY 325
2. Housing Exactions

The author is considerably more skeptical with respect to the validity of

other developments in the service area;
f. extraordinary costs, if any, in serving the new development; and
g the time-price differential inherent in fair comparisons of amounts paid at different
times.
The compuration of the fee will vary depending on the improvement for which
the fee is assessed and che financial restraints in the communicy, '
3. Awsidance of Double Payment. The factors above should assure that new development
does not pay for facilities cwice i.e., once through impact fees and later through taxes or
vice versa. In addition, the ordinance should take into consideration other forms of exac-
tions which may be imposed on the development, such as subdivision exactions or earlier
in the zoning unilateral agreement.
4. Creation of a Separate Fund. The funds should be earmarked and placed into a separace
fund designed for the improvement(s) for which they were collected.
S. Fees Must be Spent to Benefit the Development. The improvement should be located
where one may reasonably expect that occupants of the new development would use the
improvements. However, the improvements need not be for the exclusive use of the occu-
pants of the new development. Palm Beach County, Florida resolves this problem by re-
quiring that road impact fees be spent within six miles of the new development. Mont-
gomery County and Maryland, establishes districes within which road impact fees must be
spent.
G. Fees Must be Spent Within a Reasonable Time, or Refunded. The ordinance should ad-
dress the timing of the expenditure, since courts will require that impact fees be spent
within a reasonable time (e.g., 4 to 6 years from collection). Some ordinances delay collec-
tion of the fee to give more time to consolidate collection efforts for major capital improve-
ment projects. Many impact fee ordinances in Florida also contain a refund provision,
under which funds which are not expended within a specified time are refunded to the
current occupant of the property.
7. Mechanism to Challenge the Fee and Exemptions. The ordinance should allow those who
pay the fee to challenge the criteria on which the fee is based. This may be accomplished
through a hearing or appeals procedure which would allow developers to present their own
studies and data to support a lesser fee amount. The ordinance should contain a hardship
waiver provision for those cases where assessment of the fee would leave the developer
with no economically viable use of his property. Exemptions should be provided and based
on non-economic criteria.
8. Equal Application. The ordinance should assess fees on every development that creaces a
need for the infrastructure similarly. Boch small and large developments should be assessed
fees.
9. Fees Should Only be Used for Construction. The fees should be used only for construction
of facilities, and not for the maintenance, repair or operation of the facilities once con-
scructed. Taxes or user fees should be utilized to cover the cost of these lacter items.
10. Time of Payment. The ume of payment of the fee should be considered. A typical
scenario is ¢o provide for the payment of the fee when the building permit is issued or at
subdivision approval.
11. Documentation of State Interest. Finally, in response to the Nollan case, local govern-
ments should establish that the exaction substantially advances a legitimate state incerest.
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housing exactions.’ Here, he is probably on solid ground once again. Tying
the approval of land development to the dedication of low- and moderate-in-
come housing or the payment of fees to fund the building of low- and moder-
ate-income housing has been the most controversial exaction levied by lacal
governments.

Two commentators trace the evolution of exactions for housing and conclude:
“[Tlhe fact that the output is housing does not present any compelling legal
reason why the tests used to evaluate other development exactions may not be
applied to such [housing} programs.”**® The same commentators point out that
by being too exotic certain exactions do not pass the rational nexus cest:

When the exactions related to traditional public service and facilities usually pro-
vided to new residential development, the courts have generally accepted the pro-
position thac the new development causes some need for new facilities such as
streets, sewers, water, parks and schools. Where the exaction is for some more
exotic service or facility, such as the geothermal well involved in parks, the courts
may conclude that no need exists and reject the validity of the exaction without
going further,2%®

Whether the building of new housing causes a need for low- and moderace-
income housing is far from cercain. Under one theory, when commercial devel-
opment and conventional market units use up a scarce resource (lands in coastal
regions), which could have been used for the building of low- and moderate-
income housing, they can be required to contribute to low-income housing.
This could also increase the property values of adjacent properties, thus exclud-
ing low- and moderate-income households from the communities,*%°

One commentator doubts that a housing exaction meets the rational nexus
test:

{Elven these more permissive cases {Wa/nut Creek and others] would have to be
stretched quite far to justify the inclusionary zoning ordinances. They do stand for
the proposition that some exactions will be upheld although the need does not

This can be done through a recital in the preamble of the ordinance to chis effect and a
finding by the legislative body that this is so based on the State Constitution or prevailing
state laws,

%7 Id. at 110-15.

188 Bosselman & Stroud, Land Development Linkages, supra note 2, ac 406.

159 1d. ac 398.

180 See In re Egg Harbor Assocs., 94 N.J. 358, 464 A.2d 1115, 1118-19 (1983). Under a
quasi-public trust doctrine, since the market forces will result in the under allocation of low- and
moderate-income housing, the local government should regulate land in a way to ensure the
equitable distribution among economic groups. ¢f. Bozung, A Positive Response to Growth Control
Plans: The Qrange County Inclusionary Housing Program, 9 PEPPERDINE L. REV. 819, 822 (1982).
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arise entirely from and the benefits extend beyond the particular development.
However, the causal connection between new development and the cypes of ser-
vices involved in the subdivision cases—streets, parks and schools—seems more
immediate and direct than in the case of the inclusionary ordinances.'®!

The same commentator also raised the argument that permissive subdivision
exactions pose a threat t0 an inequitable redistribuction of wealth. Even if the
need for lower cost housing could be connected with the new development, it
could be argued that the benefits accrue to the community rather than to the
particular developments. Courts might be hard pressed to see a reciprocal bene-
fit 0 having lower cost or subsidized housing interspersed within the new
development.

Municipalities have taken alternative paths in trying to cope with the prob-
lem cthat an increasing proportion of the population cannot afford adequate
housing. Critics of traditional zoning point to its exclusionary effect. Minimum
lot size, setbacks and front yard requirements contribute to the high cost of
housing. In addition, many communities have residential districts zoned only
for single family dwellings. These zoning regulations may offend notions of dis-
tributive justice. It has been well-argued chat since the demand for affordable
housing by low- and moderate-income households greatly exceeds the supply
and has a disproportionate impact upon minorities by excluding them from
certain communities and contributing to the economic segregation of ethnic
groups, municipalities should change zoning laws to foster the production of all
aleernatives of housing for all ethnic and economic groups.'®?

The first method by which municipalities encourage the production of low-
and moderate-income housing is through mandatory set-asides. These require
residential developers to provide a certain percentage of their units below the
market price be rented or sold to low- and moderate-income families.}®*

The second method is through linkage programs. Linkages involve condition-
ing approval of commertcial development, like a downtown office building, upon
a landowner’s contributing to the construction of new housing.'®

How courts have treated mandatory set-asides is generally beyond the scope
of this essay. Suffice it to say that a heavily criticized and largely ignored deci-
sion from Virginia struck the concept down'®® and a pair of much-heralded
New Jersey decisions has upheld them, though in relatively unique

18 Kleven, Inclusionary Ordinances—Policy and Legal Iisues in Reguiring Private Developers to
Build Low Coss Housing, 21 UCLA L. REv. 1432, 1498 (1974).

183 Bozung, supra note 160, at 819-21.

163 Fox & Davis, Density Bonus Zoning to Provide Low and Moderate Cost Housing, 3 HASTINGS
ConsT. LQ. 1015, 1015-16 (1976).

18 Bosselman & Stroud, Land Development Linkages, supra note 2.

188 Board of Supervisors v. DeGroff Enters., Inc., 214 Va. 235, 198 S.E.2d 600 (1973).
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circumstances.®®

So far, the only jurisdiction to have squarely addressed the use of linkage fees
for such housing has done so only at the tiial court level, which issue was then
neatly avoided on procedural grounds on appeal. A recent Massachusetts case,
Bonan v. City of Boston®" presented an opportunity to settle the issue of
whether linkages and mandatory set-asides could be sustained under a rational
nexus analysis applied to other types of exactions. However, the Massachusetts
Supreme Judicial Court resolved the cases on procedural grounds without ad-
dressing the substantive issues.'®®

In Bonan, the zoning commission of Boston granted Massachusetts General
Hospital a special exception, amending the zoning map to permit a greater
building density for the property than otherwise permitted by the zoning code.
The exception was contingent upon a payment of a Development Impact Pro-
ject Exaction of five dollars for each square foot of gross floor area in the project
in excess of 100,000 square feet."®® The plaintiffs, owners of an adjacent prop-
erty, maintained that they would be injured by the increased traffic, parking,
people and loss of their view of the Charles River and the City of Cambridge.

The trial court rejected any purported linkage. According to the court, the
powers listed in the zoning enabling act do:

not include the power to exact a fee, a tax, ot an in-kind contribution for the
construction of low- and moderate-income housing as a condition of the granting
of an amendmenct to the zoning map. . . . {Nor could the power be implied.]
From this silence, the court must conclude that the power to exact linkage fees is
not within the scope of the zoning power.'?®

Also, the court reasoned the nearly $4 million generated by the exaction was
more like a tax than a fee since the benefits accrue to the community at large
rather than the payer.’™

168 Southern Burlington County NAACP v. Mount Laurel, 92 NJ. 158, 456 A.2d 390
(1983) where such set asides were required of recalcitrant local govemments—not develop-
ers—only after a host of other measures such as eliminating design and non-health requirements
like curbs and sidewalks and permitting mobile homes, to increase the supply of low-income
housing, are tried and fail, and I re Egg Harbor Assocs., 94 N.J. 358, 464 A.2d 1115 (1983)
where the approved development would cake up virrually all the developable land in the coastal
zone in the region thereby eliminating any low-income housing there without a set-aside.

1¢7 398 Mass. 315, 496 N.E.2d 640 (1986).

188 Letter from Donald L. Connors to James C. Nicholas (Sept. 29, 1986) (summarizing the
holding in Bonan chat the plaintiffs lacked standing to sue); Memorandum from Donald L. Con-
 nors to Persons Interested in Boston's Linkage Ordinance (May 1, 1986).

16 398 Mass. at 318-19, 496 N.E.2d ac 642-43.
17% Bonan v. City of Boston, No. 76438, slip op. at 17 (Mass. Super. Ct. Mar. 31, 1986).
1 14, ac 19.
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This holding became moot when the Massachuserts Supreme Court held that
the plaintiffs lacked standing to sue.’”®

Two commentators cautiously predict that linkage programs will be upheld
under the rational nexus test.'”® They recognize that the key issue is whether
commercial development causes the need for new housing. Linkage programs
are justified by the argument that new commercial development creates jobs.
This attracts new residents to the area, increasing the demand for housing
which increases the price of housing, creating a need for low- and moderate-
income housing. A San Francisco economist argues that “‘additions to the sup-
ply of office space don’t make office employment any more than cribs make
babies.”*?* Even if the proposition that new development creates new jobs is
accepted, it does not necessarily follow that such development generates a de-
mand for new housing. The cities are in a state of flux. Birth rates, deach rates
and migration might even lower the demand for housing. Moreover, the hous-
ing stock is in constant flux as units are being constantly built, demolished or
converted to nonresidential use. Although the proof of causation to validate
linkage is not insurmountable, i¢ will take careful documentation by the cities
that intend to adopt housing linkage programs.!™®

On the other hand, the San Francisco housing linkage program has been ably
defended on the grounds of housing mitigation: the need for housing for office
workers who will be employed in new office buildings.'”® The theory goes that
while the supply of housing in San Francisco will expand, it will not expand
enough to provide housing for office workers on a market basis without govern-
ment intervention. Otherwise, those with the greater incomes will be housed as
competition for increasingly short supplies heats up. The linkage fee is derived
from calculating how many jobs new office development will generate and how
many workers will be there employed who cannot be expected to find housing
in San Francisco.'”” :

Dealing mainly with recent linkage programs in Boston and San Francisco,
Planning for Growth concludes thac despite the virtual dearth of appellate cases
dealing with such linkage programs, there is little legal basis for them, particu-
larly when the requitement to provide housing is tied to a proposed residential
development. These are not clearly distinguished in this chapter from the so-
called “voluntary” programs noted in the same category as if they are the same,
in which a developer is provided with density or other construction and devel-

172 Bonan v. City of Boston, 398 Mass. 315, 320-21, 496 N.E.2d, 640, 645 (1986).

173 Bosselman & Stroud, Land Development Linkages, supra note 2, ac 411.

174 14. at 407.

V1% See id. at 407-09.

1% Hausrath, Economic Basis for Linking Jobs and Housing in San Francisco, 54 J. AM. PLAN. A.
210 (1988).

Y77 1d. ar 212-13.
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opment bonuses if certain percentages of affordable housing are constructed.
There is obviously some choice inherent in the former, whereas there is none in
the larter. The chapter concludes—as does the conclusion later—that raw
linkage without any attempt at forming a nexus between the housing de-
manded and the development from which demanded, is in all likelihood legally
flawed. The discussion which follows attempts to differentiate so-called inclusio-
nary zoning, citing primarily the line of cases from New Jersey which appear to
require such housing to be built in developing communities.'*® It is worth
noting, however, that these cases arose when recalcicrant communities (not leery
developers as in Hawaii) failed to take their fair share of low-income residents
fleeing central cities. Moreover, the requirement that these communities require
mandartory construction of low-income housing as part of other residential de-
velopments applied only to those communities which: (1) were ‘‘developing”
and (2) had undertaken a plethora of other measures first to attempe to provide
low-income housing, specifically such as permitting mobile homes and stripping
their existing ordinances of none—health and safety requirements which drove
up the cost of housing—like curbs, sidewalks, and so forth. The chapter con-
cludes with a cautionary note that it should not be assumed these are applicable
to Hawaii.

B. The Interviews

In early 1988 the authors interviewed state and county planning directors
and other officials whose responsibilities would include providing infrastructure
and housing through the land development process.'” While it is possible to
criticize devoting nearly half the report to responses to a common set of ques-
tions "'in their entirety”’?®® and wholly without editing, some of those responses
are illuminating, showing as they do a common dedication to construct both
infrastructure and public housing largely at the expense of the private sector by
charges on the fand development process.'®* Nowhere is the failure of tradi-

Y18 Mz, Laurel, 93 N.J. 158, 456 A.2d 390 (1983); Egg Harbor, 94 N.J. 358, 464 A.2d
1115 (1983).

17 Harold S. Masumoto, Direcror, Office of State Planning; Joseph K. Conant, Executive
Director, State Housing Finance & Development Corporation; Donald A. Clegg, Chief Planning
Officer, City & County of Honolulu; John P. Whalen, Director of Land Utilization, City &
County of Honolulu; Michael Moon, Director of Housing & Community Development, City &
County of Honolulu; Christopher L. Hart, Director of Planning, County of Maui; Albert Lono
Lyman, Directur of Planning, County of Hawaii; Tom Shigemoto, Director of Planning, County
of Kauai; Foreward to PAYING FOR GROWTH, supra note 5.

180 PAYING FOR GROWTH, supra note 5, at 15-86.

181 1d. at 36, 38-42 (Donald Clegg); id. at 68, 71 (Christopher Hart); id. at 77 (Albert
Lyman); id. at 82, 85 (Tom Shigemoto).
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tional sources of revenue—the property tax, the excise tax, and so forth—more
evident. And nowhere is it more freely admitted that exactions for housing and
infrastructure have been traditionally exacted for quite some time on an ad hoc
basis. %2

What the impact fees and housing exactions formally proposed and in place
would do is regularize the process adding cerrainey to development cost projec-
tion where little exises today.'®® What disagreement there is generally revolves
around who should make the exaction, particularly for housing: the state or the
counties?'&4

C. Planning and Economics
The brief introductory chapter on planning®® sets the tone of the study
nicely. It lists key definitions’®® together with a concise history of development
regulations before fixing on the impact fee and the critical requirements of ‘'ra-
tional nexus.’'1%7
A useful example of how such an impact fee would be calculated, taken from
Broward County, Florida, then follows.}%8

182 1d. at 24 (Harold Masumoto); id. ac 52 (John Whalen); id. at 59 (Michael Moon).

183 Jd. at 31 (Joseph Conant); id. ac 49 (John Whalen).

18 14, at 41 (Donald Clegg); id. at 25 (Harold Matsumoto); id. at 54 (John Whalen); id. at
66 (Chriscopher Hart).

188 Rae, Impact Fees and Housing Exactions Programs: A Planning Overview, in PAYING FOR
GROWTH, supra note 5, at 1.

188 Jmpact Fees: Single payments required to be made by builders or developers at the time of
development approval, and calculated to be the development’s proportionate share of the capital
cost of providing major facilities. Because they are single payments, as opposed to periodic pay-
ments such as taxes, it means that the capital outlay necessary to construce the facility or improve-
ment is available ac the time the facility is needed. Additionally, because the fee is based on a
proportionate share, new development will not be required to pay other than its own way.

Nexus: Some courts discuss a ““rational nexus,”” while others look to an “essential nexus.” From
a planning perspective, what is important is that there is a clear and documented connection or
link between the impaces caused by a development project and the exactions imposed upon the
developer to micigace negative impacts. PAYING FOR GROWTH, suprs note 5, at 2.

187 1d. at 4.

188 A general formula can be shown for calculating an impact fee for a given facilicy. An
example of a park impact fee from Broward County, Florida is provided, which is designed to
incorporate planning, legal, and economic considerations. The formula has chree basic compo-
nents, as shown below:

I. Total cost of park development per dwelling unic. The firsc step is to decermine what
the county's standards are for parks. In chis example, there is a standard of 7.5 acres of
park for every 1,000 people. Second, cthe average household size in Broward is 2.5 persons
per unit. Third, it costs Broward County $38,140 for acquisition and development of each
acre of park. Given these facts, the rotal cost per unit of new development can then be
calculated as follows:
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There then follows a brief discussion of inclusionary zoning and housing
linkage programs. The author concludes generally that neither may be the most
productive means for increasing the amount of low-income housing available in
Hawaii.’®® In sum, this chapter is well-organized and concise.

The economics chapter is tough sledding.'®® The author analyzes the concepts
of impact fees and development exactions according to several economic theories
and concludes that impact fees may theoretically represent a moré equitable
mechanism of providing for necessary public infrastructure than ad hoc exac-
tions, but they are likely to increase the costs of both rental and market housing
in the process. However, apparently not all subject areas are amenable to impact
fee treatment. The most salient deviacion apparently occurs in the use of fees or
exactions to provide for low-income housing. They have ‘‘no social meric and
should be abandoned’'®* since they have truly pernicious effects on the supply
and price of low-income housing. Rather, suggests the author, more efficient

838,140 x 7.5 = $286,050 per 1,000 residents.
$286,050/1,000 = $286.05 per person
2.5 x $286.05 = $715.13
The cost of park development per residencial unic = $715.13
2. Determine ather revenue sources chat contribute to park development. The function of
this step is to acknowledge that there are other sources of revenue for the park develop-
ment than the impact fee. These must be taken into account so that the impact fee reflects
real costs to government. Such revenues typically come from State and Federal grants,
previously collected property taxes on undeveloped land, and future payments of new resi-
dents to existing obligation bonds. In Broward County, it was found that State and Fed-
eral grants paid for 25% of park costs. There was also an oucstanding obligation bond for
parks, It was calculated that undeveloped land was paying 10% of the bond debt service
through property taxes. Thus the land will have already paid 10% of its park cost. It was
further found that a new home will pay $25 per year for the nexc 20 years toward park
bond issues. Revenues can then be calculated as follows:
* 25% of $715.13 = $178.78 (Federal and State grants)
* 10% of $715.13 = $71.51 (portion paid by undeveloped land)
* Present value of $25 per year for 20 year = $264.75 (future bond paymencts by a new
house)
=  Contribution of other sources to park development = $515.04.
3. Amount of impact fee. The impact fee per new dwelling can then be calculated by
subtracting other revenue sources from the cost of providing the service.
In the park example, this is:
Park cost per dwelling $715.13

Less other revenues 515.04
Impact fee per dwelling = $199.99
Id. at 16.

188 Id. at 9-10.

190 PAYING FOR GROWTH, Jupra note 5, <h. 4.

191 Rose, Impact Fees and Housing Exaction Programs: An Ecomomic Analysis, in PAYING FOR
GROWTH, supra note 3, at 137,
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and equitable means are available to achieve housing objectives, such as relaxing
zoning and permicting restrictions (supply-side restraints) and providing hous-
ing vouchers for low-income tenants and time-phased income tax credits for
firse-time moderate income home buyers.*®?

These are incisive conclusions, and they are amply documented in the analy-
sis portion of the chapter. That analysis is complex, however, and the author
has thoughtfully provided the less venturesome reader with an executive sum-
mary which, while requiring the reader to accept the conclusions at face value,
has the virtue of simplicity and clarity.

III. CONCLUSION

In conclusion, the legal crends across the country cleatly favor the upholding
of impact fees which:

1. are designed to help pay for public projects the need for which is generated
by the development upon which the fee is levied;

2. are segregated from general funds and placed in a designated special fund to
pay for che public project for which levied;

3. are used promptly for such projects and not held for years.

It is useful, but not necessary, for such fees to be:

1. related to plans and studies showing the need for such public projects and
their relation to anticipated development;

2. part of a funding program for capital facilities in which there is a substantial
public cootribution from other sources of funds;

3. spenc for public projects which have more, rather than less, direct connection
to the development upon which fees are being levied.

In other words, courts are concerned that the fee be reasonably arrived at
(mathematical precision is not required, however) and that the paying develop-
ment be benefited in some manner, though neither substantial public benefic
nor refatively minor development benefic will render an impact fee illegal, as the
cases in California and Florida—two developing states which make substantial
use of such fees and in which there has been substantial litigation—clearly
indicate.
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