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ARTICLES

WHO CAPTURES THE RENTS FROM
UNIONIZATION? INSIGHTS FROM

MULTIEMPLOYER PENSION PLANS

D. BRUCE JOHNSEN*

ABSTRACT

From 1945 to 2010 the proportion of private-sector workers covered by
collective bargaining agreements declined from 36% to a once
unthinkable 6.9%. This decline raises the question of how well labor
unions serve their rank and file. This study addresses the economics of
labor unions in an attempt to determine who captures the rents from
unionization. Among other things, it examines the generosity of
multiemployer defined benefit pension plans for rank-and-file union
members and the officer and staff plans for the union that administers
them. For a given wage, it finds that union officers and staff enjoy
pensions and related benefits that are lavish by comparison. Although
this could be the outcome of efficient implicit contracting, given the
high agency costs workers and employers face monitoring union
administration, it is impossible to reject the hypothesis that union
officers and staff are the primary beneficiaries of unionization in the
multiemployer setting. Multiemployer plans now appear obsolete and
should be replaced by 401(k) defined contribution plans despite
resistance from union officials anxious to preserve their private benefits
of control.

Professor, George Mason University, School of Law. The author thanks an
anonymous referee and participants in the Robert A. Levy Fellows Workshop in Law &
Liberty at George Mason University School of Law for helpful comments, Henry
Manne for helpful discussions, the Law & Economics Center at George Mason
University School of Law for research support, and Ted Phlegar for sharing his pension
database compiled from Department of Labor filings. Author takes full responsibility
for any errors in charts or graphs.
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I. INTRODUCTION

Many state governments and even our federal government now face
looming budget crises. At the state level, California, Indiana, Ohio, New
Jersey, and Wisconsin, and no doubt other state governors and legislators
are considering or have implemented restrictions on public-sector unions,
including right-to-work legislation, elimination of--or restrictions--on
collective bargaining, mandatory employee contributions to welfare and
pension plans, and mandatory direct employee payment of union dues. The
threat of reduced public-sector union power has been met with storms of
protest from union lobbyists and their political allies, pitting organized
labor against disorganized and rationally uninformed taxpayers.

Organized labor's current emphasis on preserving public-sector union
power is likely a reaction to the near-steady, decades-long decline in
private-sector unions. From 1945, the percentage of the private-sector

Vol. 1:2
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workforce unionized fell from 35.5% to a once unthinkable 6.9% in 2010.1
One recent manifestation of waning support for private-sector unions was
the repeated failure of the Employee Free Choice Act ("EFCA") to pass a
Democrat-controlled Congress.2  This legislation would have eliminated
longstanding employers' rights under the National Labor Relations Act
("NLRA") 3 to demand a secret ballot election before the National Labor
Relations Board ("NLRB") can certify a union for exclusive representation.
Instead, the EFCA would have mandated certification if over half an
employer's workers gave their signatures supporting the union-so-called
"card check.",4 It would also have mandated that the employer submit to
binding arbitration within 120 days of certification and strengthened
enforcement against employer-but not union-unfair labor practices.

The decline of private-sector unions raises the question of how well they
serve their rank and file. Arguably having once served an important
purpose, it is plausible that they have become obsolete in light of
developments in law, technology, and economic organization. One
important development has been passage of, and subsequent amendments
to, the Employee Retirement Income Security Act ("ERISA"), 5 which
increased the cost and reduced the benefit employers and workers derive
from defined benefit pension plans.6 A second important development has
been the rising popularity of defined contribution plans, especially
employer-sponsored 401(k) plans. These legal and organizational
developments are especially relevant to multiemployer pension plans-so-
called Taft-Hartley plans (named after the federal act that authorizes
them) 7 -which are normally used in the context of multiemployer

1 See Table 3. Union Affiliation of Employed Wage and Salary Workers by
Occupation and Industry, U.S. BUREAU OF LAB. STAT., http://data.bls.gov/cgi-
bin/print.pllnews.release/union2.t03.htm (last visited Apr. 12, 2012); Union
Membership Data from the National Directory Series: Table A. Union Members in the
United States, 1930-1980, U.S. BUREAU OF LAB. STAT., ftp://ftp.bls.gov/pub/
special.requests/collbarg/unmem.txt (last visited Apr. 12, 2012).
2 See generally Employee Free Choice Act of 2009, H.R. 1409, 111 th Cong. (2009).

After the bill failed to pass the Senate in 2007, Congressional Democrats proposed it
again in 2009 but it never came up for a vote. See Employee Free Choice Act of 2009,
S. 560, 111 th Cong. (2009).
3 29 U.S.C. § 159(c) (2006).
4 The union and the employer are free through collective bargaining to voluntarily

adopt "card check" as a basis for union certification.
' Employee Retirement Income Security Act of 1974, Pub. L. No. 93-406, 88 Stat.

829 (codified as amended in scattered sections of 29 U.S.C.).
6 See Richard A. Ippolito, A Study of the Regulatory Effect of the Employee

Retirement Income Security Act, 31 J.L. & ECON. 85, 87 (1988) (arguing the ERISA
failed to effectively change the nature of the pension contract nor substantially reduce
fraud potential, but rather effected transfers to a predictable set of politically influential
beneficiaries).
7 Labor-Management Relations (Taft-Hartley) Act, Pub.L. No. 80-101, 61 Stat. 136
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collective bargaining in industries such as construction, trucking, food and
other services, and retail trades in which work is often project-based or
seasonal. Workers in these industries value the opportunity to switch
employers and no doubt benefit from pension portability within the
bargaining unit.8

This study relies on economic theory and preliminary empirical evidence
to determine how well private-sector unions serve their rank and file
through multiemployer pension plans. The question it addresses is: Who
captures the rents from unionization?9  In contrast to the market for
corporate control, the market for union control in the multiemployer setting
is weak and subject to structural impediments that limit the competitive
forces union officials and staff face from potential rivals, including non-
union shops. Evidence shows that union officers and staff enjoy pensions
that are strikingly generous compared to the pensions rank-and-file workers
receive in the multiemployer plans they administer. In a competitive labor
market, this could be the result of efficient labor market contracting, but
given the labor market distortions from heavy unionization the evidence
raises the possibility that the pension generosity union officers and staff
enjoy reflects rent capture.

The study proceeds as follows: Section II addresses the economics of
unionization. Although it admits possible efficiencies from unionization, it
posits that the primary function of labor unions is to administer a cartel of
workers designed to capture labor market "rents"-a surplus wage bill in
excess of worker opportunity cost. By restricting labor supply and
coercing both workers and employers to accede, unionization distorts
employment and wages. It also raises an agency problem. Where
unionized rank-and-file workers face high costs monitoring their agents, as
is especially true in the multiemployer setting, the likelihood and
magnitude of rent capture by these agents increases. The literature
identifying who captures the rents from unionization in the context of
multiemployer bargaining has, until now, been limited and inconclusive.

Section III addresses the market for employer-provided retirement plans.
It describes the basic legal and economic structure of traditional single-
employer defined benefit plans, multiemployer defined benefit plans, and
401(K) defined contribution plans. It then provides an economic analysis
of implicit pension contracting. The theory and evidence provided in this
section suggests that multiemployer pension plans reflect what has been

(1947) (codified in scattered sections of 29 U.S.C.).
8 See Carolyn D. Gentile, "The Check is in the Mail" - Mastering the Maze of

Employer Contributions to ERISA Plans, 72 MARQ. L. REV. 349, 350-51 n.9 (1989).
9 In the unionization setting, the economic rent at stake is the excess of marginal

wage payments over the opportunity cost of the marginal unionized employee.
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identified in the economics literature as a low-quality equilibrium for
covered workers. In contrast to single-employer plans, including those
covering union officers and staff, multiemployer plans have structural
features that discourage efficient workplace productivity investments and
limit the competitive forces union officials and staff face from potential
rivals. What is more, evidence from Department of Labor filings shows
that in at least one prominent service workers union-the Service
Employees International Union ("SEIU")-those covered by
multiemployer pension plans receive pensions and related benefits that, for
given current wage, fall well short of the benefits officers and staff enjoy.
They fall further short in terms of nonpension benefits such as early
retirement options, cost of living allowances ("COLAs"), death benefits,
access to supplemental 401(k) plans, and so forth. What is more, union
officers and staff enjoy pensions that are substantially more generous than
what workers in single-employer plans in non-union firms have. The
evidence makes it difficult to reject the hypothesis that union officers and
staff in SEIU and other national and international unions capture a
disproportionate share of the rents from unionization in the form of lavish
pension benefits. Although employment relations are largely subject to
market forces in the private sector, as the labor market becomes more
insulated from competition-as in the multiemployer setting-the capture
of rents by poorly monitored agents begins to prevail.

Section IV provides concluding observations. The administrative costs
of multiemployer pension plans are substantial and have grown over time
owing to ERISA's funding mandates and other factors.10 Tax deferred
401(k) defined contribution plans often provide immediate vesting, are
relatively low-cost to administer, provide employees with self-directed
investment options across a range of publicly issued mutual funds, offer
identical or superior tax deferral, and are fully portable. They now appear
to be a superior way to provide retirement benefits for workers traditionally
covered by multiemployer pension plans. With many multiemployer
pension plans in a perpetual state of underfunding and pundits heralding
this situation as the next major financial crisis," conversion from

'O Ippolito, supra note 6, at 112 n.42. To be exact, Ippolito's evidence shows that the
administrative cost of defined benefit plans has increased most for smaller firms, which
no doubt rely most heavily on multiemployer plans.

n The Next Pension Crisis: Taft-Hartley Multiemployer Plans, WORKPLACE PROF
BLOG (Aug. 18, 2010), http://lawprofessors.typepad.com/laborprof blog/2010/08/the-
next-pension-crisis-tafthartley-multiemployer-plans.html; Required Reading on Multi-
Employer Pension Plan Crisis, THE TRUTH ABOUT PROJECT LAB. AGREEMENTS (Mar.
13, 2010, 10:02 AM), http://thetruthaboutplas.com/2010/03/13/required-reading-on-
multi-employer-pension-plan-crisis/; F. Vincent Vemuccio, Union Pensions in Crisis:
The Hidden Danger to Workers, Employers, and US. Tax Payers, LAB. WATCH (Cap.
Res. Center, Washington, D.C.), Nov. 2009, at 1, available at http://cei.org/sites/
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multiemployer defined benefit plans to 401(k) defined contribution plans
would provide superior retirement benefits to the rank and file. Although
the point is sure to be resisted by organized labor, I argue that
multiemployer plans have become obsolete and should be replaced by
401(k) plans.

II. THE ECONOMICS OF LABOR UNIONIZATION

A. The Cartel Model

The traditional view among most economists for decades has been that
labor unions are a form of labor market cartel,1 2 albeit one exempt from the
antitrust laws.13 By mobilizing otherwise dispersed and disorganized
workers into a single bargaining unit, labor unions decrease the elasticity of
supply of labor and become monopoly price searchers with labor-market
power. Conditional on having effectively organized the entire workforce in
an activity, the standard model predicts that the union will restrict the
quantity of labor it supplies to employers below what would prevail under
free competition, thereby raising the prevailing wage. Figure 1 shows the
weekly demand for labor, D, and the marginal cost, MC, of calling workers
out of alternative pursuits into the activity at hand. 14 Absent an organized
union, the prevailing wage would be W* (including the value of pension
and other benefits) and employment would be L* per week. Gains from
trade, the sum of consumer and producer surplus, are equal to the large
triangle above the marginal cost curve and below the demand curve
between zero and L* on the horizontal axis. To reflect efficient resource
allocation they are the maximum they could be among all possible choices
of labor.

An organized union of identical workers acting in concert recognizes it
has the pricing power to choose between various quantities of labor

default/files/Vincent%20Vernuccio%20-%20Union%2OPensions%20in%20Crisis.pdf
12 RICHARD A. POSNER, ECONOMIC ANALYSIS OF LAw 425-36 (8th ed. 2010); Daniel

R. Fischel, Labor Markets and Labor Law Compared with Capital Markets and
Corporate Law, 51 U. CHI. L. REV. 1061 (1984); Keith N. Hylton, Efficiency and Labor
Law, 87 Nw. U. L. REV. 471, 472 n.3 (1993) (arguing that labor unions function
inefficiently as cartels to restrict labor supply and raise wages but noting that they may
have some offsetting efficiencies).

13 See Morgan Reynolds, A Critique of What Do Unions Do?, 2 REV. AUSTRIAN
ECON. 259 (1987) (book review). Most though not all concerns about unionization as
an anticompetitive activity were long ago put to rest by a statutory exemption under
Section 6 of the Clayton Act (1914). 15 U.S.C. § 17 (2006). Since that time, various
court decisions have crafted a conceptually separate though narrow judicial exemption.
See, e.g., Connell Constr. Co. v. Plumbers & Steamfitters Local Union 100, 421 U.S.
616, 621-24 (1975).

14 Roughly speaking, MC can also be viewed as the supply of labor.

Vol. 1:2



WHO CAPTURES THE RENTS FROM UNIONIZATION?

supplied, with lower quantities bringing higher wages and vice-versa. As a
first approximation, the well-known cartel model posits that the union will
choose the quantity of labor to equalize the marginal wage bill, MR, with
the marginal cost of labor, MC.15 The number of workers hired will be Lu
and the prevailing wage will be WU. As a group, union members earn
monopoly rents (a surplus wage per week above the opportunity cost of the
marginal worker) equal to the cross-hatched rectangle. This rent consists in
part of a transfer from employers to union workers. The shaded area in
Figure 1 identifies the traditional loss in allocative efficiency (lost gains
from trade) from a restriction in labor supplied from L* to LU. 16 Also
known as the deadweight loss or welfare triangle, this area reflects

unemployed or underemployed workers of L* - Lu whose productive value
in the activity exceeds their value in alternative pursuits into which they are
assumed to migrate.1 7

The cartel model is at least a partially accurate description of the labor
market distortions from unionization. 18 One colleague of mine recalls a
magazine article showing a photo of a sign at a unionized auto plant door
during the 1970s reading "one assembly-line position available starting
tomorrow" and the photo from the next morning showing a crowd of at
least hundreds of anxious applicants. In that setting, the prevailing wage
was surely well above what would have prevailed under competitive
conditions. There are sound theoretical reasons to doubt whether union
workers can earn above-market wages over the long run because the pool
of unemployed or underemployed workers and new entrants from other
activities attracted by the high wages cannot magically be made to
disappear and will inevitably put downward pressure on the demand for

15 In this setting, the "marginal" worker does not mean last-in-time but the worker

whose services are just barely worth maintaining in the activity at the prevailing wage.
16 Posner correctly points out that in the long run some or all of the cartel rents will

be dissipated in the competitive process to establish the cartel. Richard A. Posner, The
Social Costs of Monopoly and Regulation, 83 J. POL. ECON. 807, 825 (1975).

17 This discussion assumes one weekly unit of labor is equal to 40 hours per worker.
An alternative to unemployed workers is for the cartel to reduce the number of hours in
the workweek, so that each worker cuts back proportionately, leaving no workers laid
off. In effect, this is the result achieved by a mandated 40-hour workweek and,
indirectly, by a mandatory premium overtime.

18 A hypothesis complementary to the union-as-cartel cartel hypothesis is that unions
target their organizing activities toward "rent-rich" firms or industries. One example is
an industry that is highly concentrated and whose firms are therefore likely to enjoy
product market power and monopoly rents, but there may be other examples such as
firms whose capital is immobile or difficult-to-redeploy and therefore subject to
opportunistic appropriation by the union. To the extent the union can successfully
organize, it may be able to extract a share of firm rents through the threat of
opportunistic strikes. See, e.g., Leonard W. Weiss, Concentration and Labor Earnings,
56 AM. ECON. REv. 96 (1966) (suggesting an alternative explanation, though one not
necessarily mutually exclusive to the union-as-cartel hypothesis).
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unionized labor.
At Wu many more workers will seek to provide their services than there

are available jobs in the activity. In the short run, nonunionized firms that
compete in the product market with unionized firms can hire workers at a
wage beginning at W', and as their capacity increases they will gradually
expand employment and bid up nonunion wages. During this time a wage
differential may persist between unionized workers and nonunionized
workers. But even if the union can organize the entire industry of existing
employers, in the long run it will face entry by new firms, substitute goods
produced by nonunion labor, and foreign competition. The supply of labor
outside the union is something the union must eventually take into
consideration when choosing the quantity of labor to supply.1 9 Figure 2
depicts this equilibrium. Whichever combination of labor and wage the
union chooses, it recognizes that nonunion workers will supply labor
according to MCN3 in Panel B of Figure 2, leaving the labor union with
residual demand for labor shown by Du2 in Panel A. It consists of
whatever labor demand remains in excess of nonunion supply at any given
wage. The residual demand is necessarily more elastic than D, so that a
given wage increment will lead to a greater reduction in the quantity of
union labor demanded than above. In searching for the rent maximizing
wage, the union now perceives MRu2 as its marginal wage bill. To
maximize union rents it will choose the quantity of labor, LU2, where MRu2
= MCu 2, and the prevailing wage will be WU2.20 This is known as the
dominant firm solution and illustrates a cartel's dominant but not absolute
power to influence the market price. 21 Notably, union and nonunion
workers will earn identical wages, with LU2 union workers employed and
LN2 nonunion workers employed. The monopoly rents captured by union
workers will be smaller than in the no-entry case and equal to the cross-
hatched rectangle in Figure 2. The higher the elasticity of supply of
nonunion labor, the smaller these rents will be. The observed gradual
decline over time in the share of the U.S. workforce unionized is consistent
with a version of the dominant firm solution in which outside entry
gradually erodes the union's market power as nonunion labor supply
increases over time.

19 Absent legal restrictions, one response the union might consider is to pay a certain
number of workers to permanently leave the industry.

20 The marginal cost of union labor, MCU2, is determined by horizontally subtracting
the quantity of labor supplied at each wage, determined by MCN2, from MC in Figure 3.

21 See George J. Stigler, The Dominant Firm and the Inverted Umbrella, 8 J.L. &

ECON. 167, 167, 171 (1965) (applying the dominant firm theory to the facts of U.S. v.
United States Steel Corporation). For an application of the dominant firm model to
capture of cartel rents see also D. Bruce Johnsen, Property Rights to Cartel Rent: The
Socony-Vacuum Story, 34 J.L. & EcoN. 177, 192-94 (1991).
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The weight of the evidence suggests that, for long periods, wages in the
unionized sector of most industries have exceeded wages in the nonunion
sector,22  although mounting evidence also suggests that heavier
unionization across states also reduces living standards for all. 23 In light of
the dominant firm solution, the question is how a union-nonunion wage
differential can persist in the long run. One possible explanation
commonly attributed to economist Armen Alchian is that it persists only
because of the union's threat of force to compel outside workers to either
join the cartel or leave the activity for alternative pursuits. A clear
manifestation of the implicit use of force by labor unions under current law
is that union certification is by majority rule, in which case the minority
opposing the union must submit to membership in union shops and pay
union dues and abide by the collective bargaining agreement in agency
shops.24 Others include the employers' duty to bargain in good faith, which
in effect shifts the locus of bargaining power against the employer, the
legal right of union organizers to trespass on employers' property, and
mandatory participation by employers in government administered
insurance. In government contracting, nonunion construction firms are
often subject to union-only project labor agreements that may require them
to make contributions to the multiemployer pension plan on behalf of
nonunion workers even though those workers can collect benefits only after
joining the union and meeting vesting requirements. Many never do. In
each of these cases the union is backed by the legitimate power of the
federal government under duly enacted statutes. 25 Yet there can be little

22 See, e.g., Helge Sanner, Imperfect Goods and Labor Markets, and the Union Wage

Gap, 19 J. POPULATION ECON. 119, 119-20 (2006); Barry T. Hirsch & Edward J.
Schumacher, Match Bias in Wage Gap Estimates Due to Earnings Imputation, 22 J.
LAB. ECON. 689, 691 (2004); Bernt Bratsberg & James F. Ragan, Jr., Changes in the
Union Wage Premium by Industry, 56 INDUS. & LAB. REL. REV. 65, 65 (2002); Micheal
J. Boskin, Unions and Relative Real Wages, 62 AM. ECON. REV. 466, 466 (1972). See
generally Peter D. Linneman & Michael L. Wachter, The Economics of Federal
Compensation, 29 INDUS. REL. 58 (1990); Tage Bild et al., Do Trade Unions Have a
Future? The Case of Denmark, 41 ACTA SOCIOLOGICA 195 (1998); John Pencavel &
Catherine E. Hartsog, A Reconsideration of the Effects of Unionism on Relative Wages
and Employment in the United States, 1920-1980, 2 J. LAB. EcON. 193 (1984).

23 See Arthur B. Laffer & Stephen Moore, Boeing and the Union Berlin Wall, WALL
ST. J., May 13, 2011, at Al5 (citing scholarly research by Richard Vedder showing
higher per capita income growth and wage growth in right-to-work states).

24 The National Mediation Board decision of July 1, 2010, established a majority-of-
votes-cast rule for certifying a union potentially allows less than a majority of workers
to compel a majority to submit to the collective bargaining agreement. NMB
Representation Rulemaking, NAT'L MEDIATION BD., http://www.nmb.gov/
representation/proposed-rep-rulmaking.html (last visited Apr., 2012). See Linda
Blanchly, Unionization Vote Set for Delta Passenger Service Workers, AIR TRANSPORT
WORLD (Oct. 11, 2010), http://atwonline.com/airline-finance-data/news/unionization-
vote-set-delta-passenger-service-workers- 1008.

21 See supra note 3; infra notes 57 and 58.
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doubt that unions have resorted to extra-legal coercion (intimidation) from
time to time.26 "Card check" flirted with legally sanctioning coercion
because it would have required workers to cast their votes in an open and
notorious way subject to difficult-to-observe retribution for anti-union
votes.

In the short run, the threat of force to unionize will reduce employment
in the unionized sector relative to the nonunion sector, leading to an
increase in the wage differential. Once nonunion employers and workers
have had time to make adjustments, however, the threat acts like a tax in
the nonunion sector. If the threat falls largely on workers, as in the case of
card check, some nonunion workers will submit and join the union, while
others will refuse. Some who refuse will leave the industry and some will
stay. This increases the marginal cost of nonunion labor to employers. As
shown in Panel B of Figure 3, nonunion workers facing continued
intimidation by the union suffer a cost for which they must be compensated
with a higher wage (all else being equal) if they are to continue working.
This cost, equal to I, must be added to MCN3 to identify the supply of
nonunion labor employers perceive. Nonunion workers now must be
compensated both for the value of their outside employment opportunities
and for the disutility of the ongoing intimidation. They will supply labor
according to MCN4  MCN3 + I. Panel A of Figure 3 shows that this
effectively restricts the supply of nonunion labor and increases the residual
demand, DU3, of union labor, leading to an increase in employment, wages,
and rents in the union sector. Nonunion employers will hire fewer workers
but will have to pay a higher wage equal to WN3 to compensate them for
bearing the threat of force, I. Nonunion workers' net-of-threat wage falls
to WN3 - I and employment falls to LN3 . Consistent with the dominant firm
solution, WN3 is identical to the union wage, and there is no observable
wage differential even though nonunion workers suffer lower employment
and a lower net-of-threat wage.27 The shaded rectangle in Panel B shows
the costs, in total, borne by nonunion workers in terms of the disutility from
coercion. In part, this amount reflects a deadweight loss to society.

16 See Reynolds, supra note 13, at 261.
27 The same analysis applies to agency fees, which require nonunion workers in

agency shops to pay a portion of the union's collective bargaining costs. See LISA
GUERIN & AMY DELPO, THE MANAGER'S LEGAL HANDBOOK 303-04 (4th ed. 2007);
Margie Ransom McCloskey & Richard S. Rubin, Union Security in the Public Sector:
Types, Problems, Trends, 6 J. OF COLLECTIVE NEGOTIATIONS PUB. SECTOR 303, 305
(1977). See generally MICHAEL MAUER, THE UNION MEMBER'S COMPLETE GUIDE:
EVERYTHING YOU WANT - AND NEED - TO KNOW ABOUT WORKING UNION (2001)
(answering basic questions about such things as the structure of the labor movement,
how contracts are negotiated, the grievance process, core labor laws, the union's role in
the community, etc.).
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For comparison purposes, imagine the union instead directs its efforts
toward intimidating or threatening employers that resist unionization. In
essence, union-only project labor agreements use the legal system to
achieve this result. The effect is similar to a tax on nonunion employers.
Knowing that for each worker hired they must pay an additional amount, I,
into the multiemployer pension plan, they reduce their willingness to pay a
cash wage to workers. Nonunion employers will adjust by reducing the
number of workers they hire to LN4 and paying them a lower wage equal to
W N4 - I. For each worker, the employer pays WN4 - I and in addition
suffers the cost per worker of I in the form of forced plan contributions by
the union. In this case, the observed cash wage for nonunion labor is below
the union wage. To the extent the union imposes threat costs on nonunion
employers rather than workers it can maintain an apparent wage differential
in the long run.28 As with any tax, whether the threat of force is directed at
workers or employers, the allocational and distributional effects are
roughly identical and determined by the elasticities of demand for and
supply of labor. Either way, employers hire LN4 units of nonunion labor
and bear the same wage cost, and workers receive the same net wage.

In the related setting of union challenges to nonunion labor, authors
Daralyn Drurie and Mark Lemly have this to say:

In response to their declining influence, building-trades unions are
becoming more aggressive in their attempts to win project contracts.
These attempts are targeted not only at increasing membership among
workers but also at eliminating competing nonunion contractors. One
strategy that is gaining in popularity is to oppose permit applications
involving contractors who do not use union labor, usually on
environmental or regulatory grounds. This opposition can block the
project entirely or increase project costs for those job owners who refuse
to use union labor.

This union strategy has been largely successful in the limited areas in
which it has been tried. Union interference in the building permit
process through actual or threatened litigation or regulatory intervention

28 An even more current example of an arguably legitimate threat to the employer is
the NLRB's decision that Boeing's plan to open a new Dreamliner plant in South
Carolina, a right-to-work state, rather than in Washington state, a "forced unionism"
state, constitutes an unfair labor practice because Boeing officials cited recurring costly
strikes in Washington state as a factor in their decision. The NLRB decision, if
allowed to stand, would effectively enjoin Boeing from operating the South Carolina
plant. The NLRB premised its decision on the NLRA prohibition on employer
retaliation against union workers, who have a statutory right to strike. See Laffer &
Moore, supra note 23, at A15. See also Bruce Ramsey, Boeing, Machinists' Union
Must Strike a Deal, SEATTLE TIMES (Aug. 4, 2009, 4:15 PM)
http://seattletimes.nwsource.comhtml/opinion/2009598753_bruce05.html (recounting
Boeing's decision to move production to South Carolina if Washington workers did not
agree to a no-strike deal).
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can force merit-shop contractors out of business or cause job owners to
hire union contractors exclusively.2

9

In practice, most union threats fall in part on employers and in part on
workers. Surely the costs associated with the attenuation of employers'
private property rights, such as the right of union organizers to trespass, fall
on employers. The same can be said of employers' duty to bargain in good
faith. Even if the threat is targeted at workers who, say, contemplate
crossing a picket line, employers will make arrangements to somehow bear
the burden or ameliorate worker disutility at their own cost if they can do
so efficiently. During a strike the employer may, for example, hire
bodyguards to protect workers willing to cross the picket line or post
cameras to record violent activity. In most settings, the result should be
that some of the threat-costs fall on employers and. that this allows unions
to maintain a persistent wage differential.30

As discussed below, workers differ substantially in their quality, and
there are substantial gains to be generated from explicitly sorting between
them by way of monitoring or the use of implicit pension contracting.
While labor unions actively seek to create and maintain a union-nonunion
wage differential, within the bargaining unit they strenuously seek wage
uniformity across similarly categorized workers, with seniority being the
primary basis for any wage disparity between workers. 3' This observation
is consistent with the proposition that labor unions constitute a labor market
cartel that seeks to reduce cartel enforcement costs. It is widely understood
among economists, for example, that product uniformity (in this case labor)
facilitates product market cartel enforcement. Where product quality
differs, the prospect of secret price cutting increases the cost of enforcing
the cartel. Wage enhancements paid to workers identified as high-quality
must be at least partially offset by wage reductions paid to workers
identified as low-quality. Employers and workers as a group benefit from a
more parsimonious wage structure that leads workers to compete by
increasing productivity. This should tend to increase the average wage, in
part because marginal low-quality workers will seek alternative
employment. From the union's standpoint, however, wage disparity
increases cartel enforcement costs by explicitly accounting for quality
differences. Rather than incur higher enforcement costs, the union's

29 Daralyn J. Durie & Mark A. Lemley, The Antitrust Liability of Labor Unions for

Anticompetitive Litigation, 80 CALIF. L. REV. 757, 757-58 (1992) (citations omitted).
30 One possible explanation for the failure of "card check" legislation is weak union

support because, with the costs falling on workers, it promises no differential effect on
union-nonunion wages.

3 1 RICHARD A. IPPOLITO, PENSION PLANS AND EMPLOYEE PERFORMANCE: EVIDENCE,
ANALYSIS, AND POLICY 131 (1997) (citing Richard B. Freeman, Unionism and the
Dispersion of Wages, 34 INDUS. & LAB. REL. REV. 3, 3-4 (1980)).
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interest is in wage uniformity, which comes at the expense of lower
average wages than would otherwise prevail.32

B. Agency Problems

The cartel model has substantial explanatory power for the economic
role of labor unions, but the possibility remains that unions do things that
are efficient as well.3 3 Even a naked cartel will implement policies that
increase producers' and consumers' joint wealth if the benefits it captures
outweigh the costs-including transaction costs. So if inefficiencies arise
from cartelization why do the parties fail to establish terms that reduce or
eliminate the inefficiencies? Legislation and, ultimately politics, no doubt
put some rents up for grabs.34  But where the parties can identify one
another and engage in Coasian bargaining,35 economic experience suggests
that they will seek to increase the gains from trade by eliminating
inefficiencies, subject only to the constraint imposed by the cost of
transacting. Some rents are inevitably dissipated in a race to capture, but
the inexorable tendency should be contracts and other institutional
arrangements that limit rent dissipation.36

Many commentators, including some economists, have suggested that
unions function efficiently to represent workers' interests against
overreaching employers.37 Although this may be a fair representation in
idiosyncratic settings, it is by no means consistent with the weight of
economic theory. If nonunion workers strongly desire grievance
procedures, rules on workplace safety, or other collective goods the

32 Douglas L. Leslie, Multiemployer Bargaining Rules, 75 VA. L. REV. 241, 268-69

(1989). Possibly negating or overcoming the negative effect of wage uniformity on
union wages is that unions target rent-rich firms and industries for unionization. This
would occur, for example, where the union targets a firm that has invested heavily in
building a high-quality workforce.

33 POSNER, supra note 12; Hylton, supra note 12; Stewart J. Schwab, Union Raids,
Union Democracy, and the Market for Union Control, 1992 U. ILL. L. REV. 367 (1992);
Fischel, supra note 12, at 1071-72.

34 JAMES M. BUCHANAN & GORDON TULLOCK, THE CALCULUS OF CONSENT:
LOGICAL FOUNDATIONS OF CONSTITUTIONAL DEMOCRACY 3-5, 109-111 (1962) (
arguing that political outcomes are driven by rent seeking); Gary S. Becker, A Theory
of Competition Among Pressure Groups for Political Influence, 98 Q. J. ECON. 371,
371 (1983); Sam Peltzman, Toward a More General Theory of Regulation, 19 J.L. &
ECON. 211, 211-13 (1976) (arguing that political competition balances competing
interests to minimize rent dissipation).

35 R.H. Coase, The Problem of Social Cost, 3 J.L. & ECON. 1, 1-2 (1960).
36 See generally POSNER, supra note 12; DONALD L. MARTIN, AN OWNERSHIP

THEORY OF THE TRADE UNION (1980); Fischel, supra note 12, at 1061-63; and
Schwab, supra note 33, at 368.

37 See for example, the seminal but heavily criticized treatise RICHARD B. FREEMAN
& JAMES L. MEDOFF, WHAT Do UNIONS Do?, 3-4 (1984).
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employer refuses to provide, their wage demands will be higher than
otherwise. If the employer can provide these benefits at lower cost than the
resulting reduction in its wage bill, it will do so out of self-interest.3" This
is an unremarkable proposition. It simply says that, like other markets,
labor markets work-a conclusion widely supported in the empirical
literature.39 This is not to say labor markets work perfectly, or that there is
no non-cartel explanation for what they do, only that any departure from
the maximization of employers' and workers' joint wealth must be
explained by the cost of transacting. It is entirely possible that unions serve
at times as bargaining agents to reduce the transaction costs of establishing
and enforcing explicit or implicit contractual terms to increase the parties'
joint wealth.40

For the purposes of this essay, a more important question remains

unanswered: How are the rents from unionization distributed? Evidence

presented below on relative pension generosity suggests they are not shared
equally by union members. Answering this question requires an ownership
theory of labor unions, which in part boils down to who controls the union.

The literature on union control is embryonic, 41 but a large amount of

relevant, insightful work has been done in the context of corporate control.

Both publicly-held corporations and unions are managed by agents hired to

represent a dispersed and rationally uninformed collection of ostensible
beneficial owners. In both settings the owners must incur substantial

transaction costs to monitor and constrain their agents, so-called "agency

38 Freeman and Medoff show that the union-nonunion wage differential was

substantial for the period they studied. In explanation, they argue that in addition to a
"monopoly face" unions also have a "voice face," which empowers union workers to
influence workplace rules for the collective good. The implication is that the efficiency
of worker voice raises wages. If labor markets are competitive and efficient, this
conclusion is backwards. If voice is something workers value, they should be willing
to work for lower wages when their voice is effectively heard, and competition should
drive union wages down rather than up. See id. at 5-11.
39 Workers engaged in risky occupations, for example, earn a clear wage premium to

compensate for the added risk. See John Lott, Jr. & Richard L. Manning, Have
Changing Liability Rules Compensated Workers Twice for Occupational Hazards?
Earnings and Cancer Risks, 29 J. LEG. STUD. 99, 123-27 (2000).

40 By way of example, Ippolito identifies the efficiency role of underfunded pension
plans prior to ERISA. See generally Ippolito, supra note 6, at 112-116. He found that
pension underfunding served as an implicit contract. The underlying bargain (driven
by market forces but not necessarily by explicit negotiations) appears to have been that
the employer would make specific investments in reliance on the union's promise of a
given wage (or wage profile) as long as the union would honor that wage agreement.
Underfunding acted as a performance bond to prevent the unions from striking for
higher wages to expropriate the value of the employer's investments, perhaps at the risk
of sending the employer into bankruptcy. Set in context, the underlying bargain was no
doubt efficient in that, ex ante, it promised to benefit both parties.
4' For one serious counter-example, see MARTIN, supra note 36.
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costs." Corporate shareholders are said to capture the residual returns
(profits) the corporation generates, but ordinarily it is the corporate
managers who control decisions, including dividend payouts. Control over
property is one incident of ownership, and it is therefore incorrect to think
of shareholders as the owners. Instead, the incidents of ownership-the
various sticks in the bundle of corporate property rights-are allocated to
various parties. Within limits, incumbent managers have the power of
corporate control and can to some extent use it to serve their own interests
at shareholders' expense. Various forces limit their ability to do so.
Product market competition, competition in the managerial labor market,
the threat of bankruptcy, and competition in the market for corporate
control via tender offers and proxy contests all constrain corporate

42 omanagers. Much of the structure of corporate law and market
contracting, including executive compensation, ownership concentration,
and merger law have been effectively explained by the joint gains from
effectively limiting the scope of corporate managers' actions.

The analogy between corporations and labor unions is helpful but far
from airtight for various reasons. First, unlike corporate stock there is no
market for transferable union memberships. Disgruntled corporate
shareholders can sell their shares and walk away with their capital; that is,
they can exit. Union rank and file cannot. The only way they can benefit
from their position is to remain with the union and participate in its
activities over their working life through their voting rights and whatever
incidents of voice they may have. Once their relationship with the union
ends, so does their ownership stake. Second, competition for control of
union governance is severely limited. Although union raids-one union
displacing another-are not unheard of,43 they are historically rare and
seem to have become even rarer over time with the widespread use of "no-
raid" agreements between potential rivals.44  And unlike corporate

42 See generally Henry G. Manne, Mergers and the Market for Corporate Control, 73
J. POL. ECON. 110, (1965) (arguing that hostile tender offers are a powerful constraint
on corporate managers); Sanford J. Grossman & Oliver D. Hart, The Costs and Benefits
of Ownership: A Theory of Vertical and Lateral Integration, 94 J. POL. EcON. 691
(1986) (explaining that the threat of corporate bankruptcy is a powerful constraint on
corporate managers).

43 MARTIN, supra, note 36, at 95-97; See generally Fischel, supra note 12; Schwab,
supra note 33.

44 For a recent example of a no-raid agreement between the Service Employees
International Union and the American Federation of State County and Municipal
Employees Union, see Thomas B. Edsall, Unions Forge a 'No-Raid' Agreement,
WASH. POST, Sept. 20, 2005, at D.03. See also Affiliation Agreement, Coalition of
University Employees-The International Brotherhood of Teamsters at 6, May 18, 2010,
available at http://www.cueunion-action.org/pdf/CUE-IBTAffilation%20
Agreement.pdf.
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shareholders, union members may not assign their vote through proxy,
which severely limits the assemblage of voice as a constraint on union
officers and staff. As one famous playwright lamented, "[n]o king is as
safe in office as a Trade Union Official. 45

In the corporate setting, the notion that the parties will contract to reduce
the agency problem has considerable explanatory power. In lieu of salary,
corporate managers routinely accept stock options and other forms of
contingent compensation that help align their interests with those of
stockholders. In addition, through leverage and dividend declarations they
are compelled by capital markets to constrain their discretionary use of free
cash flows, to divest non-core operations, to submit to outside audits, and
to resort to public scrutiny to raise capital.46 The absence of such
arrangements in the union setting suggests that union officers and staff are
largely insulated from competitive market forces. The larger the union and
the further removed are the officers and staff from the rank and file, the
more difficult it is for the rank and file to monitor them and the less
competition they face. Local union representatives may be fairly easily
monitored, while the national officers and staff are much less so.

Donald Martin provides an insightful if ultimately inconclusive analysis
of who owns the union.47 The collective incidents of union ownership
rights include a certified union's exclusive right to bargain with the
employer, which can be transferred to another union only by a majority
vote of the rank and file, but in any event not for direct compensation. 41

This makes it unlikely an incumbent union will cede control to a more
suitable rival. Unions are able to own property, which in essence is held in
trust for the rank and file by union officers. Unions can also sue and be
sued, and any judgment against a union is the responsibility of the union
and not its members, whose liability is limited. Similar to corporate
managers, union officers have a fiduciary duty to members, and any action
against a union fiduciary on behalf of the union requires the equivalent of
an internal demand for and denial of resolution before the dispute can be
initiated in federal court.49

Although few unions provide members with proprietary ownership rights
that include, for example, the right to transfer membership, there is

45 GEORGE BERNARD SHAW, The Apple Cart: A Political Extravaganza, in THE
BODLEY HEAD BERNARD SHAW COLLECTED PLAYS WITH THEIR PREFACES VOLUME VI,
at 247, 294 (1973).

46 See Michael C. Jensen, Agency Costs of Free Cash Flow, Corporate Finance, and
Takeovers 76 AM. ECON. REV. 323, 323-24 (1986).
47 MARTIN, supra note 36, at 31.48 See id at 30-39, 96-97.

49 Cf id at 38.
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substantial variation across unions in the degree to which members have a
"proprietary interest in the present value of union monopoly rents., 50 The
absence of transferable ownership prevents individual members from
capitalizing the payoff from any long-lived investments in the union, and as
a result they may be inclined to support departures from the decisions that
would maximize the present value of cartel rents. 51 One way this can occur
is by admitting a larger membership than the cartel model would predict,
putting downward pressure on wages. Another is by underpricing union
memberships (the membership fee and ongoing dues) 52 to allow
discrimination in favor of applicants with desirable personal
characteristics.53  Depending on the cost of transacting on various
dimensions, union members will trade off wages against other workplace
benefits. The union's ability to capture rents depends on the leeway open
to the employer. In Martin's words:

Any employment relationship, union or otherwise, is multidimensional.
There is a wage rate, the worker's productive abilities, the physical
working conditions, the quality and number of complementary human
and nonhuman resources, the personalities of the parties to the
relationship, and so on. Almost all of these elements are amenable to
adjustment at the margin. The more elements and the greater the extent
to which the employer is free to adjust at the margin, the less valuable is
the union's "exclusive" bargaining right.5 4

Unions with smaller memberships (a proxy for low monitoring costs),
those in states lacking right-to-work laws, those having no-raid agreements
with potential rivals, those whose employers have little or no market power
in the labor market, and those that control employer hiring through a hiring

50Id. at 111-15.
51 Martin reports that some crafts unions, as well as Pacific Northwest longshore

unions and lumber co-ops have come close to issuing individually transferable
memberships. E.g., id at 57. Note, also, that under the NLRA striking workers
generally have a right to their jobs back once a collective bargaining agreement has
been reached. 29 U.S.C. § 158(d) states:

Any employee who engages in a strike within any notice period specified in
this subsection, or who engages in any strike within the appropriate period
specified in subsection (g) of this section, shall lose his status as an employee
of the employer engaged in the particular labor dispute, for the purposes of
sections 158, 159, and 160 of this title, but such loss of status for such
employee shall terminate if and when he is reemployed by such employer.
If incumbent union members have full proprietary rights, the cost of joining the

union will approach the capitalized value of the union rents new entrants expect to
capture in the form of premium wages and other benefits.

53 In the past, according to Martin, discrimination occurred on the basis of race, sex,
and family connections. MARTIN, supra note 36, at 36. Although race and sex
discrimination is now prohibited, it must surely be true that unions discriminate in
favor of applicants who signal their committed to union solidarity.

54 Id. at 48.
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hall have stronger proprietary rights. In times past and in other countries,
closed shops also can be seen an indicator of strong proprietary rights.

Although Martin recognizes the problem posed where union
management has leeway to exercise discretion, his analysis fails to fully
account for the role of agency costs in union operations. At one extreme is
a union in which the collective body has strong proprietary rights and faces
low agency costs in monitoring and constraining its officers and staff.
Compared to others, these unions will tend to maximize the present value
of rents they can extract from the labor market. With strong proprietary
rights but low agency costs, the rank and file will capture a substantial
share of union rents. But even the most proprietary of such unions fall well
short of providing the rank and file with transferable ownership rights.
Predictably, workers will refrain from making certain long-lived workplace
investments whose benefits are sufficiently distant because they are unable
to capture the full capital value. This explains why mutually beneficial
explicit or implicit contracting between the union and the employer to
reduce the inefficiencies from unionization is limited; contracting and
incentive-compatible organization involves capital investment.

Between the extremes are unions in which the collective body has weak
proprietary rights but faces low agency costs and unions in which the
collective body has strong proprietary rights but faces high agency costs.
At the other extreme are unions in which the collective body holds weak
proprietary rights and faces high agency costs in monitoring and
constraining the officers and staff.

Where agency costs are high, the union officers and staff will capture a
larger share of rents regardless of the strength of proprietary rights and
larger total rents where proprietary rights are strong. In some cases the
rank and file may be left only slightly better off than in the absence of a
union. As Martin puts it, "[a]s long as some critical number of members
are permitted to keep some epsilon of income above their opportunity
costs, the leadership can maximize its wealth by appropriating the residual
associated with a policy of collective rent maximization."55 I show below
that this is an accurate characterization of multiemployer pension plans.

III. THE ECONOMICS OF IMPLICIT PENSION CONTRACTING

A. Legal and Institutional Background

1. An Overview of Private-Sector Retirement Plans

National labor market legislation began during the New Deal with the

55 Id. at 28 (emphasis in original).

Vol. 1:2



WHO CAPTURES THE RENTS FROM UNIONIZATION?

56
1935 passage of the NLRA, also known as the Wagner Act. This
legislation established the right of workers to organize and to act in concert
for their mutual aid by providing a statutory labor exemption from the
antitrust laws while imposing on employers a duty to engage in good-faith
collective bargaining. It also established various unfair labor practices to
be enforced by the NLRB and democratic procedures by which the NLRB
certifies a union as the exclusive bargaining representative of a labor unit.
In 1947 Congress passed the Taft-Hartley Act 57 over a presidential veto,
amending the NLRA to prohibit perceived labor abuses such as
jurisdictional strikes, wildcat strikes, solidarity or political strikes,
secondary boycotts, secondary and mass picketing, closed shops, 58 and
money donations by unions to federal political campaigns. 59 It also gave
states the power to pass right-to-work laws that prohibit union shops 60 and
prescribed the framework for multiemployer pension plans.

Private-sector employer-provided retirement plans have been around
since at least the nineteenth century, but their use in the United States
accelerated during and after World War II with the federal government's
imposition of wartime wage and price controls. Unable to increase wages
in the face of high labor demand during the war, employers began offering
workers so-called "fringe benefits" in the form of welfare (health care) and
pension (retirement savings) plans. IRS rulings that employer
contributions to pension trust funds were exempt from corporate profits
taxes and taxed as ordinary individual income only when distributed as
retirement benefits gave strong impetus to all parties to take advantage of
these plans.

In response to bankruptcy during the 1960s of several large
manufacturers whose defined benefit pension funds were severely
underfunded, Congress passed ERISA in 197461 to establish minimum ten-
year cliff vesting of actuarial benefits, to ensure increased funding of
private-sector single-employer plans on a going-forward basis, and to

56 National Labor Relations (Wagner) Act, Pub. L. No. 74-198, 49 Stat. 449 (1935)
(codified as amended at 29 U.S.C. §§ 151-69).

" Pub. L. No. 80-101, 61 Stat. 136 (1947) (codified in scattered sections of 29
U.S.C.).

58 A closed shop is one in which all covered workers must be union members on their
date of hire and thereafter.

59 See generally Mark Gruenberg, Taft-Hartley Signed 60 Years Ago, POLITICAL
AFFAIRS (June 14, 2007) http://www.politicalaffairs.net/taft-hartley-signed-60-
years-ago/ (discussing the changes which the Taft-Hartley Act made to the
NLRA).

60 A union shop is one in which all covered workers must join the union within a
certain period after their date of hire and retain membership thereafter.

61 Pub. L. No. 93-406, 88 Stat. 829 (codified as amended in scattered sections of 29
U.S.C.).
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impose on plan sponsors a fiduciary duty to participants and the plan itself.
62 The Act requires the plan to provide covered workers with plan

summaries, and it mandates reporting to the Department of Labor through
Form 5500 filings. 3 It limited to ten percent of plan assets the amount a
plan can invest in the employer's stock. Title IV of ERISA created the
Pension Benefit Guaranty Corporation ("PBGC") to provide insurance for
participants in terminated underfunded single-employer plans and interim
loans to underfunded multiemployer plans. ERISA also prescribes the
procedures an employer must follow to terminate its plan.64

Prior to ERISA's regulatory funding mandates there was no necessary
reason an employer had to fund its pension liability by making pre-tax
contributions to a retirement trust.65 In fact, however, many employers
voluntarily set up and contributed to pension trusts as a way to finance their
pension promises, although they rarely fully funded them. One reason for
making contributions is to demonstrate the credibility of the pension
promise. Another is that contributions come out of pre-tax corporate
income and accumulate based on investment performance free of corporate
or personal income taxes. To the extent the firm underfunds the pension
trust it must save the earnings to meet retirement liabilities outside the trust
from current earnings, and these earnings are subject to a substantial
corporate income tax.66 Since tax benefits increase with funding levels, the
question is why employers forgo the benefits of tax savings by
underfunding in the absence of a regulatory mandate to do so. There must
be some offsetting cost from full funding. Section IIB-2 addresses this
issue.

Related benefits found in defined benefit plans include advantageous
methods of calculating the final average wage, the absence of service caps,
payment of a lump-sum distribution in lieu of an annuity, a joint surviving
spouse option, cost-of-living allowances for retirees, early retirement

62 Most notorious was the bankruptcy and plant closing of the Studebaker
Corporation, which left nearly 7000 workers with 15 percent or less of their vested
pension benefits. James A. Wooten, "The Most Glorious Story of Failure in the
Business": The Studebaker-Packard Corporation and the Origins of ERISA, 49 Buff. L.
Rev. 683, 726-733 (2001) (describing the Studebaker bankruptcy as a focusing event
for pension legislation). See also John W. Thompson, Defined Benefit Plans at the
Dawn of ERISA, U.S. Bureau Of Lab. & Stat. (Mar. 30, 2005),
http://www.bls.gov/opub/cwc/print/cm20050325ar01pl.htm (summarizing a BLS
analysis of major provisions of a sample of defined benefit plans in private industry as
they existed prior to ERISA).

63 Pub. L. No. 93-406, tit. I, 88 Stat. 829, 829.
64 See generally Ippolito, supra note 6, at 86.
651d. at 112, 116.
66 See generally IPPOL1TO, supra note 31 (empirically investigating the economic

effects of pension contracting).
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benefits, disability benefits, pre-retirement death benefits, and access to
supplemental 401(k) plans.

2. Single-employer Defined Benefit Plans

Single-employer defined benefit plans are the original form of employer-
provided retirement plan-historically known simply as "pensions"-'in
which the employer promises its workers an annuity beginning on
retirement, normally at age sixty-five. 67 Single-employer plans occur in
both unionized and nonunionized firms. Where the employer's labor force
is unionized, the management bargaining unit is the employer. Labor law
legislation notwithstanding, plan terms, the structure and generosity of the
retirement annuity, and the structure, provision, and generosity of related
benefits are the subject of explicit contracting between the union and
employer where the workforce is unionized. Where the workforce is not
unionized, they are the subject of employer policy guided by labor market
competition. In single-employer plans, the pension is typically equal to a
percentage generosity factor multiplied by years of service, all multiplied
by the final average wage at retirement.68 If s is the the generosity factor
(normally around 1.5 to 2.0%), R = years of service (and age at retirement
assuming the start date to be age zero), and WR = the final average wage,
the annuity value of the pension on retirement is roughly as follows:

A = sRWR.

By way of example, if the generosity factor, s, is .015, years of service,
R,is forty-five, and the final average wage is $50,000, the retired worker
receives an annuity from age sixty-five until death equal to $33,750 per
year. In practice, this amount would normally be paid out in monthly
installments of $2,812.50.

An important attribute of defined benefit plans is that workers bear none
of the residual risk from the investment performance of their pension trust
accounts. Instead, the employer bears the investment risk. If the account
performs well, the amount of the employer's earnings saved outside the
trust that must be devoted to meeting the fixed pension promise declines.
If it performs poorly, the employer must make up the difference from
outside the trust.69 Ordinarily, a worker who terminates employment with a

67 For more information on single-employer defined benefit plans, see generally

IPPOLITO, supra note 31.
68 Final average wage can be determined in any number of ways. It might be the

average of the last three or five years of service, or in some cases the average of the
highest three years of wages.

69 The employer also bears longevity risk resulting from retired workers under-living
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plan sponsor or suffers a voluntary break in service loses all unvested
retirement benefits. The employer is not required to pay vested pensions
until the employee reaches retirement age. What is more, employers are
free at any time to terminate defined benefit plans that meet regulatory full
funding rules for vested benefits and other requirements. Because these
funding mandates ensure only actuarial, and not real or "economic," full
funding, termination can impose a substantial capital loss on covered
workers.

70

One loss from which the pension promise does not insulate workers in
traditional single-employer plans is employer insolvency. Employers who
terminate their plans with insufficient assets to fully fund their pension
liabilities sometimes leave their workers with only a fraction of their
expected retirement benefits. Pension insurance through the PBGC now
partially guarantees retirement benefits. In single-employer plans the
maximum guarantee is $54,000 per worker.71

3. Multiemployer Defined Benefit Plans

Multiemployer pension plans are typically the result of collective
bargaining between a local, national, or international labor union and an
organized group of employers in a given industry. To reach agreement on
wages, hours, working conditions, and terms of the multiemployer pension
plan, the employers form a multiemployer bargaining association. One
rationale for multiemployer bargaining is that it allows employers to
represent their common interests while avoiding "whipsaw strikes" and
other allegedly coercive union tactics.72 Another is that they allow workers
flexibility to switch employers as circumstances warrant within the
multiemployer association without suffering a break in service and loss of

or outliving their actuarial life expectancy implicitly accounted for in the pension
generosity parameter.

70 Ippolito, supra note 6, at 102-105. Recall that WR is the wage the worker earns at

or near retirement. Assuming wages grow over time, the wage a worker earns prior to
retirement will be less than WR, perhaps by a substantial amount. ERISA's full funding
mandates require the employer to fund the present value of retirement benefits based on
the current wage rather than on WR, and this is one source of the capital loss workers
suffer from early termination. The incentive effects of this plan structure will be
discussed in detail below, infra note 86 and accompanying text.

71 See PENSION BENEFIT GUAR. CORP., PENSION INSURANCE DATA BOOK 2009, at 15,
94 (2010), available at http://www.pbgc.gov/docs/2009databook.pdf.

72 See Anthony B. Sanders, Multiemployer Bargaining and Monopoly: Labor-
Management Collusion and a Partial Solution, 113 W. VA. L. REv. 337, 345-46
(2011). A whipsaw strike occurs when a local union focuses its strike resources on a
single industry employer at a time, with the expectation that once having been
successful with one employer, the union will then strike another employer in the
industry. One effect of whipsaw strikes is to encourage employers to bargain as a unit,
leading to the formation of an multiemployer bargaining unit.
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pension coverage. 73

A multiemployer bargaining association is a form of multilateral
contract. By definition, multiemployer bargaining associations involve
concerted action by competing employers, who enjoy both a statutory
"labor" exemption from antitrust enforcement under the Clayton Act
(1914) and a judicially defined labor exemption.74 The Taft-Hartley Act
establishes the statutory framework for multiemployer pension plans. This
framework is described in a Bureau of Labor Statistics publication as
follows:

A multiemployer plan must conform to section 302(c)(5) of the Taft-
Hartley Act, which makes it illegal for employers to provide and union
representatives to receive money or anything else of value. However, in
the case of a multiemployer plan, a retirement trust fund is exempt from
this section if: (1) Payments are held in trust; (2) the basis of payments is
found in a written agreement; (3) labor and management have equal
representation in administering the fund; (4) there is an annual audit; and
(5) the fund is separate from other monies, and is used solely for
providing pensions.

75

A board of trustees consisting of an equal number of members from
bargaining unit employers and the union administers the plan. In contrast
to the administration of single-employer plans, which are handled
exclusively by the employer, multiemployer plans exhibit heavy union
involvement and cohesion. As with all trustees, the members of the board
have a fiduciary duty to act in the best interest of the plan and its
beneficiaries, but this leaves plenty of leeway for union trustees to favor
their own interests over employer or worker interests.76

One feature of many multiemployer collective bargaining agreements is
a most-favored nations clause assuring members of the association that new
employers brought in mid-term during the collective bargaining agreement
will not be given preferential treatment. Employers in an industry cannot
be legally compelled to join a multiemployer bargaining unit, but,
ostensibly to prevent free riding, employers that assent in advance are
contractually bound to a majority-vote collective bargaining agreement

73 Gentile, supra note 8, at 830 (indicating that even if the pension plan documents do
not provide extended coverage ERISA prevents the trustees from ceasing to perform
their benefit obligations).

74 See, e.g., Connell Constr. Co. v. Plumbers & Steamfitters Local Union 100, 421
U.S. 616, 621-24 (1975) (stating that the basic sources of organized labor's exemption
from federal anti-trust laws are sections 6 and 22 of the Clayton Act as well as a non-
statutory exemption from anti-trust sanctions recognized by the courts).

75 Harriet Weinstein & William J. Wiatrowski, Multiemployer Pensions Plans, COMP.
& WORKING CONDITIONS, Spring 1999, at 19, 21, available at
http://www.bls.gov/opub/cwc/archive/springl999art4.pdf.

76 MARTIN, supra note 36, at 98-99.
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with the union once bargaining begins.
For multiemployer plans the pension promise normally differs from

single-employer plans. Multiemployer plans are seldom based on final
average wage. Instead, they provide an annuity that is a constant function
of R in no way dependent on the final average wage. The annuity value of
the pension on retirement is

A = s'cR,

where s' is the monthly generosity factor (normally around three percent)
and c is a constant dollar credit per year in service. If the dollar credit per
year in service is $1,000, the generosity parameter is .03, and the employee
retires after forty-five years of service in the bargaining unit, then the
monthly pension starting at age sixty-five would be $1,350. In a
competitive labor environment, pension annuities in multiemployer plans
are a much smaller proportion of lifetime wages than in single employer
plans. Even beyond that, however, by failing to tie pension values to the
final average wage, multiemployer plans generally provide workers with
modest retirement prospects compared to single-employer plans. In the
absence of ad hoc adjustments to s' or c the pension annuity in
multiemployer pension plans is subject to inflation erosion and lost real
wage growth between the time workers earn pension credits and the time
they retire because the annuity is independent of final average wage, which
generally keeps up with inflation and real wage growth.77

Although multiemployer plans are bargained-for contractual agreements
between multiemployer bargaining unit employers and a local labor union,
the agreements are heavily constrained by statutory and case law. In 1980,
Congress specifically addressed the funding of multiemployer pension
plans through passage of the Multiemployer Pension Plan Amendments
Act. 78 The Act established guaranteed funding monitored by the PBGC,
mandated multiemployer pension plan insurance premium payments to the

77 It is common for multiemployer plans to establish reciprocity agreements with
other plans also under the umbrella of a national union, with the application of the
agreement having specific occupational and geographic scope. Administration of these
reciprocity agreements can be costly, as they require account to be taken of transfers of
workers' credit service between plans and often require actual transfers of funds or
proration of benefits between participating plans. Where pension generosity, s', differs
between plans, the employer in the "temporary" plan is required to remit funds or
provide credits equal to no more than the lesser of the pension contributions required
by the least generous plan. This feature appears to be a form of most-favored-nations
guarantee. See generally MAURICE E. MCDONALD, RECIPROCITY AMONG PRIVATE
MULTIEMPLOYER PENSION PLANS (1975).

78 29 U.S.C. §§ 1381-1453 (2006).
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PBGC, established liability of employers for any unfunded pension
obligations on termination, established five-year cliff vesting for pension
increases that occur within five years before plan termination, and created
joint-and-several liability for the employers remaining in a plan if a
terminating employer is financially incapable of meeting its pension
obligations. 79 Unlike single employer plans, in multiemployer plans the
PBGC provides no insurance guarantee, only interim loans to insolvent
plans up to $19,000 per worker. 80

In 2006 Congress passed the Pension Protection Act (PPA)81 formalizing
changes for multiemployer plans that had already appeared in the 2005 and
2006 budget acts. The PPA increased the minimum full funding level to
eighty percent, increased the insurance premiums employers with
underfunded plans must pay to the PBGC, enhanced plan disclosure to
participants, raised the cap on the amount of company stock an employer
can place in its own plan, and made it possible for employers to enroll
workers automatically in their 401(k) defined contribution plans. The PPA
required amendments to underfunded multiemployer plans to meet ERISA
and IRS full funding rules.8 3 It shortened from thirty to fifteen years the
amortization of net liabilities (owing to past accumulated net liabilities,
investment losses, or experience losses) required of underfunded plans to
make catch-up contributions. It also established procedures for

79 Any employer financially unable to meet its obligations leaves the remaining
employers liable for its unfunded pension liability beyond any interim loan the PBGC
might provide. This is known as "withdrawal liability." See PENSION BENEFIT GUAR.
CORP., supra note 71, at 6.
80 Whereas the PBGC's single-employer insurance program settles claims by taking

over a plan's assets and paying guaranteed benefits directly to the plan's participants,
the multiemployer program provides financial assistance to the insolvent plans
themselves.

PBGC provides insolvent multiemployer plans with financial assistance sufficient to
pay guaranteed benefits and administrative expenses. The plans retain the responsibility
for paying benefits to retired plan participants and beneficiaries. PBGC does not pay
benefits directly to participants of insolvent multiemployer plans. Should a plan
recover financially, it is required to repay the financial assistance with interest. To date,
only one multiemployer plan has repaid PBGC for the financial assistance it received.
Id. at 3. "[T]he benefit guarantee under the multiemployer program is based not on

age but on years of covered service in the plan. A participant with 30 years of covered
service, for example, is eligible for a maximum guaranteed benefit of $1,072.50 a
month, or $12,870 per year, regardless of age." Id. at 16.
81 Pension Protection Act of 2006, Pub. L. No. 109-280, 120 Stat. 780 (codified in

scattered sections of 26 U.S.C. and 29 U.S.C.).
82 See OFFICE OF MGMT. & BUDGET, EXEC. OFFICE OF THE PRESIDENT, BUDGET OF

THE UNITED STATES GOVERNMENT, FISCAL YEAR 2006, at 208-09(2005); OFFICE OF
MGMT. & BUDGET, EXEC. OFFICE OF THE PRESIDENT, BUDGET OF THE UNITED STATES
GOVERNMENT FOR FISCAL YEAR 2005, at 229-30 (2004).

" Pub. L. No. 109-208, §§ 201-04, 120 Stat. 780, 858-89 (2006) (codified in
scattered sections of the U.S.C.).
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underfunded plans to achieve five-year automatic amortization extensions
and allowed them to receive funding waivers if, among other things, more
than ten percent of the employers participating in the plan were unable to
satisfy minimum funding requirements for the plan year without suffering
financial hardship. The PPA also amended ERISA to liberalize cliff
vesting at five years.84

Beyond this, the PPA established a system for underfunded
multiemployer pension plans to report the status of their plans. All
multiemployer pension plans now fall into one of three color-coded
categories. A plan's status is green if it is fully funded, yellow if it is
"endangered" or "seriously endangered," and red if it is "critical," with
status depending on the extent to which it is underfunded on both a current
and ongoing basis. 85 Multiemployer plans that fall into the latter categories
must establish funding improvement or rehabilitation schedules, limit their
lump sum distributions, restrict benefit increases, subject other
participating employers to surcharges for failure to implement a
rehabilitation schedule, and provide specific disclosure of their funding
status in Form 5500 filings.86 Finally, and subject to certain requirements,
the PPA allows participating employers with fewer than 500 employees in
collectively bargained plans to establish "eligible combined" plans that
include both defined benefit and defined contribution features, known as
"DB(k) plans." 87

Two years after it passed the PPA, Congress passed the Worker Retiree
and Employer Recovery Act ("WRERA")8 8 in response to stock market
declines that rendered the minimum funding provisions of the PPA
excessively demanding. 9 WRERA allowed a multiemployer pension plan
sponsor to temporarily "freeze" a plan's status for the first plan year
beginning between October 1, 2008, and September 30, 2009. A plan that
slipped from green zone status after having made the required WRERA
election is allowed to defer implementation of its funding improvement or
rehabilitation schedule for one year. A plan that slipped to critical red
status after making the required WRERA election is allowed to defer
implementation of its rehabilitation schedule for three years, and during

29 U.S.C. §1053(a)(2)(A)(ii) (2006). ERISA also sets up a phased system of
minimum vesting.

85 29 U.S.C. § 1085 (2010 Supp).
86 29 U.S.C. § 1085(e).
87 26 U.S.C. § 414(x) (2010 Supp.).
88 Pub. L. No. 110-455, 122 Stat. 5036 (2008).
89 See generally, JOINT COMMITTEE ON TAXATION, TECHNICAL EXPLANATION OF H.R.

7327, THE "WORKER, RETIREE, AND EMPLOYER RECOVERY ACT OF 2008," AS PASSED BY
THE HOUSE ON DECEMBER 10, 2008 (2008) (providing detailed explanation of the
legislation and its technical effects).
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that period it is not required to limit lump sum distributions or subject
contributing employers to underfunding surcharges.

4. 401(k) Defined Contribution Plans

Workers in defined contribution plans bear investment risk but not
employer insolvency risk. Rather than making a pension promise to
workers in the form of a life annuity on retirement conditional on continued
employer solvency, defined contribution plans simply make ongoing
contributions to a trust on workers' behalf for the duration of his or her
working life. Workers are free to self-direct their portfolio of securities
investments within prescribed limits, and their retirement benefits generally
vary with market rates of return. Because market rates of return tend to
keep pace with inflation and wage growth over the long run, no indexing of
retirement benefits to final average wage is necessary. Some employer-
provided defined contribution plans such as TIAA-CREF and VALIC
provide access to variable annuity life insurance contracts. Once benefits
vest, defined contribution participants own their retirement account, which
is at their discretion on retirement. If they want to invest their assets in a
life annuity on retirement they are free to do so. Once vested (often
immediately), defined contribution plans are fully portable.

In 1979 Congress amended the IRS Tax Code to create Section 40 1(k), 9'
which, in addition to the employer contribution typical of defined
contribution plans, allows workers to make voluntary pre-tax contributions,
often with employer-matching contributions as a ratio of employee
contributions up to some limit (currently $17,000 for workers under fifty
years of age) that are also tax deferred.9 1 Many employees take advantage
of tax-deferred employer matching, but a substantial number do not. In
essence, this permits the employer to offer a higher lifetime wage to those
who select themselves for voluntary pre-tax contributions plus employer
matching. In a later section I discuss the incentive this provides low-
quality workers to quit at a higher rate than otherwise, leading to
improvements in an employers' workforce efficiency.

Beginning in the 1980s, defined benefit plans declined as a percentage of
the plan-covered workers. This was the result, in part, of regulatory
changes that increased the administrative costs of smaller defined benefit
plans and, in part, of the introduction and growth of 401(k) defined
contribution plans. The greatest gains by defined contribution plans have

90 26 U.S.C. § 401(k) (2006).
91 See 401(k) Resource Guide - Plan Participants - Limitation on Elective Deferrals,

IRS, http://www.irs.gov/retirement/participant/article/0,,id= 151786,00.html (last
visited May 10, 2012).
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been in small firms (those with fewer than 2,000 workers) and large,
nonunionized manufacturing firms. 92

B. The Economics of Implicit Pension Contracting

1. Single-employer Defined Benefit Plans

In the last 30 years, labor economists have done a substantial amount of
insightful work on the incentives employer-provided retirement plans
provide. In contrast to early work that assumed these plans were simply
savings vehicles designed to capture the advantages of tax deferral, the
more recent work shows how the structure of retirement plans can enhance
workplace productivity by providing the parties-both workers and
employers-with efficient incentives. As a foundational point, in an
undistorted competitive labor market with free entry and exit, the pension
promise is not free to workers. The empirical economics literature on
implicit pension contracting clearly shows that workers bear the burden of
their retirement benefits by accepting lower cash wages during the term of
their employment. 93 Workers earn a full wage at any given time that
includes both their current cash wage and the present value of any credits
they save toward their pension by foregoing some amount of current cash
wage. Foregone wages cannot be directly observed and so must be
estimated. Since pensions are not free, from the start of employment until
death the capitalized value of future expected pension benefits must equal
the capitalized value of foregone cash wages. Working backwards based
on final wage and pension generosity, economists have been able to
estimate the foregone cash wages (pension savings) necessary to make the
capital accounts balance.94

Foremost in the pension literature is the extensive work by Richard
Ippolito. His work assumes employers and workers rationally maximize
the discounted present value of future net income (possibly including any
on-the-job benefits). This is equivalent to maximizing wealth.95 As such,
it is necessary to focus on capital values when assessing the parties'
choices. This will often entail inter-temporal tradeoffs, with investments in
workplace productivity being of primary concern. 96 In Pension Plans and

92 IPPOLITO, supra note 31, at 82.
93 See Id. at 10-17.
94 Id. at 13; Richard A. Ippolito, Efficiency with Costly Information: A Study of

Mutual Fund Performance, 1965-1984, 104 Q. J. ECON. 1, 18-20 (1989) [hereinafter
Efficiency with Costly Information]; Richard A. Ippolito, The Labor Contract and True
Economic Pension Liabilities, 75 AM. ECON. REV. 1031, 1032-33 (1985) [hereinafter
The Labor Contract].

95 See generally D. Bruce Johnsen, Wealth is Value, 15 J. LEGAL STUD. 263 (1986).
96 In its simplest form, investment is simply the act of forgoing current consumption
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Employee Performance: Evidence, Analysis, and Policy, ("Pension Plans

and Employee Performance") Ippolito hypothesizes that single-employer

defined benefit plans reflect an implicit contract between the employer and
workers. 97 Workers save for retirement by foregoing some measure of
current cash wages in exchange for the promise of a pension annuity on
retirement.98 They expect to receive the capitalized value of pension

savings (forgone cash wages) as retirement benefits, conditional on staying
with the firm and retiring at the optimal age or range of ages. Among other
things, single-employer defined benefit plans encourage high-quality
workers-those having relatively low subjective discount rates-to join
and stay with the firm until retirement. This ensures the parties can take

full advantage of long-term workplace productivity investments, which
allows the employer to pay workers an indenture premium sufficient to
compensate them for their loss of job mobility. 99 Low-quality workers -
who have relatively high subjective discount rates-are unwilling to forego
current wages for distant pension benefits and will, instead, choose to work

for firms that have no pension plan but pay higher cash wages, all else
being equal. Since the employer cannot directly observe worker quality,
merely having a defined benefit plan indexed to the final average wage,
WR, allows it to set up a system in which high-quality (long-tenure) workers

self-select for employment and plan coverage based on private information
about their own quality.100

Even high-quality workers might have good reason to quit, which
imposes costs on the employer. An obvious way to deter quitting is to
impose vesting requirements. As Ippolito reports in A Study of the

Regulatory Effect of the Employee Retirement Income Security Act, ("The
Regulatory Effect") prior to ERISA, nearly forty percent of all workers
participated in pension plans in which benefits vested on retirement. 101 The
remaining sixty percent were subject to more liberal vesting

requirements. 1
0
2 Originally, ERISA mandated relatively liberal ten-year

cliff vesting but has since moved to a five-year cliff vesting system.10 3

Even assuming pension benefits vest immediately on the date of hire,

with the expectation of increasing future consumption by an amount sufficient to
compensate for the delay.

97 IPPOLITO, supra note 31.98Id. at 10-29.

99 Id. at 95-99. Workers with lower discount rates will exhibit lower absentee rates,
higher investments in team production, greater willingness to train new workers, etc.

"'0 Id. at 10-30.
l0' Ippolito, supra note 6.

112 Id. at 86, 97.
103 Id. at 86.
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most single-employer defined benefit plans are set up to discourage
workers from quitting prior to retirement. With some exceptions, ERISA
mandates that employers fully fund all current actuarial pension liabilities
but not all economic pension liabilities. Assume a worker begins
employment at age zero, with retirement set at date R = 45. Let a denote
years of service at any time between the worker's start date and retirement,
with a = R = 45 corresponding to retirement. If the worker quits at any
given time before retirement age he has a vested annuity collectable at R
whose lump sum value on retirement is equal to

P = baWa,

where Wa is his wage at time-a and b is a capitalized generosity
parameter. 10 4 Because P will accrue only on retirement, at time-a it must
be discounted to present value over R - a time periods. Using discrete
discounting, the present value of this lump sum at any time, a, is given by

Pa.= baWa+ (1 + i)Ra.

This amount reflects the time-a present value of economic benefits the
worker can expect to collect on retirement from quitting at time-a rather
than at retirement age.

Comparing P to P, reveals the effect of indexing retirement benefits to
final average wage for a worker who stays with the firm until year-forty-
five compared to one who quits early after, say, twenty-five years. This
situation is depicted in Figure 4, where the horizontal axis measures time
on the job, the right-side vertical axis in black measures the retirement-date
value of the pension per year of credited service, and the left-side vertical
axis in grey measures the time-25 present value of pension benefits to be
received at time-45 by the early quitter. The curve b W, indicates the value
of the pension per year of credited service for any number of years from
zero to forty-five. It increases at an increasing rate to reflect the effect of
wage growth compounded at five percent.

Referring back to the numerical example from Section IIIA-2, the
worker who retires after forty-five years with a final average wage of
$50,000 receives a pension per year of credited service equal to $750.00

104 Since annuity value never appears in Ippolito's formulation, it must be that
capitalization of the annuity is imbedded in b. An unrealistic but easily understood
way to capitalize s to arrive at b is to assume the worker lives forever on retirement, so
that his or her pension annuity becomes a perpetuity. In this case b simply equals s/i.
Ippolito states that using a capitalized generosity parameter is a simplification that
leaves his results unaffected. The Labor Contract, supra note 94, at 1033 n.6.
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(bW 45). Multiplied by forty-five years of service, the total yearly pension is
45 x $750.00 = $33,750.00 and is shown in Figure 4 by the light-shaded
plust medium-shaded plus dark-shaded rectangles. The lump sum the early
quitter can expect to collect in year forty-five after retiring in year twenty-
five can be calculated using the formula for P, which is now equal to 25 x
.015 x W25. Making the plausible assumption that wages grow at the
nominal interest rate, i (assumed here to equal five percent), and working
backwards from a time-45 wage of $50,000, W25 must be $18,850.105

Plugging this wage into the formula for P yields a pension per year of
credited service equal to .015 x $18,850 = $282.75. Multiplying by
twenty-five years of service yields a total of $7068.75, as shown by the
shaded rectangle in Figure 4.

Because the worker must wait twenty years to collect this amount, its
time-25 present value requires that it be discounted at i = .05 for twenty
years to arrive at Pa*. The curve bW 25 + (1 + .05)20 shows the present value
of $282.75 for each year prior to time-45. It reflects the same effect of
compounding as curve bW between years zero and twenty, but in this case
we must work backward from time-45 to time-25. Based on discrete
discounting, as of time-25 the worker values the pension at $106.60 per
year of credited service. Multiplying by twenty-five years yields a total of
$2,664.92, shown by the dark-shade rectangle in Figure 4.106 This amount
roughly meets the actuarial full funding requirement imposed by ERISA
because contributions are sufficient to cover all current (the time-a present
value of) liabilities evaluated at the current wage, based on actuarial
assumptions about the appropriate discount rate and other factors.

The worker who stays with the firm until retirement faces an entirely
different result on reaching his or her twenty-fifth year. Given the
assumption that wages are likely to increase at the nominal interest rate, i,
the economic benefit the worker accrues up to time-a, conditional on
continuing to work until retirement age, is given by

Pa = baWR+ (1 + if)Ra .

This amount is simply identical to P (the undiscounted time-a annuity
from above), however, because W is assumed to grow at the rate i = five
percent between time-a and time-R. The worker who stays on the job
enjoys pension credits at the growing wage not only for future service but
for past service as well. For the first twenty-five years of service the
worker will receive a retirement-date pension per year of credited service

105 The discount factor is .377. $50,000 x .377 = $18,850.
106 Again, the discount factor is .377. $7,068.75 x .377 = $2,382.16.
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equal to $750.00 (bWR = .015 x $50,000). Multiplying by twenty-five
years yields $18,750.00, shown by the medium-shades plus dark-shaded
rectangles in Figure 4. Those who quit early forgo the advantage of a
retirement-date pension whose accumulated credits are indexed between
time-25 and time-45 to the actual wage. The time-25 difference in the
present value of retirement benefits, P - P*, is the capital loss the worker
suffers from being terminated or quitting before retirement age. At
plausible discount rates it can be substantial, in this case $7,068.75 -
$2,382.16 = $4,686.59. Note that economic full funding at time-25
requires the employer to place $7068.75 in trust to cover future pension
liabilities for workers expected to remain on the job until retirement age.

In Pension Plans and Employee Performance, Ippolito refers to P (= P)
as a high-quality or stay pension and P. as a low-quality or quit pension. 107

To see why, it helps to recall that workers must pay for their pension
benefits through forgone wages. If workers believe the employer is likely
to terminate them or the plan in its entirety after vesting but before
retirement, they will forgo wages of no more than necessary to fund a quit
pension. That is, at any given time they will have contributed no more to
their pension account in forgone wages than the present value of the
retirement-date benefits they can walk away with if they are terminated or
quit. If, on the other hand, workers believe the employer will fulfill its
pension promise and they have no intention of quitting, they will forgo
larger wages early on to fund a stay pension because this allows them to
fully capture the benefits of tax deferral and a share of the productivity
advantages of long tenure. A quit pension does not. Note that workers will
not bind themselves to the firm for free. The employer must pay them an
indenture premium consisting of a higher lifetime wage.

Empirically, the implicit contract theory predicts that if workers do not
trust .their employer to fulfill its promise they will invest only in quit
pensions and their pension contributions will be back-end loaded; they will
deposit forgone wages into their pension account at a low rate early-on and
at an increasing rate as they approach retirement. If they trust the
employer, however, they will invest in a stay pension and contribute more
in the early on. Their pension contributions should then be level over their
working life with the firm and roughly equal to b, the pension generosity
parameter. What is more, if they trust their employer and invest in a stay
pension the capital loss they stand to incur if they are terminated or quit
will be substantial, while if they invest only in a quit pension they suffer no
capital loss if they voluntarily quit. The implicit contract theory assumes
workers trust their employer and predicts that quit rates in firms covered by

107 IPPOLITO, supra, note 31, at 15, 21.
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traditional single-employer defined benefit pensions will be substantially
lower than in firms with no pension coverage. If workers invest only in
quit pensions, however, there should be no observable difference in quit
rates across workers in firms with and without pension coverage.1"8 The
evidence clearly demonstrates that workers in firms covered by single-
employer defined benefit plans contribute over their working life at a
constant rate and that quit rates are substantially lower than in similar firms
that have no pension plan. 109 The evidence strongly fails to reject the
implicit contract theory and suggests that workers in single-employer plans
rationally invest in stay pensions. 1t0

Many plans offer the option of early retirement, in essence specifying an
age range over which workers can choose to retire without having to bear a
late retirement penalty. During this period, often ages fifty-five to sixty-
five, the plan adjusts pension benefits in an economically fair way that
leaves the worker's wealth unaffected. This adjustment must take into
account the worker's longer expected retirement annuity through a
reduction in pension generosity as a function of final average wage or a
recalculation of final average wage.

2. The Regulatory Effects of ERISA

When asked to explain the underlying purpose of major legislation such
as ERISA, an economist's first job is to ask what market failure the
legislation might have been designed to correct. Absent a plausible market
failure, it may be that the legislation is motivated by interest group rent
seeking that requires a public choice or political economy explanation. In
The Regulatory Effect, Ippolito uses the model of implicit pension
contracting to assess whether ERISA had the effect of correcting a market
failure."' He proposes the following hypotheses: First, as suggested by

"8 Id. at 23.
"91d. at 16.
110 Another prediction of the implicit contract theory of pensions is that they are

likely to discourage workers from staying with the firm too long. Past some point
workers' physical and mental' capacities diminish and they are more prone to
absenteeism. These costs must be borne in part by co-workers and the firm. Most
defined benefit plans address the problem of workers who might stay on the job
inefficiently long by capping benefits in some way. The lump sum pension formula
might be specified with a maximum value of R, in which case pension benefits are
frozen beginning at R. Past R, say, 45 years, an additional year of service will add
nothing to the lump sum value of the retirement annuity. The worker not only loses the
additional year-of-service in the benefit equation but, assuming his decision to continue
working past age 65 in no way affects his life expectancy (the duration of his annuity),
he also loses one year of retirement benefits. The implicit wage tax from working past
R can be as much as 30 percent of the yearly wage and can be seen as the penalty for
late retirement. Id. at 12.

1l1Ippolito, supra note 6.
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press accounts and public rhetoric leading to its passage, ERISA might
have been a response to employers' opportunistic termination of loyal
workers. Prior to ERISA, what would have prevented an employer from
negotiating a low wage in exchange for a generous pension promise and
then defrauding workers by firing them before retirement or altogether
terminating the pension plan somewhere down the road? In this
hypothetical, pre-ERISA myopic workers fail to recognize the employer-
fraud problem and invest in stay pensions, only to lose the benefits down
the road on early termination. The full funding mandates Congress built
into ERISA might have been a method of ensuring that workers received
their expected pension benefits going forward.

Second, pre-ERISA workers may have been fully informed, recognized
the employer-opportunism problem, and reacted to protect themselves by
investing only in quit pensions, inefficiently foregoing the full benefits of
tax-deferred savings and the incentive for productivity investments. This
hypothetical represents a low-quality equilibrium that regulation could
conceivably repair by ensuring the enforcement of any implicit pension
promise. ERISA's full funding mandates did this, the story goes, by
ensuring that employers had more to gain by honoring the implicit contract
than by engaging in opportunistic termination. If so, it would have
encouraged workers to efficiently invest in stay pensions and to take full
advantage of tax-deferral and the productivity gains from long tenure.' 12

In The Regulatory Effect, Ippolito finds no empirical support for the
hypothesis that ERISA had the effect of correcting either of these
hypothetical market failures. 113 Following the first hypothetical, if workers
were uninformed and subject to employer fraud, and ERISA effectively
prohibited fraud by mandating full funding, then the effect of ERISA
should have been a reduction in cash wages and employment in pension-
intensive industries. 14 This situation is depicted in Figure 5 Employers'
weekly demand for labor is shown by D, while MCCASH + B shows
workers' willingness to supply labor for cash wages assuming they believe
the employer will fulfill the pension promise, equal in value to B. MCCASH
shows their willingness to supply labor based on the observable cash wage.
By hypothesis, secretly knowing they would likely renege on the pension
promise, employers would have paid W1 and used Ll units of labor per
week, where MCCASH intersects D, because labor is less costly than workers
believe. With the passage of ERISA, employers would have had to pay the
full wage as promised according to MCCASH + B, and would have cut back

1 " Id. at 87-92.
113 i 

9.114 Id. at 92-98.
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on their use of labor from Ll to L2. At the same time, cash wages would
have declined from W1 to W2 owing to the reduction in employment from
L' to L2, with the full wage being W2 + B. The data clearly shows,
however, that employment remained steady following ERISA and, if
anything, real wages drifted upward.1 5 Pre-ERISA, moreover, employers
intending to engage in pension fraud would have been observed engaging
in involuntary termination of unvested workers. The data in no way
suggest this occurred. Nor did ERISA appear to materially increase the
rate of defined benefit plan terminations-which might be expected
because it surely increased the cost of using defined benefit plans-or the
use of defined contribution plans.

Following the second hypothetical, if workers were informed pre-ERISA
they would have foreseen employer fraud and invested only in quit
pensions. We should then expect to have seen back-end loaded pension
savings rates and quit rates similar to those in non-pension firms. The
evidence squarely contradicts the hypothesis that the labor market was in a
low-quality equilibrium. What is more, the effects of the passage of
ERISA are inconsistent with a low-quality equilibrium. If ERISA made
pension promises enforceable that were otherwise unenforceable, it should
have led to a dramatic rise in defined benefit plans to allow employers and
workers to capture the efficiencies of tax deferral and productivity gains
from long tenure. It did not.1 16

It might appear that ERISA's vesting requirements reduced the potential
for employer abuse of unvested workers by imposing maximum ten-year
cliff vesting and mandatory full funding rules. The problem is that ERISA
mandated actuarial full funding, not economic full funding. Recall that the
difference between actuarial and economic full funding results from wage
growth, to which single-employer years of service credits are indexed.
Assuming a nominal interest rate (and wage growth) of five percent, a
worker terminated at age a = 25 must wait until age R = 45 to collect
benefits and loses roughly sixty-two percent of his or her pension.
ERISA's mandate of actuarial rather than economic full funding did little to
protect workers from abusive terminations. By allowing employers to
terminate pension plans at any time as long as all actuarial obligations are
fully funded, workers' pensions could fall far short of what they expect
from a stay pension. In many cases before and after ERISA, employers
funded their pension plans well in excess of that necessary to meet actuarial
obligations. Had ERISA been designed to prevent abusive terminations, it
would have mandated that any funding in excess of actual obligations

1 " Id. at 94.
116 Id. at 92-97.
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would not revert to the employer on termination and that employers must
provide full economic funding of expected benefits going forward. It did
neither. As Ippolito reports in The Regulatory Effect, "[i]n 1965 ...
terminations imposed a capital loss on workers equal to approximately 20
percent of expected benefits; in 1970, 40 percent was lost; in 1980, 50
percent."'l7

If, as the evidence indicates, ERISA did not have the effect of correcting
labor market failures, exactly what did it do? In The Regulatory Effect,
Ippolito finds the political economy story compelling. 1 8 He argues that
ERISA's primary purpose was to affect rent transfers to politically
powerful subgroups within the labor market, namely labor unions. The
primary beneficiaries of PBGC insurance have been workers in
underfunded single-employer plans whose employers faced high
probabilities of insolvency." 9 These workers, he found, were heavily
concentrated in unionized firms. In his words, "virtually all systematic
underfunding in private pension plans in the United States is attributable to
underfunded plans covering unionized participants." Through 1986,
"almost 95 percent of [PBGC] monies have been claimed by union
participants."'

120

The interesting question is why underfunding would be heaviest in
unionized firms with single-employer plans. The answer relies on the
implicit contract theory. The mirror image of employers' opportunistic
termination of their pension promises is opportunism by a well-organized
union. Assume a pension plan is fully funded owing to a bargain between
the parties of a specific wage and pension promise. What prevents the
union from unexpectedly increasing its wage demands by threat of strike
after the terms of the implicit pension contract are set, even if it imposes
substantial bankruptcy risk on the employer? If the employer later
becomes insolvent, union workers could get the benefit over the short term
of premium wages and still collect their full pension benefits. At the
margin, employer underfunding of full pension obligations serves to bond
the union against such opportunistic conduct. The benefit of the
underfunding bond must have offset the forgone benefits of greater tax
deferral. With passage of ERISA and the provision of PBGC pension
insurance, the bond disappeared and opportunistic wage demands by
unionized workers in dying firms followed, with underfunded pension
liabilities indemnified by U.S. taxpayers at-large. According to the

17 Ippolito, supra note 6, at 103.
1S id.

"'Id. at 116-19.
120 Id.
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Congressional record, Ippolito reports in The Regulatory Effect that
through their public statements and lobbying efforts the unionized
"beneficiaries of the insurance identified themselves beforehand and played
key roles in enacting the insurance title of ERISA."'' 21

Traditional, single-employer defined benefit pension plans, it seems, are
not what they appear to be, namely mere retirement savings or tax deferral
vehicles. Instead, they are efficient contracting devices designed to align
worker and employer interests in enhancing workplace productivity. Nor is
labor regulation what it seems. Rather than being a labor market protection
measure, for example, ERISA's main function was to transfer rents from
taxpayers at-large to a concentrated and politically organized group of
unionized workers.

3. Defined Contribution Plans

Defined contribution plans existed prior to ERISA's passage but were
popular primarily in smaller firms, no doubt owing to their lower
administrative costs. In the mid-1980s their popularity began to increase
markedly. 22 In 1979, at least eighty percent of workers covered by an
employer-sponsored retirement plan were members of defined benefit
plans. 123  By 1996 participation was down to fifty percent. 124  One
explanation is a 1987 change to the IRS Tax Code imposed by the Omnibus
Budget Reconciliation Act ("OBRA"), 125 which placed additional
restrictions on the extent to which employers offering defined benefit plans
could fund their expected pension liabilities. Under ERISA, employers
could fund one hundred percent of "ongoing liabilities," which is identical
under plausible assumptions to the notion of economic full funding. The
OBRA imposed the additional restriction that funding is limited to 150% of
actuarial liabilities. 1 6 To the extent the OBRA limit is binding, which it is
likely to be as a workforce matures and actuarial and economic full funding
converge, it restricts the advantages defined benefit plans offer in terms of
tax deferral. No such restriction exists for defined contribution plans.

In The Regulatory Effect, Ippolito shows that the trend toward defined
contribution plans was underway well before the passage of OBRA. 127 One

121 Id. at 120.
122 IPPOLITO, supra note 31, at 88.
123 Id. at 79 (citing U.S. Department of Labor, Pension Plan Bulletin, No. 5 (1996),

Table E5).
124 Id. at 79.
125 Omnibus Budget Reconciliation Act of 1987, Pub. L. No. 100-203, §§ 9301-9303,

101 Stat. 1330, 1330-43 (1987) (prior subsequent amendments).
126 IPPOLITO, supra note 31, at 160.
127 Ippolito, supra note 6.
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plausible explanation with which the data are consistent is increasing
administrative costs of defined benefit plans relative to defined contribution
plans. The evidence shows that the market share of defined benefit plans
declined most in the nonunion and small firm sectors for which the cost of
administration per participant were likely to be greatest. Most of this
change occurred not as a result of given employers switching from defined
benefit to defined contribution plans but as a result of expansion in the
share of workers in firms offering defined contribution plans.'28

An additional and compelling explanation for the rise of defined
contribution plans was passage by Congress in 1979 of Section 401(k) of
the IRS Tax Code. 129 Section 40 1(k) plans are a form of defined
contribution plan, but they also allow voluntary employee contributions
beyond the unconditional employer contribution, as well as conditional
employer matching of employee contributions up to some limit. Like
defined benefit plans, 401(k) plans are more than mere tax deferred
retirement savings vehicles. They also have a positive effect on workplace
productivity by selecting in favor of high-quality workers. In The
Regulatory Effect Ippolito shows that a worker's choice to decline
voluntary matching contributions is very likely associated with the worker
having a high internal discount rate. 130 These are low-quality workers. All
else being equal they are more likely to quit, which imposes costs on the
employer and fellow workers, and once they do quit they are more likely to
cash out their retirement account and bear the ten percent tax penalty rather
than rolling the account into an IRA. 13 1 Having a higher internal discount
rate, the lump sum available to an extremely low-quality worker on quitting
eventually becomes irresistible. Unlike defined benefit plans, which tend
to screen out low-quality workers up front because retirement benefits are
necessarily back-end-loaded, 401(k) plans weed them out after they are
hired. Employer matching allows the employer to pay a higher wage to
workers who voluntarily identify themselves as low discounters, i.e., high-
quality workers. 13

2

The alternative to a system of worker self-selection is for the employer
to engage in careful monitoring to identify worker quality up-front or after-
hire. To the extent 401(k) defined contribution plans allow worker self-
selection, the employer therefore saves on monitoring costs. In The

128 Id. at 80-89.
129 Revenue Act of 1978, 26 U.S.C. § 401(k) (2006).
130 Ippolito, supra note 6.
131 IPPOLITO, supra note 31, at 120.

321 Id. at 129-139.
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Regulatory Effect, Ippolito tests this hypothesis by assessing the likelihood
those workers will be offered matching across different size firms and firms
with different union/nonunion status. 133 Larger firms are likely to face
higher monitoring costs than smaller firms and are therefore more likely to
rely on a system of self-selection such as 401(k) matching than on
monitoring. Unions, he notes, almost invariably push to reduce wage
disparity and are therefore likely to oppose 401(k) matching programs. 134

Based on data from the Current Population Survey of 1988135 he finds that
large firms are thirteen percent more likely to offer 401(k) matching, and
that firms with unionized workers are dramatically less likely to do so.136

Accordingly, he fails to reject the hypothesis that 401(k) matching is a
substitute for direct employer monitoring of worker quality. What is more,
he finds a striking rise in wages with tenure in the presence of 401(k)
matching. This is consistent with the hypothesis that wages rise within a
cohort as the concentration of low discounters-high-quality employees-
grows and workforce quality improves. These low-discounters bear the
investment cost of self-selection early in their tenure and receive the benefit
later in the form of higher wages. 137

C. The Economics of Multiemployer Bargaining and Pension Plans

1. The Theory

By allowing rival firms to coordinate horizontally, multi-employer
bargaining increases participating employers' labor market power. With
both the union and the employer bargaining unit having market power, the
result is bilateral monopoly, for which the distribution of rents between
employers and the union is economically indeterminate. It is widely
recognized that in some settings unions prefer negotiating with a
multiemployer bargaining unit to bargaining with the same employers
separately, and in a large number of cases employers apparently prefer it as
well. 138  One reasonable inference from this observation is that the
transaction costs of separate collective bargaining negotiations outweigh
any loss the union experiences from employers' added labor market power
after taking into account any benefits the union might generate from

133 Ippolito, supra note 6.
134 IPPOLITO, supra note 31, at 131 (citing Richard B. Freeman, Unionism and the

Dispersion of Wages, 34 INDus. & LAB. REL. REV. 3, 3-24 (1980)).
135 Id. at 131.
136 Id. at 129-139.
137 Id.
138 See DAVID P. TWOMEY, LABOR AND EMPLOYMENT LAW: TEXT AND CASES 94

(Jack W. Calhoun, et al. eds., 14th ed. 2010); Douglas L. Leslie, Multiemployer
Bargaining Rules, 75 VA. L. REV. 241, 268-69 (1989).
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coordinating employers. Another is that there are transaction cost savings
in the ongoing administration of collective bargaining agreements.

Transaction costs aside, the parties have several reasons to prefer
multiemployer bargaining. First, participating employers may gain a
measure of product market power and monopoly rents from the
arrangement. Not only does the collective bargaining process require rival
employers to meet and share information periodically, but administration of
the multiemployer pension plan requires employers to engage in ongoing
information sharing. Both facilitate tacit employer collusion. What is
more, the joint and several liability employers face for pension trust
obligations likely reduces their competitive zeal in both labor and product
markets. The union may be able to extract some of the product-market
rents from facilitating employers' tacit collusion under cover of labor's
antitrust exemption. Second, especially for smaller defined benefit plans,
per unit administration costs fall as the number of covered workers
increases. 139 Third, multiemployer bargaining allows the union to expand
the scope of wage uniformity within the local or regional industry. It is
true that a multiemployer bargaining unit with a multiemployer pension
plan gives workers the benefit of mobility within the industry, but with
wages and other benefits uniform employers have neither the ability nor the
incentive to compete for higher quality workers. The result appears to be a
"no poach" policy among participating employers. Finally, because
participating employers benefit from cooperating with the union, they have
less to gain by monitoring union officials on behalf of workers compared to
the single-employer setting. This situation is worsened by the collective
action problem they face. Each employer will tend to rely on the others to
do the monitoring because the benefits from monitoring accrue in common
to all employers in the bargaining unit. Owing to high agency costs, union
officers and staff will have more leeway than otherwise to capture the rents
from unionization.

Union preference for multiemployer bargaining is no doubt further
influenced by agency costs. An artifact of worker mobility within the
bargaining unit is high agency costs in monitoring and constraining union
officers and staff. This is because workers who move between employers
have more difficulty establishing informative and effective relationships
with co-workers and local representatives. Agency costs may also
influence union preference for multiemployer pension plans. Even though
administration costs decline with plan size, 401(k) defined contributions
plans are far less costly to administer than defined benefit plans, and they

139 Olivia S. Mitchell & Emily S. Andrews, Scale Economies in Private Multi-
Employer Pension Systems, 34 INDus. & LAB. REL. REv. 522, 526 (1981).
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also have the benefit of allowing worker mobility. 140  Yet labor unions
distinctly prefer pension plans, which yield private benefits of control for
members of the union administration. As Martin points out:

If union managers administer union trust funds, they may and often do
determine the interim uses of these funds and/or the financial institutions
in which they will be kept. This is, literally, a valuable responsibility,
one that can be made to increase the welfare of [union] managers either
directly through pecuniary kickbacks from financial intermediaries or
through favors, information, introductions to influential people, and
other nonpecuniary rent diversions. But even if moral fortitude in
managers is so great that such temptations are usually resisted, the
salaries of officers-like the salaries of managers of large corporations-
normally are positively correlated with the size of the union's assets,
including trust funds, which they administer.14'

A second reason unions prefer defined benefit plans to 401(k) plans may
be that the former maintain wage uniformity across worker categories.
Recall that in a 401(k) plan, employer matching is often conditional on the
worker making a contribution. The high discounters often forgo the
employer match, which allows the employer to pay low discounters a
higher wage commensurate with their higher quality. This runs contrary to
labor unions' revealed preference for wage uniformity, but absent unusual
circumstances wage disparity is clearly in the best interest of the overall
workforce.1 42 What is more, in 401(k) plans low-quality workers quit more
frequently to gain the opportunity to liquidate their pension plans (even at a
substantial tax penalty) and their departure gradually increases the
productivity and average wage of the remaining workers. 143

140 Administrative cost savings from 401(k) plans do not simply reflect a transfer of
costs to workers in the form of management fees-at least not where contributions are
invested in open-end mutual funds. Because these funds stand ready to issue and
redeem shares at net asset value, competition between investors to capture fund returns
ensures that investors can expect only normal returns, regardless of the level of
management fees. Given two funds whose managers have identical stock picking skill,
the fund with lower management fees will simply have larger assets under management
to ensure identical expected returns for investors. Owing to competition between
investors to capture open-end fund managers' stock picking returns, the fees the fund
charges are irrelevant to investor returns. See D. Bruce Johnsen, Myths About Mutual
Fund Fees: Economic Insights on Jones v. Harris, 35 J. CoRP. L. 561, 590-95 (2010).

141 MARTIN, supra note 36, at 98.
142 It is possible that some amount of sorting by employers to identify worker quality

is inefficient and that the union preference for wage uniformity reduces the
inefficiency. The circumstances under which this effect might be substantial are
narrow and unlikely to prevail in labor markets. See Yoram Barzel, Some Fallacies in
the Interpretation of Information Costs, 20 J.L. & ECON. 291, 297-98, 298 n.16 (1977)
(discussing inefficiencies associated with wasteful use of information where that
knowledge neither affectes resource allocation nor increases social product).

143 IPPOLITO, supra note 31, at 135-37.
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An important question is whether multiemployer pension plans reflect a
high- or low-quality equilibrium. Recall that high-quality equilibrium is
one in which workers face a capital loss from quitting or early termination.
In the traditional single-employer setting, retirement benefits are indexed to
the final average wage and the capital loss from early termination consists
of lost wage increases the worker would have enjoyed between the
termination date, a, and the expected retirement date, R. On their face,
multiemployer pension plans depart from a high-quality equilibrium
because pension benefits are a constant fraction of years of service rather
than being indexed to the final average wage. Rather than being stay
pensions they are quit pensions. This appears to be a necessary artifact of
worker mobility across employers within the bargaining unit, as there is no
way to coordinate a pension indexed to final average wage across multiple
employers. To see this, refer back to Figure 4. Imagine a worker who
stays with Employer 1 for the first twenty-five years of service and then
switches to Employer 2, both of which follow the same pension formula.
For his first twenty-five years of credited service he has accrued the right to
collect $282.75 per year on retirement. If he joins Employer 2 and his
wage continues to grow as otherwise, on retirement Employer 2 will owe
him $750 per year for twenty years of credited service. In Figure 4 he has a
right to collect a pension equal to rectangle A plus rectangle B, but he has
no right to rectangle C, which is equal to $750 - $282.75 times twenty-five.
Moreover, there is no way to set up a contract using the traditional single-
employer pension formula that will provide him with rectangle C because
neither employer will consent to making this payment. Surely Employer 2
will refuse to pay it because it is already obligated to pay $750 per year of
credited service, and Employer 1 will refuse to pay it because it is based, in
part, on productivity improvements enjoyed by Employer 2. Responsibility
for paying the worker rectangle C on retirement is simply non-contractible.
That is exactly the point of a stay pension formula; it is designed to
discourage quitting specifically by indexing the pension to the final average
(and presumably growing) wage and thereby imposing a capital loss on
workers from early termination.

The truth may be that multiemployer pension plans occur specifically in
those industries in which there are few productivity gains from workers'
long tenure with a single employer, so that implicit pension contracting of
the sort found in the single-employer setting is unnecessary. Yet economic
theory suggests that unionized workers may be poorly served by
multiemployer bargaining and pension plans. Agency costs appear high
specifically because of worker mobility. The same or greater worker
mobility can be achieved at lower administrative cost with 401(k) plans,
and it may also be that these plans can be used to enhance workplace
productivity within the bargaining unit by self-selecting in favor of high-

Vol. 1:2



WHO CAPTURES THE RENTS FROM UNIONIZATION?

quality workers. Union officers and staff have strenuously resisted
adopting 401(k) plans as a replacement for multiemployer plans, even
though their own plans often include a supplemental 401(k) option. All
this suggests that in the multiemployer setting union officers and staff are
only loosely accountable to the rank and file and are likely the primary
recipients of the rents from unionization. A final question is whether there
is evidence to support this inference.

2. Cross Sectional Comparison of Pension Generosity

This section addresses the distribution of union rents between union rank
and file and union officers and staff in the multiemployer setting. Based on
Form 5500, Collective Bargaining Agreements, and other filings with the
U.S. Department of Labor, I rely on an informative compilation that
calculates the monthly pension that would be paid to seven hypothetical
union workers from each of two prominent unions. 144 For given current
wage, it compares this pension to the pension they would enjoy if they
were, instead, enrolled in the same plan their local or national officers and
staff enjoy but earn the same current wage. The hypothetical workers are
assumed to have retired at the end of 2008 and to be members of either the
SERU or the United Food and Commercial Workers ("UFCW") union, both
prominent unions in the multiemployer setting. Based on the same filings,
this section discusses related nonpension benefits such as COLAs, early
retirement options, death benefits, and so forth. It also compares the
funding status of SEIU and UFCW worker plans to union officer and staff
plans. Finally, it examines the generosity of non-union single-employer
pensions.

Rank-and-file workers in multiemployer plans appear to receive quit
pensions, while officers and staff appear to receive stay pensions, as in
most single-employer plans. If stay pensions for union officers and staff
are driven by competitive forces, it would be unsurprising that rank-and-
file workers' pensions fall somewhat short. Yet, though less than
systematic, the evidence is striking in terms of the disparity it reveals
between rank-and-file pension generosity and officer and staff pension
generosity, especially for the SETU. The driving empirical thrust of the
analysis is to determine what, if any, inferences can be drawn about the
distribution of union rents from evidence of relative pension generosity.
The lack of competitive forces facing union officers and staff, the high
agency costs of monitoring them, and the striking disparity of pension

144 Author has based his analysis in the following sections upon data collected by Ted
Phlegar from various U.S. Department of Labor filings. This database is on file with
the author and American University Business Law Review.
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generosity in their favor makes it difficult to reject the hypothesis that in
the multiemployer setting they capture most of the rents from unionization.

a. Service Employees International Union

The SEWJ is one of the largest labor unions in the world. Representing
over 2.1 million workers in health care, property services, and public
employment, as of 2010 it administered twenty-five private-sector
multiemployer pension plans for over 150 local affiliates in the United
States, Canada, and Puerto Rico.145 As shown in Table III, the only single-
employer plans it administers are the SEIU Affiliates' Officers and
Employees Pension Fund and the Pension Plan for Employees of SEIU for
local and national officers and staff. SEIU was one of the primary
promoters in Congress of the Employee Free Choice Act, and is on record
arguing that the Act would be the "ticket to the middle class" for the
average American worker. 146

This analysis calculates pension benefits for seven hypothetical workers
assumed to have worked a full career of forty-five years as SEIU members
and retired at age sixty-five. It looks at what they would receive as a
monthly pension retiring in 2008 based on the collective bargaining
agreement negotiated for them by the SEIU or the relevant SEIU local.
The analysis then calculates their monthly pension if, having the exact
same earnings and time in service, they enjoyed the same pension as SEIU
officers and staff.147 It also examines what they would receive in pension
benefits if they were age fifty with thirty years of service and could take
advantage of the unreduced, unpenalized early retirement option available
to SEIU officers and staff but unavailable to the rank and file. 48 The
exposition begins by showing two hypothetical workers of the seven for
which analyses were conducted. Full results are summarized in Table I.
The comparison reveals that the hypothetical workers' pensions fall far

145 See Fast Facts, SERVICE EMP. INT'L UNION, http://www.seiu.org/our-union/ (last
visited Apr. 14, 2012); Table III, database compiled by Ted Phlegar (on file with
American University Business Law Review).

146 See Massachusetts AFL-CIO, FYI: John McCain Opposes the Employee Free
Choice Act, SEIU LOCAL 615, http://seiu615.wtf.localsonline.org/
politics/FYI JohnMcCain Opposes the Employee Free ChoiceAct.aspx (last
visited Apr. 14, 2012) (reporting that John McCain is against the Employee Free
Choice Act and that SEIU Local 615 is for the Act).

147 Note in discussion of ancillary benefits that union officers and staff are not
required to pay dues.

148 These calculations use the Collective Bargaining Agreement's minimum
contracted wage for the position examined. It is reasonable to presume that in actuality
a worker who retires after a 45-year career would earn a higher wage than the
minimum. If actual wages were used, the resulting annual earnings would be higher
and the pension differences would be greater than what is contained herein.
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short of those enjoyed by SETU officers and staff.
Pension premiums for officers and staff as a percent of member pensions

range from a low of eighty-five percent to a high of four hundred percent.
Not only do SEIU rank and file fall short in their pensions, but they also
fall short in whether they qualify for early retirement, in what happens if
they are injured and permanently disabled, in cost-of-living allowances, in
what happens to their family if they pass away or are killed before they
reach retirement age, and in their access to supplemental 401(k) coverage.
By way of example, a disabled SEU officer or staff member receives the
full pension benefit they have earned to date without reduction for early
retirement, and they continue to accrue pension credit for each year on
disability with an automatic seven percent annual increase in their final
average wage. Rank-and-file plans normally subject disabled workers to
early retirement reductions and freeze accrual of service credits at the date
of disability. What is more, the surviving spouse of SEIU rank-and-file
worker who dies before retirement must wait until the worker's earliest
retirement date to receive any benefits, which are subject to early
retirement reductions. The surviving spouse of a union officer or staff
member covered by an SEIU plan receives an immediate death benefit
equal to two years' worth of the decedent's accrued benefit regardless of
his or her age at death, with these benefits extending until the youngest
child's 1 8 th birthday where applicable.

Hypothetical Worker 1: Cleaning Foreperson, Downtown Los Angeles

Under the prevailing SEIU local collective bargaining agreement, 49 the
Cleaning Foreperson's employer would have made an agreed $0.35 per
hour contribution to the SEIU National Industry Pension Fund on his or her
behalf.150 Given a standard work year of 2,080 hours, this amounts to an
annual contribution of $728.00. According to the bargaining agreement,
the worker retiring in 2008 is entitled to a monthly benefit of 3.0% of all
employer contributions from 1963 through 2004 plus 2.7% of all employer
contributions from 2005 through 2008.15  His monthly pension is as
follows:

149 Labor Relations Agreement: Maintenance Contractors Agreement May 1, 2003
through April 30, 2008, SEIU Local 1877, AFL-CIO, CLC-"Employer", May 1, 2003,
available at http://www.dol.gov/olms/regs/compliance/cba/pdf/cbrp 1127.pdf.

151 Id. at 75-76.
5' Recall from above the annuity formula A = s'cR. Denote the monthly pension,

MW, as equal to A112 and the monthly.. enerosity factor, s', as equal to s'112. The
worker receives a monthly pension of V= s'cR, where c is the dollar credit per year of
service and R is the number of years of service. In this case, s' differs between years
zero and 42 and years 43-45 owing to an ad hoc downward adjustment in the
bargaining agreement.
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$728.00 x 3% x 42 years = $917.28
+ $728.00 x 2.7% x 3 years = $58.97

Total monthly pension = $976.25

According to SEIU's National Industry Pension Fund's annual Form
5500 filing, 52 this amount remains fixed. There is no COLA. It does not
matter what wage the worker earns on retirement or how much the wage
has grown; his pension is tied to the fixed contribution rate. What is more,
the worker must retire at age sixty-five for a full pension. 53 According to
plan documents, if he retires at age fifty-five he would suffer a sixty
percent reduction in his pension (roughly a six percent penalty for each
year under age sixty-five). 154

What would this Cleaning Foreperson earn if he was in either the SEIU
Affiliates' Officers and Employees Pension Fund or the Pension Plan for
Employees of SEIU? Unlike the pension plan for the rank and file, the plan
for SEIU officers and staff bases the monthly pension on final average
wage. As the worker's wage increases, so does his pension. If wages
increase at roughly the nominal interest rate, following Ippolito in The
Regulatory Effect, SEIU officers and staff enjoy inflation protection and
real wage growth between the date on which their service credits accrue
and the date on which they retire, unlike the rank and file. 155 The yearly
generosity factor for SEIU officers and staff is 2.5% of final average wage
during the highest three earning years, which are normally the last three
years before retirement. The generosity factor times final average wage
times years of service determines the yearly pension, which is divided by
twelve to determine the monthly pension. A Cleaning Foreperson's
minimum wage rate in the downtown Los Angeles area on May 1, 2003,
was $9.65 per hour. 5  Determination of his final wage in 2008 and his
final average wage as of 2008 requires adjustment based on the following
wage increases as found in the collective bargaining agreement. 57

152 Ted Phlegar, personal database (on file with American University Business Law
Review).

153 Id.
154 Id.
155 Ippolito, supra note 6.
156 Labor Relations Agreement: Maintenance Contractors Agreement May 1, 2003

through April 30, 2008, SEIU Local 1877, AFL-CIO, CLC-"Employer", supra note
149, at 73.

157 Labor Relations Agreement: Maintenance Contractors Agreement May 1, 2003
through April 30, 2008, SE1U Local 1877, AFL-CIO, CLC-"Employer", supra note
149, at 74.
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Year Jan I" Hourly Wage May I" Increase Annual Earnings
2005 $9.90 $0.20 $20,592.00
2006 $10.10 $0.25 $21,008.00

2007 $10.35 $0.40 $22,360.00
2008 $10.75

Final Average Wage $21,320.00

Using this final average wage, the Cleaning Foreperson's monthly
pension calculated under either SEIU officers and staff plan for those
retiring at age 65 would be .025 x $21,320.00 x 45 * 12 = $1998.75. This
reflects a premium of 105% above what the worker earns as a rank-and-file
member. It also equal to 112.5% of the final average wage, itself. If the
worker was to take advantage of the early retirement available to officers
and staff, the monthly pension would be .025 x$21,320 x 30 + 12 =
$1332.50. Owing to COLA coverage for officers and staff, following
retirement the Cleaning Foreperson's pension would grow by 1.5% per
year if he were an officer or staff member of an SEIU local and by three
percent per year if he were an officer or staff member of SEIU
International.

Hypothetical Worker 2: Surgical Support Specialist Abbott Northwestern
Hospital, Minneapolis

The collective bargaining agreement between the SEIU Local 113 and
Abbott Northwestern Hospital of Minneapolis covers parking cashiers,
dietary aids, housekeepers, parking attendants, couriers, yard persons,
nursing assistants, transport aides, materials handlers, equipment
processors, operating room instrument processors, drivers, surgical support
specialists, anesthesia aides, cooks, warehouse workers, maintenance
personnel and other hospital personnel. s58 It treats all covered workers
identically. It requires the employer to make contributions to the Twin City
Hospital Workers Pension Fund of $0.35, $0.40, and $0.47 per hour per
worker for each of the three years of the contract. 159 The Twin City
Hospitals Pension Plan for Licensed Practical Nurses provides workers
with a pension beginning at age sixty-five.1 60  Rather than being a

158 Labor Relations Agreement: Collective Bargaining Agreement, Abbot Nw.
Hospital et al.-SEIU 113, Mar. 1, 2003, available at http://www.dol.gov/olms/regs/
compliance/cba/pdf/cbrp0840.pdf.

59 Id. at 25.
160 Ted Phlegar, personal database (on file with American University Business Law

Review).
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percentage of contributions, however, the monthly pension amount is a flat
$26 per year of credited service.

$26 x 45 years of service
Total Monthly Pension = $ 1,170.00

If this surgical support specialist were an employee of the SEIU, his
monthly pension would be 2.5% of his final average wage times years of
service divided by twelve. The final average wage would be as follows
based on wage increases reported in the local's Form 5500. 161

Contract Year Wage Rate Annual Earnings

March 1, 2003 - March 1, 2004 $15.74 $32,739.20

March 1, 2004 - March 1, 2005 $16.69 $34,715.20

March 1, 2005 - March 2006 $17.36 $36,108.80

Final Average Wage $34,521.07

Using this final average wage, the Surgical Support Specialist's monthly
pension calculated under either SEIU officers and staff plan for those
retiring at age 65 would be .025 x $34,521.07 x 45 + 12 = $3,236.35. This
reflects a premium of 177% above what the worker earns as a rank-and-file
member, and, again, is equal to 12.5% of the final average wage. If the
worker was to take advantage of early retirement at age fifty the monthly
pension would be .025 x$34,521 x 30 + 12 = $2157.57, well in excess of
his rank-and-file pension for retirement at age sixty-five. Owing to COLA
coverage, following retirement the Surgical Support Specialist's pension
would grow by 1.5% per year if he were an officer or staff member of an
SEIU local and by 3% per year if he were an officer or staff member of
SETU International.

b. United Food and Commercial Workers Union

Like the SEIU, the UFCW international union is one of the largest labor
unions in the world. Although it is also one of the youngest unions, it
represents over 1.3 million workers in the retail supermarket, drugstore,
and department store, meat packing and food processing, and
manufacturing industries in the United States, Canada, and Puerto Rico. 162

As shown in Table 1V, it administers fifty-four multiemployer plans as well

161 Id.
162 About Us, UNITED FOOD AND COMMERCIAL WORKERS INT'L UNION,

http://www.ufcw.org/ (last visited Feb. 23, 2012).
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as its own plan for UFCW officers and staff, the United Food and
Commercial Workers International Union Pension Plan for Employees.

This analysis calculates pension benefits for seven hypothetical workers
assumed to have worked a full career of forty-five years as UFCW
members and retired at age sixty-five. It looks at what they would have
received as a monthly pension based on the pension plan identified in the
collective bargaining agreement negotiated for them by the UFCW or the
relevant UFCW local. The analysis then calculates what the workers
would have received as a monthly pension if, having the exact same
earnings and time in service, they enjoyed the same pension as UFCW
officers and staff. 6

3

The comparison reveals that the hypothetical workers receive pensions
that fall well short of those enjoyed by UFCW officers and staff. Pension
premiums for officers and staff as a percent of member pensions range
from 35% to 180%. Not only do UFCW rank and file fall short in their
pensions, but they also fall short in how they qualify for early retirement, in
what happens if they get injured and permanently disabled, in cost-of-living
allowances, in what happens to their family if they die or are killed before
they reach retirement age, and in their access to supplemental 401(k)
coverage. The exposition begins by showing two hypothetical workers of
the seven for which analyses were conducted. Full results are summarized
in Table II.

Hypothetical Worker 3: Cashier-Clerk, Grocery Store, Cleveland, Ohio

Under the collective bargaining agreement, the cashier-clerk is a
participant in the United Food & Commercial Workers Union Local 880
Retail Food Employers Joint Pension Fund. 164 This plan provides a normal
retirement at age sixty-five equal to the worker's years of credited service
multiplied by the accrual rate. For full time workers, the accrual rate is $45
for service earned before May 1, 2006, and $35 for service earned
thereafter. 6 5 The hypothetical worker's monthly pension is determined as
follows:

43.333 years credited service x $45 = $1949.99
1.667 years credited service x $35 = $58.35
Total Benefit = $2008.34

163 Union officers and staff are not required to pay dues.
164 Labor Relations Agreement, Cleveland Food Industry Comm. (Clerks)-United

Food & Commercial Workers Union Local 880 September 9, 2002 through September
11, 2005, Sept. 9, 2002, available at http://www.dol.gov/olms/regs/compliance/cba/
pdf/cbrp0481 .pdf.

165 Id. at 37.
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Under the collective bargaining agreement, the lowest regular hourly rate
for a Cashier-Clerk who was hired before September 11, 1984, is
$14.925.166 The contract provides that the worker would annually receive
an hourly wage increase of $0.30 on or about September 11 th. For the
purposes of these calculations, this annual increase pattern has been used
through the retirement date of the hypothetical worker on January 1, 2008.
Based on the lowest wage, the final average wage under the UFCW-IU
Pension Plan for Employees would be as follows:

Jan. 2004 - Jan. 2005 (1447 hours x $15.225) + (633 hours x $15.525) = $31,857.90

Jan. 2005 - Jan. 2006 (1447 hours x $15.525) + (633 hours x $15.825) = $32,481.90

Jan. 2006 - Jan. 2007 (1447 hours x $15.825) + (633 hours x $16.125) = $33,105.90

Jan. 2007 - Jan. 2008 (1447 hours x $16.125) + (633 hours x $16.425) = $33,729.90

Final Average Wage 1 $32,793.90

The United Food & Commercial Workers International Union Pension
Plan for Employees (UFCW-JU) calculates pension amounts based on the
final average wage of the highest four years of earnings, factored against
the years of pension credits earned by the participant. 167 The plan provides
for a minimum salary of $9,600 for the pension calculation. The monthly
benefit is the sum of 2.5% of the final average wage for each year of
service before January 1, 2003, up to a maximum of twenty credits, plus,
two percent for each of the next thirty years of service thereafter, plus one
percent for each of the next fifteen years of service.

If the hypothetical Cashier-Clerk retiring in 2008 had been an employee
of the UFCW-IU rather than a dues-paying rank-and-file member, his
monthly pension would have been equal to his final average wage times 2.5
percent x 20 years of service, plus his final average wage x 2.0 percent
times 25 years of service, all divided by 12 months = $2,732.83. This
reflects a 36.1 percent premium over what he would receive as a rank-and-
file member and is equal to one hundred percent of the final average. In
addition, retirees participating in the UFCW-IU plan receive a COLA equal
to $60 dollars for every one percent increase in the consumer price index
up to a maximum of $300 per year. Under the Local 880 retirement plan

166 Id. at 22. These calculations use the Collective Bargaining Agreement's minimum

contracted wage for the position examined. It is reasonable to presume that in actuality
a worker who retires after a 45-year career would earn a higher wage than the
minimum. If actual wages were used, the resulting annual earnings would be higher
and the pension differences would be greater than what is contained herein.

167 Ted Phlegar, personal database (on file with American University Business Law
Review).
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he or she receives no COLA; absent ad hoc adjustments, the pension is
fixed for life and subject to inflation erosion.

Hypothetical Worker 4: Head Cashier, Acme Markets, Burlington, New
Jersey

The Head Cashier is a member of the UFCW Local 1360's five-year
collective bargaining agreement with Acme Markets, Inc., which covers
approximately 3,000 unionized grocery workers in New Jersey who
participate in the United Food and Commercial Workers and Participating
Food Industry Employers Tri-State Pension Fund.168 The plan provides a
normal retirement at age sixty-five equal to the worker's years of credited
service multiplied by the accrual rate. 169 For full time workers, the accrual
rate is $30 for service earned before January 1, 1994, and $50 for service
earned thereafter. Under this plan the head cashier will receive a monthly
benefit calculated as follows: 170

Time Period Service Years Multiplier Amount

Date of Hire to 12/31/1984 22 $30 $660

1/1/1985 to 12/31/1993 9 $30 $270

1/1/1994 to 12/31/2007 14 $50 $700

Total Monthly Pension $1,630

To calculate his benefit under the UFCW-IU Pension Plan for
Employees, 17' his final average salary must be determined. Using the wage
rates from the collective bargaining agreement on file with the Department
of Labor, his final average salary would be as follows:

Time Period Total Hourly Wage Period Earnings

01/01/04 - 04/24/04 $18.15 $11,791.04

04/25/04 - 07/23/05 $18.50 $47,968.22

07/25/05 - 10/21/06 $18.85 $48,875.73

168 Labor Relations Agreement: Acme Mkt. Inc.-United Food and Commercial
Workers Union Local 136 April 25, 2004 through April 25, 2009, April 25, 2004,
available at http://www.dol.gov/olms/regs/compliance/cba/pdf/cbrpOO07.pdf

169 Ted Phlegar, personal database (on file with American University Business Law
Review).

170 Labor Relations Agreement: Acme Mkt. Inc.-United Food and Commercial
Workers Union Local 136 April 25, 2004 through April 25, 2009, supra note 168, at
30.

171 Ted Phlegar, personal database (on file with American University Business Law
Review).
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10/22/06 - 12/31/07 1 $19.25 $47,828.60

Final Average Salary $39,115.90

If this worker was an employee of the UFCW-IU rather than a dues
paying rank-and-file member, his monthly pension would have been equal
to the final average wage times 2.5% times twenty years of service plus the
final average wage of $39,115.90 times two percent times twenty-five
years of service, all divided by twelve months, which equals $3,259.66.
This reflects a one hundred percent premium over what he would receive as
a rank-and-file member of UFCW Local 360 and, again, is equal to one
hundred percent of the final average wage. Retirees participating in the
UFCW-IU plan receive a COLA equal to $60 dollars for every one percent
increase in the consumer price index up to a maximum of $300 per year,
but members of Local 360 receive no COLA; their pensions are fixed by
contract for life absent ad hoc adjustments. Owing to inflation, the gap
between the pensions they receive as union members and the pension union
officers and staff receive increases as the years go by.

c. Funding Status

An examination of the funding ratios of SEIU plans shows that the union
and staff plans are generally better funded than rank-and-file plans. Table
III shows the most recently available funding status of the twenty-five
SEIU private-sector plans. All are multiemployer plans. It also shows the
funding status of the two plans SEIU uses to cover its officers and staff.
Plans are ranked by their funding ratio. Plan funding ratios range from
33.4% for the Building Service 32BJ Pension Fund to 77.9% for the Ohio
Meatpackers, Meat Cutters and Butcher Workmen Pension Plan, with the
average asset-weighted ratio being 57.3%.172 Of the twenty-five plans, the
SEIU Plan .for Employees of SEIU representing 1189 active and retired
members is the ninth highest-ranked plan at 63.6%. 173 More striking, the
SEIU Affiliates Officers and Employees Pension Plan representing 8146
active and retired members is the second highest-ranked plan at 71.6%.174
In addition, the Pension Plan for Employees of the SEIU has the highest
average assets per member at $120,578. This probably reflects relatively
sound funding because the ratio of active members to retirees appears
similar to that of most other plans. The "critical" Plan Status Code of this

172 See Table 1II, database compiled by Ted Phlegar (on file with American

University Business Law Review).
173 Ted Phlegar, personal database (on file with American University Business Law

Review).
174 Ted Phlegar, personal database (on file with American University Business Law

Review).

Vol. 1:2



WHO CAPTURES THE RENTS FROM UNIONIZATION?

plan is consistent with the latter inference. The SEIUAffiliates Offices and
Employees Pension Plan has lower average assets per member at $68,832,
but its Plan Status Code is "not endangered."

The most recently available data as of 2007 shows that the UFCW-IU
Pension Plan for Employees had a funding ratio of 72.5%, placing it well
above the asset-weighted mean of 54.3% for the full sample of fifty-four
UFCW multiemployer plans and, ranked fifth, also well above the
median. 175 As with the SEW plans for officers and staff, the UFCW's plan
shows relatively high assets per capita at $147,718 and commensurately
low default risk. Not only do SEIU and UFCW officers and staff enjoy
pension benefits that far exceed those their rank and file enjoy, but all else
being equal the plan default risk they face based on funding ratio is above
the mean and in most cases well above the mean.

IV. POLICY ANALYSIS AND CONCLUDING REMARKS

As striking as the pension disparity between multiemployer workers and
union officers and staff appears on its face, it is economically possible that
some or all of the disparity can be attributed to efficiencies from implicit
pension contracting. Union officers and staff appear to collect a stay
pension, while the rank and file collect a quit pension-not surprisingly
given the benefit they enjoy in terms of mobility within the multiemployer
association. There may be few or no efficiencies to be gained with rank-
and-file workers in the multiemployer setting as the result of stay pensions,
and it may also be that such efficiencies are strong for union officers and
staff. If so, the observed pension disparity is less remarkable than it
appears on its face. The question is whether stay pensions for union
officers and staff are an economically necessary outcome of a competitive
labor market for their services or, instead, an emolument that results from
the agency costs workers and employers face in monitoring them and
holding them to account for their full compensation.

Evidence from non-union, single-employer defined benefit pensions is
instructive. Being free from structural labor market impediments, wages
and benefits in these markets can be presumed competitive. A casual look
at pensions in this setting suggests that they are substantially less generous
than those enjoyed by union officers and staff in the multiemployer setting.
The Bristol Myers Squibb Company Retirement Income Plan, for example,
provides an annual pension equal to two percent of final average
compensation times years of credited service, not to exceed forty years, but
subject to a reduction of 1/70th of primary social security benefits times

'75 See Table V, database compiled by Ted Phlegar (on file with American

University Business Law Review).
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years of credited service, also not to exceed forty years."' The Pfizer
Retirement Annuity Plan provides an annual pension of 1.4% times years of
credited service, not to exceed thirty-five years. 177 The Sysco Corporation
Retirement Plan provides an annual pension of 1.5% of final compensation
times years of credited service. 178 The excess of union officer and staff
pensions over these competitively determined pensions is a plausible first
approximation of the rents union officers and staff capture in the
multiemployer setting.

Being only loosely accountable to the rank and file, union officers and
staff are poorly constrained in their ability to capture the cartel rents from
unionization. As in other settings in which poorly monitored agents trade
off current wages and future pension benefits free from the discipline of
market forces, 7 9 there is a tendency for union managers in multiemployer
bargaining units to capitulate toward policies-such as excessively
generous pensions-that generate immediate benefits but distant costs. A
union compensation committee or upper manager setting compensation
policy might, for example, be inclined to pay future pension benefits whose
present value is two dollars to achieve a one dollar reduction in current
wage increases, especially if current wages are already generous by any
market metric. Lacking "ownership" of the capitalized value of union
rents, as well as having a limited time horizon, union officers will be
inclined (like all human beings loosely constrained) to take care for today
and worry about tomorrow at a later time.

A thorough and systematic econometric analysis of relative pension
generosity in the multiemployer setting lies beyond the scope of this essay
but is well worth undertaking as a follow-up study. Among other things,
such a study would have to empirically adjust for various factors and
identify the source of productivity gains from long tenure for union officers
and staff. Since they are no doubt selected up front based on revealed
ideological loyalty to the union, it would seem redundant, or at least only
weakly efficient, to use a high-powered stay pension to impose on them a
large capital loss from early termination. For the time being, it is
impossible to reject the hypothesis that union officers and staff capture a

176 Bristol Myers Squibb Co., Schedule 14A Information (Form DEF 14A) (Mar. 24,
2008); Bristol-Myers Squibb Co. Retirement Income Plan, EIN 22-0790350, Summary
of Plan Provisions (Form 5500) (2009).

177 Pfizer Inc., Retirement Annuity Plan (Form 10K405-Ex-10(ii)) (Mar. 26, 1998);
Bristol-Myers Squibb Co. Retirement Income Plan, supra note 176.

178 Sysco Corp., Proxy Statement (Form DEF 14A) (Oct. 8, 2009).
179 The obvious case in point is state politicians whose tenure is limited. Allowing

them to negotiate pension and welfare benefits with state employees is subject to
extreme moral hazard because few politicians can expect to be in office when the tax
increases necessary to fund the promises come due.
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disproportionate share of the rents from unionization in the multiemployer
setting owing to the high agency costs employers and the rank and file face
in monitoring them.

All this underscores what may be a looming crisis in pension funding.
Many multiemployer plans are now in critical funding status. With ERISA
having mandated funding ratios much greater than would be efficient
absent regulation, and with PBGCs guarantees as at least a partial backstop,
the possibility is real that multiemployer unions will push too far in their
wage and benefit demands and throw employers wholesale into
bankruptcy. Serious attention should be given to reforming the current
Taft-Hartley system of multiemployer plans, especially the joint-and-
several employer liability provisions that discourage fiscally sound funding
and lock employers into what may be a multi-lateral game of chicken. The
one benefit these plans had going at their inception was worker mobility
across employers in seasonal and project-based industries. The central
benefit of mobility is at odds with a high-quality equilibrium, the main
attribute of which is a low quit rate.

The rise of 401(k) defined contribution plans undercuts the rationale for
continuing multiemployer plans. 401(k) plans now exhibit superior tax
deferral and lower-cost administration than multiemployer plans. Not only
do 401(k) plans allow full worker mobility by making their retirement
accounts self-directed and fully portable, but even in the multiemployer
setting they could be used to provide superior efficiencies by encouraging
worker self-selection toward higher quality within the bargaining
association. The benefits of higher quality spill over to advancing
workplace cohorts in the form of higher productivity and wage growth.
The main impediment to union members taking advantage of 401(k)
benefits now appears to be their union officers and staff, which strenuously
disfavor 401(k) plans for the rank and file (while favoring to accept
supplemental 401(k)s for their own plans), 80 among other reasons because
they foster wage disparities and require the union to relinquish control over
plan trust administration. In passing the PPA, Congress made provision for
the transition from defined benefit to defined contribution plans in the form
of DB(k) plans, along with measures to ensure worker access to 401(k)
defined contribution plans. All things considered in this essay, Congress,
the private sector, employers, and unions should move in this direction with
all due haste.

180 SERVICE EMP. INT'L UNION, http://www.seiu.org/ (last visited Apr. 12, 2012).
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Figure 1
A Labor Market Cartel

Source: Developed by author.
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Figure 5
ERISA Stops Pension Fraud?''

181 RICHARD A. IPPOLITO, PENSION PLANS AND EMPLOYEE PERFORMANCE EVIDENCE,

ANALYSIS, AND POLICY (1997).
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Table I
Comparison of SEUI Member Pension to SEIU Officer and Staff Pension

Member SEU SEIU

Summary of Monthly Officer/Staff SEIU Officer/Staff

Pension with Same Officer/Staff with Same
Hypothetical Retiring at Wage, Retiring Premium Wage, Retiring

Age 65 at Age 65 at Age 50

Worker 1: Cleaning

Foreman, Los Angeles, $976.25 $1,998.75 104.7% $1,332.50

CA

Worker 2: Surgical

Specialist, Abbot

Northwestern Hospital, $1,170.00 $3,236.35 176% $2,157.57

Minneapolis, MN

Worker 3: Janitor, $418.29 $1,422.50 240% $948.33

Southern California

Worker 4: Janitor, $1,140.00 $2,106.00 85% $1,404.00

Bellevue, WA

Worker 5: Building

Service Industry $1,215.00 $2,382.28 96% $1,588.19

Worker, Boston, MA

Worker 6: Mechanical
Maintenance, Louis $337.50 $1,711.88 400% $1,141.25
County, MO

Worker 7: Handyperson,

New York, NY $1000 or $4,053.50 300 or 220% $2,702.33
$1,250

Assumptions:
* The worker was born on January 1, 1943, began work on

January 1, 1963 at age 20 and retired after 45 years on January 1,
2008 at age 65.

* For the early retirement option, the worker was born on January
1, 1958, started work on January 1, 1978 and retired after 30
years on January 1, 2008 at age 50.

* The worker is single or is married, but has rejected the Joint and
Survivor Option.

* The worker has consistently worked a 40 hour week throughout
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his entire career.
Notes:

* Comparison figures used the applicable minimum wage rate in
the respective collective bargaining agreements. Actual wages
would produce a larger gap.

" Both Age 65 columns use the same earnings and years of
service. The only variable is how the plan for workers calculates
pensions verses how the SEIU staff and officers plans calculate
pensions.

* The SEIU staff and officers' plans permit an unreduced,
unpenalized early retirement at age 50 if the staff member has 30
years of service.

* The worker must wait until age 65 to retire without penalty,
regardless of how many years of service the worker has. Worker
plans normally permit retirement at age 55, but the worker
suffers a penalty reduction of approximately 55% to 60% of
benefits.

Vol. 1:2
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Table II
Comparison of UFCW Member Pension to UFCW Office and Staff Pension

Summary of Worker's Pension Pension if Calculated UFCW Officer/Staff
Hypothetical Under Members Under UFCW-IU PremiumHypothetical_______ Plan Staff Plan
Worker 1: Beef Cutter, $1,481.00 $2,260.84 35%
Chicago, IL
Worker 2: Baker,
Supermarket, Middlesex, $2,025.00 $3,011.67 60%
NJ
Worker 3: Seafood
Worker, Shoprite Market, $1,600.00 $4,471.28 180%
NJ
Worker 4: Cashier-Clerk,
Grocery Store, Cleveland, $2,008.34 $2,732.83 36.1%
OH
Worker 5: Meat
Department Head, Erie, $2,183.92 $3,282.36 50%
PA
Worker 6: Maintenance
Specialist, Delta Pride $1,864.75 $2,789.47 49.6%
Catfish Plan, Indianola,
MS
Worker 7: Head Cashier,
Acme Markets, $1,630.00 $3,259.66 100%
Burlington, NJ

Assumptions:
" The worker was born on January 1, 1943, began work on

January 1, 1963, at age 20, and retired after 45 years on January
1, 2008, at age 65.

* The worker is either single or is married and has rejected the
Joint and Survivor Option.

* The worker has consistently worked a 40 hour week throughout
his or her entire career.

Notes:
* Column two uses the minimum wage rate from the applicable

collective bargaining agreement. If actual wages are higher than
the minimum used in this calculation, the final average wage
would produce a larger gap in pension benefits than shown.

* Each of the first two columns use the same earnings and years of
service. The only difference is how the benefit is calculated
under the worker's actual pension plan and how it would be
calculated under the UFCW International Union Pension Plan
for Employees.

* The UFCW-IU Pension Plan for Employees permits a
participant to retire at age 60 with a full, unreduced pension,
while most UFCW worker plans require a worker to reach age
62 or 65 for a normal, unreduced retirement. Column three

2012
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calculates what the worker's pension would be if he or she
retired under the UFCW-IU staff plan at age 60, thereby tipping
the calculations in favor of find a smaller officer/staff premium.

" UFCW worker plans typically penalize early retirement by
reducing the lifetime monthly benefit amount by 2% to 6% per
year below normal retirement age.

* The UFCW-IU Pension Plan for Employees provides an annual
cost of living adjustment for retirees which provides an increase
in their benefit amount of up to $300 each year. The UFCW
workers' plans generally do not have any cost of living
adjustment for their retirees.
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1 199SEIU HEALTH
CARE EMPLOYEES 2010 117,083 230,361 $8,673,691,083 $13,448,477,437 64.5% $37,653 49.61% 100.4% C

PENSION FUND
1199SEIU HOME

CARE EMPLOYEES 2010 44,918 77,944 $264,526,733 $383,605,624 69.0% $3,394 57.46% 103.3% N
PENSION FUND

32BJ/BROADWAY
LEAGUE PENSION 2010 656 1,870 $44,968,289 $63,030,618 71.3% $24,047 59.45% 109.1% N

FUND I III_
BUILDING SERVICL'2BJ PENSION FUND 2009 45,220 89,914 SI,422,600,588 $4,258,310,648 33.4% $15,822 27.85% 52.6% C

BUILDING SERVICE 2009 2,162 4,554 $34,882,208 $62,658,627 55.7% $7,660 46.39% 81.4% C
PENSION PLAN __

CONTRACT
CLEANERS

SERVICE 2010 2,418 4,610 $12,771,585 $20,895,914 61.1% $2,770 54.99% 88.0% N
EMPLOYEES

PENSION PLAN ____

LOCAL NO. I
PENSION TRUST 2009 3,858 7,911 $97,862,837 $161,717,970 60.5% $12,370 52.42% 93.4% N

FUND
LOCAL 25 SEIU AND

PARTICPATINGEMPLOYERS' 2009 11,759 21,884 $284,052,163 $471,567.078 60.2% $12,980 51.21% 92.2% N

PENSION TRUST
MASSACHUSETTS

SERVICEEMPLOYEES 2010 11,988 12.852 $71,760.246 $127,891,371 56A% $5.584 47.99% 90.8% N

PENSION FUND
NEW ENGLAND
HEALTH CARE 2010 9,858 16,690 $454,386,105 $669,903,646 67.8% $27,225 54.29% 96.4% N

EMPLOYEES
PENSION PLAN

PENSION PLAN FOR
EMPLOYEES OF

THE SERVICE 2010 654 1,189 $143,367,124 $225,426,644 63.6% $120,578 54.75% 106.2% C
EMPLOYEE INTL

UNION
SEIU NATIONAL

INDUSTRY PENSION 2010 53,213 100,646 $1,088,710,158 $1,949,238,410 55.9% $10,817 48.36% 82.9% C
FUND

SEIU AFFILIATES
OFFICERSAND 2010 3,579 8,146 $560,707,482 $783,419,622 71.6% $68,832 61.24% 109.3% N

EMPLOYEES
PENSION PLAN

SEIU LOCAL 32W3J,
CUNNECTIICUTDISTRICT PENSION 2010 2,067 3,116 $37,196,310 $56,078,714 66.3% $11,937 54.28% 98.3% C

FUND
SEIU LOCAL 32BJ,
DISTRICT 36 BMCA Plan merged out into another fund.

PENSION PLAN
SEIU LOCAL 32BJ,

DISTRICT 36
BUILDING 2010 2.707 6,790 $55,304,628 $134,539,448 41.1% S8,145 34.26% 69.1% E
OPERATORS

PENSION TRUST
FUND

SERVICE
EMPLOYEES 32B 2010 6,397 12,506 $256,050,959 $450,691,302 56.8% $20,474 47.34% 84.2% C
NORTH PENSION

FUND
SERVICE

EMPLOYEES INT'L
UNION LOCAL 1 2010 709 1,816 $9,496,864 $17,902,023 53.0% $5,230 44.21% 72.3% E
CLEVELAND

PENSION PLAN
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SERVICE
EMPLOYEES

INTERNATIONAL
UNION PENSION
TRUST FOR THE

SERVICE INDUSTRY 103 296 $2,504,431 $3,830,511 65.4% $8,461 55.51% 87.5% N

GROUP OF
SACRAMENTO

DEFINED BENEFIT
PENSION PLAN

SERVICE
EMPLOYEES

PENSION FD OF 2010 4,821 8,209 $114,036,298 $199,204,889 57.2% $13,892 44.04% 83.7% C
UPSTATE NEW

YORK
TWIN CITY
HOSPITALS

PENSION PLAN FORLICENSED 2010 469 1,458 $21,413,332 $34,685,504 61.7% $14,687 51.45% 88.4% N

PRACTICAL
NURSES

32BJ SCHOOL
WORKERS PENSION 2009 5,851 12,775 $260,137,720 $476,141,385 54.6% $20,363 45.53% 76.5% S

FUND
OHIO

MEATPACKERS,
MEAT CUTTERS 2010 805 2,871 $80,063,742 $102,736,968 77.9% $27,887 64.94% 112.7% N
AND BUTCHER

WORKMEN
PENSION PLAN

SEIU LOCAL NO. 4PENSION PUNO 2010 10,464 13,262 $27,400,672 $43,533,796 62.9% $2,066 56.05% 94.3% N

TOTALS 1 360,962 676,186 $14,488,599,046 $25,304,599,6641 7.3% $21,427 1
Actuarial Codes: N - Not Endangered or Critical; E - Endangered; C - Critical

*Source: Ted Phlegar, personal database compiledfrom various Department of Laborfilings (on file with American University Business
Law Review).
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COMMERCIAL
UNION PENSION

PLAN FOR
EMPLOYEES
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2007 2,635 6,515 $962,383,609 I$1,328,212,688 172.50%1 $147,7181 N/A N/A

ALASKA UNITED
FOOD &

COMMERCIAL 2010 3,088 6,662 $214,842,830 $355,945,143 604% $32,249 46.43% 92.1% C
WORKERS PENSION

FUND
BD. OF TRUSTEES

OF UNTD. FOOD 2010 67,607 153,622 $2,151,078,902 $3,784,670,879 56.8% $14,002 47.73% 90.7% C
AND COMMERCIAL

CENTRAL OHIO
UFCW UNIONS AND

RETAIL 2010 1,736 5,374 $49,164,024 $92,906,612 52.9% $9,148 44.10% 81.9% N
EMPLOYERS

PENSION PLAN
DENVER AREA

MEAT CUTTERS 1264.3 38
AND EMPLOYERS 2010 17,796 22,953 $259,268,748 $449,108,152 57.7% $11,296 46.63% 83.8% C

PENSION PLAN
DESERT STATES

EMPLOYERS & 2010 18,225 37,507 $620,205,322 $1,314,389,139 47.2% $16,536 39.32% 77.3% E
UFCW UNION

PENSION PLAN
FELRA AND UFCW

PENSION PLAN 2010 23,500 51,765 $934,120,886 $2,441,756,624 38.3% $18,045 29.43% 57.1% C

INDIANA UFCW
UNIONS AND
RETAIL FOOD 2010 4,529 11,322 $263,809,190 $425,839,347 62.0% $23,301 47.65% 88.3% C
EMPLOYERS

PENSION PLAN
INTERMOUNTAIN

RETAIL STORE 2009 7,902 15,185 $169,166,124 $275,995,792 61.3% $11,140 51.08% 91.9% C
EMPLOYEES

PENSION PLAN
LOCAL 1245 LABOR-

MANAGEMENT 2010 1,910 5,717 $87,090,212 $170,123,524 51.2% $15,234 43.09% 78.3% C
PENSION FUND I
LOCAL 305 CIOPON FUN 2010 626 1,510 $16,941,351 $43,142,029 39.3% $11,219 34.55% 51.4% C
PENSION FUND

LOCAL FUN 2010 11,977 17,613 $447,767,931 $825,008,821 54.3% $25,423 47.91% 89.3% ERETIREMENT FUND200 1,7 1763 $47791

MINNEAPOLIS
RETAIL MEAT
CUTTERS AND 2010 10,014 17,454 $405,959,673 $935,628,447 43.4% $23,259 37.73% 72.2% E

FOOD HANDLERS
PENSION PLAN I II

NO. MN-WI AREA
RETAIL CLERKS 2010 1,762 4,793 $97,676,927 $176,832,472 55.2% $20,379 45.74% 82.4% C
PENSION FUND

NORTHERN
CALIFORNIA

PHARMACISTS, 2010 4,703 9,391 $151,755,304 $185,455,166 81.8% $16,160 68.16% 113.7% N
CLERKS AND DRIG

EMPLOYERS
PENSION PLAN

NORTHWEST OHIO
UFCW UNION AND 2010 1,976 6,409 S 119,163,256 $201,830,364 59.0% $18,593 48.50% 93.5% C
EMPLOYERS JOINT

PENSION FUND
OHIO

MEATPACKERS,
MEAT CUTTERS 2010 805 2,871 $80,063,742 $102,736,968 77.9% $27,887 64.94% 112.7% N
AND BUTCHER

WORKMEN
PENSION PLAN

OREGON RETAIL
EMPLOYEES 2010 15,350 37,707 $839,650,423 $1,259,181,392 66.7% $22,268 55.57% 93.9% C

PENSION PLAN I I I 1_1_9_9
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PENSION PLAN OF 2010 7,148 16,592 $482,027,495 $658,984,520 73.1% $29,052 73 14% 108.8% N

LOCAL 464A Termination due to mass withdrawal in 2010.

RETAIL FOOD
EMPLOYERS &

UFCW LOCAL 711 2010 8,218 17,648 $285,428,513 $615,319,751 46.4% $16,173 38.72% 75.0% C
PENSION TRUST

FUND
RETAIL,

WHOLESALE &
DEPARTMENTSTORE INTL UNION 2010 8,300 26,919 $431,096,297 $732,764,259 58.8% $16,015 48.37% 90.0% N

& INDUSTRY
PENSION FUND

ROCKY MOUNTAIN
UFCW UNIONS ANDEMPLOYERS 2010 20,992 38,568 $825,822,319 $1,522,813,964 54.2% $21,412 45.19% 80.8% C

PENSION PLAN
SO CA UFCW

UNIONS & FOOD
EMPLOYERS JOINT 2010 69,093 168,671 $4,274,479,928 $9,244,708,252 46.2% $25,342 41.42% 71.3% C

PENSION TRUST
FUND

SOUTHERN
CALIFORNIA

UNITED FOOD AND
COMMERCIALWORKERS UNIONS 2010 13,344 24,475 $566,879,695 $741,972,245 76.4% $23,162 74.90% 114.4% N

AND DRUG
EMPLOYERS

PENSION FUND
U.F.C.W. DISTRICT

UNION LOCALTWO 2010 1158 7795 $171,162,246 $286,271,182 59.8% $21,958 49.80% 84.2% C
AND EMPLOYERS

PENSION FUND
UFCW -NORTHERN

CALIFORNIA 2010 54,285 127,038 $3,979,429,228 $7,844,617,896 50.7% $31,325 39.02% 76.0% CEMPLOYERS JOINT

PENSION
UFCW L1262 &
EMPLOYERS 2010 18,813 32,316 $534,650,460 $1,184,384,712 45.1% $16,544 39.72% 71.7% C

PENSION FUND I I
UFCW LOCAL 1500 2010 21710 37473 $317,550,517 $687,222,342 46.2% $8,474 42.90% 69.0% E

PENSION PLAN
UFCW LOCAL 174

COMMERCIAL 2010 214 1749 $20,857,344 $33,023,679 63.2% $11,925 69.32% 93.3% C
PENSION FUND

UFCW LOCAL 1776
& PARTICIPATINGEMPLOYERS 2010 2,592 4,473 $34,234,823 $55,355,254 61.8% $7,654 48.84% 91.8% C

PENSION FUND
UFCW LOCAL 23 &

GIANT EAGLE 2010 3,348 7,123 $65,707,017 $125,261,311 52.5% $9,225 41.85% 82.0% S
PENSION FUND
UFCW LOCAL 23

AND EMPLOYERS 2010 390 10,116 $40,510,899 $95,277,072 42.5% $4,005 37.13% 65.3% C
PENSION FUND

UFCW LOCAL ONE 2010 9,398 22,710 $325,214,187 $771,233,178 42.2% $14,320 32.44% 71.9% C
PENSION FUND ___ ___

UFCW REGIONAL
PENSION PLAN 2009 2,741 4,830 $38,841,194 $98,981,625 39.2% $8,042 32.70% 74.8% C

WAKEFERN
UFCW UNION &
PARTICIPATING
FOOD INDUSTRYEMPLOYERSTRI- 2010 11,282 31,532 $381,277,407 $1,068,383,414 35.7% $12,092 28.81% 57.5% C

STATE PENSION
PLAN

UFCW UNION
LOCAL 152 RETAILMEAT PENSION 2009 5,720 14,509 $251,155,336 $696,197,031 36.1% $17,310 30.06% 55.8% C

PLAN I IIII



WHO CAPTURES THE RENTS FROM UNIONIZATION?

LOCAL 880 -
MERCANTILE 2009

PENSION FUND
3,342 $41,494,934 $80,766,381 51.4% $12,416 42.81% 71.4% E

UFCW UNION
LOCAL 880 - RETAIL
FOOD EMPLOYERS 2009 7,061 16,320 $326,377,664 $628,230,981 52.0% $19,999 43.66% 76.1% C

JOINT PENSION
FUND

UFCW UNION
LOCAL 919 &

CONTRIBUTING 2010 5,756 11,012 $243,331,594 $351,575,606 69.2% $22,097 54.87% 110.0% N
EMPLOYERS FOOD

PENSION FUND
UFCW UNION

LOCAL NO.655,
FOOD EMPLOYERS 2010 7,352 14,763 $524,422,858 $747,294,035 70.2% $35,523 58.501/ 103.0% C

JOINT PENSION
PLAN

UFCW UNIONS AND
FOOD EMPLOYERS 2010 15,209 27,567 $500,488,134 $986,755,862 50.7% $18,155 42.27% 74.9% C
PENSION PLAN OF

CENTRAL OHIO
UFCW UNIONS AND

PARTICIPATING 2010 8,348 14,508 $105,886,608 $229,779,966 46.1% $7,298 36.29% 77.2% C
EMPLOYERS

PENSION FUND
UNITED FOOD &
COMMERCIAL

WORKERS INTL 2009 96,290 222,296 $4,972,271,937 $6,964,809,606 71.4% $22,368 59.74% 109.1% N
UNION - INDUSTRY

PENSION FUND
UNITED FOOD &
COMMERCIAL

WORKERS UNION- 2009 4,632 14,035 $212,715,709 $474,247,875 44.9% $15,156 37.37% 67.3% C
EMPLOYER

PENSION FUND
UNITED FOOD AND

COMMERCIALWORKERCAL 2009 5,210 11,208 $152,795,919 $274,112,974 55.7% $13,633 42.87% 77.5% CWORKERS LOCAL

1546 PENSION PLAN
UNITED FOOD AND

COMMERCIAL
WORKERS UNIONS 2009 12,834 44,199 $1,322,159,175 $2,345,205,840 56.4% $29,914 43.37% 89.4% C

& EMPLOYERS
MIDWEST PENSION

PLAN
UNITED FOOD AND

COMMERCIAL
WORKERS UNIONS 2009 3,781 18,333 $402,712,432 $744,238,808 54.1% $21,967 45.09% 85.9% C
AND EMPLOYERS

PENSION PLAN
UFCW LOCAL

UNIONS &
EMPLOYERS

PENSION PLAN OF Plan info unavailable for 2009. Plan may have terminated or merged out.
THE

SOUTHWESTERN
OHIO AREA

PENSION PLAN-
AMALGAMATED
MEAT CULTERS & Plan terminated by mass withdrawal

RETAIL FOOD
STORE

UFCW UNION
LOCAL 919 &

CONTRIBUTINGEMPLOYERS NON- Plan terminated by mass withdrawal and plan continues as a frozen plan.

FOOD PENSION
FUND

UFCW LOCAL 50 Plan terminated due to mass withdrawalPENSION FUND
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Plan terminated by 2007 mass withdrawal

UFCW LOCAL 174
RETAIL PENSION Plan terminated by 2007 mass withdrawal

FUND
UFCW PENSION

FUND OFNORTHEASTERN Plan terminated by 2009 mass withdrawal

PENNSYLVANIA

TOTALS 619,618 1 ,,399,975 1S28,738,706,7141$53,330,340,492153.9%1 S20,528 1

" Actuarial Codes: N - Not Endangered or Critical; E - Endangered; C - Critical

" *Source: Ted Phlegar, personal database compiled from various Department ofLaborfilings (onfile with American University Business
Law Review).
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I. INTRODUCTION

Observing the Chinese independent director mechanism-which was
imported into corporate architecture in China beginning in 2001-always
incurs confusion as well as conflicting opinions.' In a legal context, how
this newly-introduced mechanism can work within the dual-board structure
as an effective addition to Chinese corporate governance has been at the
center of debates among academics. At the macro level, whether the
general political and economic conditions in China are ripe enough to
accept and utilize the idea of an independent director has also inspired
much discussion.

From a broader view, the independent director in China--or even
corporate governance in China-is a different story compared to what is
observed in many other countries. Strictly speaking, China is not really
close to many other developing countries in a traditional sense. The strong
government, weak constituency and social norms, and less experienced
market simultaneously create a unique arena for corporate governance. In
this sense, many lessons from modem corporate law and its designs may
apply, but only after modification.

Though some might wonder how the independent director mechanism
could be successfully transplanted to China, it has, in fact, been part of the
law-and mandatory for all listed companies in China since 2001, which is
one year earlier than its introduction in neighboring Japan.2 To look at this

The confusion mainly arises from the conflict between the independent director
mechanism, a product of Anglo-American corporate governance and single board
structure, and the default dual board structure in Chinese company law. In addition, the
merit of this newly-introduced legal design and how independent directors would
perform the anticipated functions in the Chinese political-economic setting are also at
the center of many debates. For more detailed discussion, see infra Part IV.2.

2 Japan started introducing independent directors, along with nomination,
compensation and audit committees under boards of directors, in its amendment to its
Commercial Code in 2002. For more discussion, see generally, Chien-Chung Lin, The
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issue from a broader angle, it took just three decades for China to transform
itself into the world's second largest economy. Many novel governance
structures and corporate law concepts have accompanied this shift from a
closed, centralized system to a market-oriented economy.3

Taking a more careful look at the Chinese independent director
mechanism and its implementation yields interesting results. On the one
hand, this newly-introduced mechanism is successfully implemented in all
listed Chinese companies; and those companies, willingly or not, are
starting to gain experience in choosing the right individuals for this position
and helping them function in their role as expected. On the other hand,
strong voices criticize Chinese independent directors as dormant or
ineffective-while leaving explanations largely unattended. At this point,
the result of implementation is mixed, if not totally unsatisfactory.

In most legal mechanisms transplanted from one country to another, it is
too optimistic to expect that good governance can be easily achieved
without necessary support from other institutions and constituencies. As
conditions evolve, possible changes in the design of an independent
director mechanism, as well as its observations and explanations, must link
to changes in relevant socio-economic conditions. From a practical sense,
those structural changes may create new dynamics to overcome the
seeming mismatch between an independent director and his or her
environment, or provide an opportunity to completely re-design this
mechanism to fit the whole structure better.

Before a correct course can be concluded, a careful examination and
analysis of the current rules and environment are needed. The structure of
this article is as follows: Part II will provide a brief history of the Chinese
Economic Reform Era and the basic structure of the Chinese Company
Law, and then discuss the legal framework about independent directors in
Chinese corporate law. Part III will focus on structural issues of Chinese
corporate governance and recent changes, including the modernization of
state-owned enterprises, the banking sector, and the stock market. It will
highlight the difficulties as well as the possibilities that this mechanism
faces in a broader context. Part IV will analyze several different surveys
on the results of this new legal design. This section will provide a more
comprehensive view on the implementation of the independent director
mechanism after its first decade in China. Also, the critiques of this new
mechanism will be examined and assessed. Part V begins with an analysis

Japanese Independent Director Mechanism Revisited: The Corporate Law Setting,
Current Status, andIts Explanations, 24 TEMP. INT'L & COMP. L.J. 65 (2010).

3 For more details about the Chinese Economic Reform Era in general and its
accompanying reform in corporate law, see infra Part II.A. 1.
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of the core governance issues China is dealing with today and to what
extent the current independent director mechanism is helping to solve those
issues. After discussing its current ineffectiveness, this section will
propose two possible models in which independent directors can play a role
as social, economic, and political conditions continue to evolve in China.
The purpose of this analysis is to help answer the question of whether the
independent director mechanism is a reasonable choice in light of the
current conditions in China and to suggest possible strategies to maximize
its efficacy. Part VI will briefly conclude this article.

II. CHINESE CORPORATE LAW AND THE LEGAL SETTING OF THE

INDEPENDENT DIRECTOR MECHANISM

A. The Formation of the Modern Corporate Mechanism

China, at least according to its constitution, has been a socialist country
since 1949.4 As a result of this historical heritage, highly concentrated
stock ownership-controlled directly or indirectly-by the government is
still a basic feature of the Chinese corporate landscape today.5 Although
most state-owned enterprises have been transforming into modern
companies following the "Company Law of the People's Republic of
China" promulgated in 1993 ("Company Law of 1993"), the government,
central as well as local, still uses, to different extents, its position as the
largest shareholder to designate managers and influence companies. 6 Close
ties among the government and companies, both economic and political,
remains a serious issue for the modern capitalist structure and creates
potential hazards and conflicts for both sides.

The fact that the State is the controlling shareholder in many large

4 Even based on the current version of the Constitution which was adopted in 1982, it
is stipulated clearly in Article 1 of the Constitution that "The People's Republic of
China is a socialist state under the people's democratic dictatorship led by the working
class and based on the alliance of workers and peasants. The socialist system is the
basic system of the People's Republic of China. Disruption of the socialist system by
any organization or individual is prohibited." Also, the term "socialist" or "socialism"
has been used repeatedly in the preamble of the Constitution more than twenty times.
See XLNFA pmbl., art. 1 (2004) (China), available at http://www.npc.gov.cn/
englishnpc/Constitution/2007-11/15/content_1372962.htm.

5 For detailed numbers, see infra Part III.B.
6 See generally LINDA YUEH, ENTERPRISING CHINA: BUsNESS, ECONOMIC, AND

LEGAL DEVELOPMENTS SINCE 1979 (2011) (describing the evolution of the market in
China under government reforms since 1979, including the development of corporate
law in China as a result of government policy and direction); Yingyi Qian, Enterprise
Reform in China: Agency Problems and Political Control, 4 ECO. OF TRANSITION 427
(1996) (describing the reforms of state-owned enterprises in China delegated many
control rights to managers while maintaining ultimate control rights for the Chinese
Communist Party and government.)
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companies and actively exerts its power to name or replace management
reflects a unique problem for internal governance. In terms of external
governance, the Chinese capital market is still in the process of developing.
This means both regulatory techniques and local investors' proficiencies
are still lagging behind the desirable level of external checks-and-balances
for good corporate governance. The fact that the Chinese capital market is
still developing is an important aspect to understanding today's Company
Law and corporate governance in China.

Tracing the historical roots of economic reform in China (the "Economic
Reform Era") can help illuminate today's issues and where they came from.
This analysis will provide a basis for further discussion of the independent
director mechanism in China today.

1. Historical Roots of the Economic Reform Era

Before the mid-1980s, most of the production of goods and services in
China had been controlled and conducted by state-owned enterprises
("SOEs").' At that time, there were no private property rights in a strict
sense under the highly centralized planned economic system.8 The
government held all property ownership and managerial rights in SOEs,
and the State was the only dominant actor in economic activities. 9 Under
that regime, the concept of state ownership not only depressed the growth
of the private sector in China, but also concurrently deprived state-owned
enterprises of economic and legal independence.'( The SOE executives
were required to fulfill the production plans of the government and the
terms "corporation" or "legal person" did not exist at all. 1

China's market-oriented economic reform started in 1978.12 During the
process of economic reform, a major task was to transform the planned
economy, which was previously dominated by state-owned enterprises, into
market-oriented, privately owned and run productivity units. Based on the

7 See Cindy A. Schipani & Junhai Liu, Corporate Governance in China: Then and
Now, 2002 COLuM. Bus. L. REv. 1, 5 (2002).

8 Before that, the so-called "people's community system" was the main system which
was later replaced by the household responsibility system. See SHANGQUAN GAO, TWO
DECADES OF REFORM IN CHINA 19 (Wang Yuling, ed. & trans., 1999); STANLEY B.
LUBMAN, BIRD IN A CAGE: LEGAL REFORM IN CHINA AFTER MAO 19 (1999).

9 GAO, supra note 8, at 21-22.

I See Schipani & Liu, supra note 7, at 7.
12 It is generally agreed that the Chinese Economic Reform Era started in December

22, 1978 at the Third Plenary Session of the 11 th Central Committee of Communist
Party of China held in Beijing. See GAO, supra note 8, at 19; LUBMAN, supra note 8, at
103. For a useful summary, see generally Donald C. Clarke, What's Law Got To Do
With It? Legal Institutions and Economic Reform in China, 10 UCLA PAC. BASIN L.J.
1,4-7(1991).
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literature discussing Chinese economic reform, on the enterprise level, the
reform can be divided into three stages.' 3 Each of these stages represents a
gradual shift toward a modem concept of the corporation.

a. Stage One: 1979-1983

The first stage of reform began in 1978.14 In this stage, the State started
economic reform by focusing on rural areas to increase agricultural
production, as well as setting up special economic zones and fourteen
coastal open cities to receive foreign investment.1 5 To reform the traditional
SOEs, the key move during this stage was to set up a profit retention
system that allowed SOEs to retain part of their profits to use at their own
disposal. 16  Before that, SOEs needed to hand in all profits to state
authorities. SOEs started to be permitted to exert discretion or autonomy
and retain part of their profit when they met state-planning targets, which
means that enterprises can pay a certain amount of tax instead of handing
over all the profit they created. Similarly, local governments can also retain
part of the tax revenue they received to give local governments more
incentives to encourage local production as well as township and village
enterprises in the countryside. 17 The objective of this tax-for-profit reform,
generally speaking, was to gradually substitute a uniform idea of
egalitarianism so that enterprises would be responsible for their own profits
and losses and could compete on an equal footing. 18

From the SOE standpoint, this represented the first step of departure
from the central planning system where enterprises operated under state
mandatory planning and were-in nature-just like divisions of the state

13 The classification here is based on observations of the emergence of modem
western-style companies. The emphasis is on the enterprise level but does not
necessarily coincide with the macroeconomic view. Other classifications have been
introduced based on different viewpoints. For example, Gao divides the Chinese
Economic Reform Era into three stages. The first stage was from December 1978 (the
third Plenary Session of the 11 National Congress of the Communist Party of China)
to September 1984, which focused on rural areas and established the household
responsibility system and township enterises. The second stage was from October
1984 (the third Plenary Session of the 12 National Congress of Communist Party of
China) to December 1991, and expanded from rural areas to urban areas and focused
on the reform of state owned enterprises. A system of contracts on enterprise leasing
was introduced and management responsibility was set up in this period. The third
stage was from January 1992 to the present and aimed at establishing a socialist market
economy. Its core purpose was to replace fiscal contract systems with a tax-sharing
system, and many other structural adjustments were implemented. GAO, supra note 8,
at 19-21.
" Id. at 19.
15 Id.
16 Id.
17 LUBMAN, supra note 8, at 103.
i8 See GAO, supra note 8, at 22.
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administrative apparatus. 19

b. Stage Two: 1984-1993

The second phase of reform shifted its focus to reform SOEs more
extensively. From 1984 to 1993, the SOE reform was shaped by a wish to
encourage the expansion of production and profit, which was obviously a
reaction to the low productivity of traditional SOEs when compared with
vibrant small township and village enterprises. The centerpiece of SOE
reform in this stage was the adoption of the "Contract Management
Responsibility System. ''20  This system abandoned the pursuit of a
standardized, generally applicable rate of state-enterprise division-of-
enterprise profits.2' Instead, its aim was to allow the SOEs to keep all of
the above-base profits (in which the base was adjustable), and then endow
more autonomy to SOEs' managers in setting their specific business goals

22and strategies. The essence of this stage of reform was to further separate
ownership and control but at the same time keep the bargaining process
formal rather than ad hoc. In most cases, the State represented all outside
interested parties through a unified contract-issuing committee and
negotiated a contract with all inside members represented by

23management. In the bargaining process, quite understandably, serious
problems occurred, such as exploitation by informational asymmetry.
Moreover, management tended to take more risks and over-expand in good
times and ask for re-negotiation when the situation turned in the opposite
direction. In short, while trying to conceive a more reasonable division of
profit sharing between SOE managers and the State, the State still remained
ultimately responsible (legally and economically) for rescuing SOEs-a
need which became more frequent after a decade of reform.24

In response to the problems created by the Contract Management
Responsibility System, policymakers devoted a lot of effort to further
separate ownership rights from management rights in SOEs, to allow

19 Dic Lo & Russell Smyth, Industrial Restructuring and Corporate Governance in

China's Large-Scale State-Owned Enterprises, in CHINA'S BusINEss REFORMS:
INSTITUTIONAL CHALLENGES IN A GLOBALIZED ECONOMY 11, 19 (Russell Smyth et al.
eds., 2005).

20 Also called "Contract Responsibility System" or "Contract System." For a general
discussion of the Contract Management Responsibility System and how it changed
SOEs, see generally Chongwoo Choe & Xiangkang Yin, Contract Management
Responsibility System and Profit Incentives in China's State-Owned Enterprises, 11
CHINA ECON. REv. 98, 98-112 (2000).

21 Id. at 101-02.
22 Id.
23 1d. at 102.
24 Id.
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managerial independence and to allow the State to transform itself into a
major shareholder while bringing in more private investment domestically
and abroad.2 5 This effort combined the desire to promote productivity and
retain ultimate control over large SOEs. This process was institutionalized
by a major piece of legislation.
In 1988, China promulgated the Law of the People's Republic of China

on Industrial Enterprises Owned by the Whole People, also known as State-
Owned Industrial Enterprises Law of China, or shortened as "SOEs Law., 26

The basic idea of the SOEs Law was that it delegated overall responsibility
of managing SOEs to factory managers.27 In this regard, managers became
the legal representatives of the enterprise. Additionally, the law required
the establishment of a management committee or other consulting bodies to
assist the factory manager in making decisions on important issues.28 The
SOEs Law also provided that the local organization of the Chinese
Communist Party should guarantee and supervise the implementation of the
guiding principles and policies of the Communist Party and the State.29

From a broader view, the SOEs Law was the experimental, and primitive,
form of the general Company Law of 1993. It represented the first attempt
to formalize the relationship among managers, the State, and employees
into the framework of legal rules.3 °

However, reform in this stage, along with the SOE Reform, faced several
serious challenges. First, as mentioned above, the process of negotiation
and re-negotiation of profit-retention implicated both difficulty in
predicting the future precisely to decide the amount of profit-sharing in
advance and difficulty in avoiding opportunistic behavior ex post. Second,
as one commentator points out, the exploitation of SOE assets for personal

25 See Yueh, supra note 6, at 32-36 (discussing the policy shift of the Chinese

government in the early 1990s to allow SOEs to become independent legal entities);
GAO, supra note 8, at 130-3 1.

26 ZhongHua Ren Min Gong He Gro Quanmin Suoyouzhi Gongye Qiye Fa

( [Law of the People's Republic of China on
Industrial Enterprises Owned by the Whole People] (promulgated by Nat'l People's
Cong., April 13, 1988, effective Aug. 1, 1988), http://chinalawinfo.com [hereinafter
SOEs Law]. Before the enactment of Company Law of 1993, the SOEs Law of 1988
was the main governing law on the issues of business organization and the operation of
state enterprises in China. For an introduction on SOEs Law, see Schipani & Liu, supra
note 7, at 9-11.27SOEs Law, supra note 26, at art. 7.

2 8 Id. at art. 47.
2 9 Id. at art. 8.
30 However, as an interim legislation which covered SOEs only, it was incapable of

laying a foundation for future business development in China as there was still much
inconsistency and confusion. After the enactment of Company Law of 1993, many
SOEs transformed themselves into corporations with legal person status and thus are no
longer subject to SOEs Law.
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use and the insufficient amount of SOE profits retained for development
purposes both represent difficulties for the long term development of
SO1s.3'

2. The Current Regime: Company Law of 1993 and After

The third stage of reform was signaled by the enactment of the Company
Law of 1993.3 This law was enacted to address the problems inherent in
the basic conflict of state capital and private ownership structure that could
not be completely resolved in the previous stages of reform. The basic idea
of this stage of reform was the corporatization of SOEs. By transforming
SOEs into different kinds of limited liability companies or shareholding
companies, governments, both central and local, would delegate more
freedom to managers and continue to enhance productivity. But, on the
other hand, it also helped the State retain control through its status as the
largest shareholder while shielding the State from the survival or loss of the
enterprise. In a more general sense, the Company Law of 1993
retrospectively provided a new legal form through which to consolidate
various transitional forms that had emerged during the earlier stages of
reform and aimed to bring in small amounts of private capital or foreign
investment, which was necessary for further development.33

The impact of the introduction of the modem company in China is
multifaceted. With the goal of transforming SOEs into companies with a
modem organizational form, the Company Law of 1993 established a new
relationship between the State, managers, and workers in which the capital
owner (at that time, mostly a manager at the same time) has better legal
protection. Also from a legal perspective, the status of an independent
legal entity provided a foundation for increased managerial freedom. The
formation of a separate legal enterprise entity also helped to strengthen the
confidence of general investors about state neutrality, which in turn helped
to increase the influx of new outside capital.

However, the Company Law of 1993 brought not just better legal
protection to investors/managers and an influx of private capital. Under the
Constitution, the Socialist State implies an implicit contract in which the
State is obliged to guarantee job security and a certain level of social

31 Schipani & Liu, supra note 7, at 11-12.
32 Zhong Hua Ren Min Gong He Guo Gong Si Fa

[Company Law of the People's Republic of China] (promulgated by the Standing
Comm. Nat'l People's Cong., Dec. 29, 1993, effective July 1, 1994)
http://chinalawinfo.com [hereinafter Company Law of 1993].
33 For an introduction to the earlier experimental legislations during the prior stage of

Chinese economic reform, see Roman Tomasic & Jian Fu, Company Law in China, in
COMPANY LAW IN EAST ASIA 135, 155 (Roman Tomasic ed., 1999).
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welfare. With the corporatization of SOEs and the delegation of managing
power, the dynamics changed. Especially under the drive for profit, a large
number of former SOEs started substantial downsizing and lay-offs.34 This
trend, in turn, reshaped the role of the State and triggered social
discontent.35  Many scandals were reported in the process of
corporatization of the SOEs. The selling of state assets cheaply, misuses of
funds from the sale of assets, and political corruption presented severe
challenges to the Chinese government.36

However, a new class of capitalists has been emerging ever since the
advent of the Company Law of 1993 and they have begun to gain their own
standing free from governmental control. In this light, the interplay
between the State-as regulators and at the same time major shareholders
in some cases-and companies has started to inevitably move toward a
more rule-based legal form, and this leads to further dependence on the
development and implementation of the Company Law of 1993 and
relevant business regulations.

B. Chinese Company Law: Basic Structure and Rules

The current Chinese Company Law was first enacted in December 1993
and came into effect in mid-1994. Along with the Securities Law of the
People's Republic of China (promulgated in 1998, hereinafter "Securities
Law"), 37 these two statutes constitute the regulatory foundation of modem
corporations in China. The Company Law of 1993 contains 11 chapters and
230 articles, and was the first comprehensive piece of legislation on
business corporations since the founding of the People's Republic of China
in 1949. The purposes of these laws were to set up the basic legal structure
for the development of private business, to provide a modem corporate
legal system which is more responsive to a market economy, and at the
same time to solve the problems left over from the reform of SOEs. As the
first piece of national legislation in modem China dealing with the
corporate form, the Company Law of 1993 was generally considered to be

34 See Donald C. Clarke, Regulation and Its Discontents: Understanding Economic
Law in China, 28 STAN. J. INT'L L. 283, 289-90 (1992).

35 One of the most famous incidents was the Tiananmen Square protests of 1989. For
details, see generally PHILIP CUNNINGHAM, TIANANMEN MOON: INSIDE THE CHINESE
STUDENT UPRISING OF 1989 (2010).

36 See generally XIAOBO LU, CADRES AND CORRUPTION: THE ORGANIZATIONAL

INVOLUTION OF THE CHINESE COMMUNIST PARTY 190-227 (2000) (providing a clear
account of the reported corruption involving government/party officials in China in the
1990s).

37 Zhong Hua Ren Min Gong He Guo Zheng Quan Fa (qi .,RARPli1E*-)
[Securities Law of the People's Republic of China] (promulgated by the Standing
Comm. Nat'l People's Cong., Dec. 29, 1998, effective July 1, 1999, amended in 2004
and 2005 respectively) http://chinalawinfo.com [hereinafter Securities Law].

Vol. 1:2



CHINESE INDEPENDENT DIRECTOR MECHANISM

strongly influenced by German and Japanese corporate law, although
several other countries' legal systems are also referenced.38 From the lens
of comparative law, China's corporate law has a relatively simple structure
and involves many rules similar to Western company laws, but still
possesses a socialist tint.39

The Company Law of 1993 experienced two minor amendments in 1999
and 2004.40 On October 27, 2005, after one and one half years' preparation
and deliberation, the Eighteenth Session of the Standing Committee of the
Tenth National People's Congress promulgated a revised Company Law
(hereinafter "Company Law of 2005" or "Company Law") which came
into effect on January 1, 2006. In the Company Law of 2005, the general
framework and rules of the previous version were preserved, roughly 40
articles were modified, and the total number of articles slightly downsized
to 219 articles. 41 These changes mainly include the lower legal capital
requirement,41 improvement of the corporate governance structure
(especially strengthening the power of the board of supervisors),43 a more
clearly defined directorial fiduciary duty,44  and rules concerning
shareholder suits. 45 The aim of this revision was to adjust the previous
laws to fit current needs. But in general, as mentioned earlier, while the
Company Law of 2005 is considered an adjustment or refinement of the
Company Law of 1993, it does not present any fundamental change either

38 It is often mentioned that the Company Law of 1993 was under certain influence

from German corporate law, especially in light of its two-tier board structure. See
Schipani & Liu, supra note 7, at 15; Robert C. Art & Minkang Gu, China
Incorporated: The First Corporation Law of the People's Republic of China, 20 YALE
J. INT'L L. 273, 295 (1995). But if examined more closely, Chinese company law bears
more similarity to Japanese as well as Taiwanese corporate law. For a recent general
discussion of the Japanese Companies Act, see generally Lin, supra note 2, at 78-86.

39 Art & Gu, supra note 38, at 274-75.
40 The first amendment, which amended two articles, was promulgated on December

25, 1999 and became effective on the same day. The second amendment, which
amended only one article, was promulgated on August 28, 2004 and became effective
on the same day. As all amendments are incorporated into the original text, all articles
are cited according to the latest version unless noted otherwise. Records of
amendments can be found in the preamble of the current statute. Details of these
amendments, which are available in Chinese only, can be accessed through the links
which appear in the preamble of the statute provided by the Chinalawinfo website. See
Company Law of 1993, supra note 32 (click "English" version on the top-right first,
then "Basic Law" on the left and then search for "company law").

41 Zhong Hua Ren Min Gong He Guo Gong Si Fa ( , 5 * )
[Company Law of the People's Republic of China (2005 Revision)] (promulgated by
the Standing Comm. Nat'l People's Cong., Oct. 27, 2005, effective Jan. 1, 2006), art. 3
http://chinalawinfo.com [hereinafter Company Law of 2005].

42 Id. at arts. 26, 81.
43 Id. at arts. 54, 55.
44 Id. at arts. 148-150.
45 Id. at arts. 152-153.
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in structure or to the rules themselves.
This section will provide an overview of the Company Law of 2005 and

highlight the significant differences between the Company Law of 1993
and the Company Law of 2005.

1. General Feature

The Company Law keeps a high degree of similarity to many modem
corporate laws. Fundamental characteristics, such as independent legal
entity status, shareholders' limited liability, and shareholders' right to
choose managers and central management, are stipulated.46

2. Types of Companies

The Company Law recognizes only two types of corporations: the
closely held corporation (you xian ze ren gong si) and the publicly held
corporation (gu fen you xian gong si). 47 The principal differences between
these two types of companies are: (1) the former is limited to fifty
members and the latter does not have an upper limit;48 (2) the former has
limitations on transferring shares;49 and (3) the former is limited in its
ability to raise funds from the general public.5°

On the other hand, governing bodies in closely and publicly held
corporations are substantially the same. They are also permitted to convert
from one type of company to another once the criteria of the form being
converted to are met.5'

46 Many issues surfaced in Chinese corporate law when the Company Law of 1993
was enacted. The reason for this predicament was partly due to the ideological
restrictions on the concept of private property in China, which had been a socialist
country and was still struggling to transform itself into a market economy at the time
when Company Law was enacted. Another reason for this was the existence of
extensive state owned capital in China and the difficulty in accommodating it to a
market economy. This background led to the unique split-share structure as a
compromise. For further discussion, see infra Part III.A. 1.

47 Company Law of 2005, supra note 41, at art. 2. This categorization varies
according to different translators. Some refer to them as a "Limited Liability
Company" or a "Joint Stock Limited Company." See, e.g., Tomasic & Fu, supra note
33, at 155; LIN FENG ET.AL, COMPANY AND SECURITIES LAW IN CHINA, 11, 31 (2001).
According to the official translation provided by National People' Congress, they are
referred as "company with limited liability" and "company limited by shares"
respectively. For an additional English translation of Company Law, see Companies
Law of the People's Republic of China, DATABASE OF LAWS AND REGULATIONS,
http://www.npc.gov.cn/englishnpc/Law/Frameset-index.html (follow "Civil And
Commercial Laws" hyperlink; then follow "Companies Law of the People's Republic
of China" hyperlink) (last visited Apr. 18, 2012).

48 Company Law of 2005, supra note 41, at art. 24.
49 Id. at art. 72.
50 Id at arts. 23, 78.
51 Id. at art. 9. Within each category of the corporation there are special provisions
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3. Basic Corporate Organs

The Company Law requires three statutory-and indispensable-
corporate governing bodies to form corporations: (1) the shareholders,
acting as a body at the general meeting; (2) the board of directors; and (3)
the board of supervisors.

4. Shareholder Meeting

First, Article 4 of the Company Law lays the foundation for corporate
governance by stating that the shareholders are empowered to make major
decisions and select management personnel.5 2 Further, in Articles 38 and
100, the powers endowed to the shareholders in a shareholder meeting
mainly include the power to: (1) decide management policy and the
investment plan, company elections, and the removal of directors and
supervisors; 53 (2) amend corporate charters; 54 (3) approve the annual
budget,55 the directors' and supervisors' reports,56 and the plan of profit
distribution;57 and (4) make other important decisions such as mergers,
divestiture, liquidation, dissolution or other structural changes,5 s increase or

applicable to subcategories, organized according to the corporation's ownership
structure. They include: (1) wholly foreign-invested enterprises; (2) Chinese-foreign
equity joint ventures; and (3) Chinese-foreign contractual joint ventures. These types of
foreign-invested corporations are governed by three separate laws: the "Wholly
Foreign-invested Enterprises Law" of 1986 (also called "Law of the People's Republic
of China on Foreign-Capital Enterprises," enacted on April 12, 1986), the "Chinese-
foreign Equity Joint Ventures Law" of 1979 (also called the "Law of the People's
Republic of China on Chinese-Foreign Equity Joint Ventures," enacted by the National
People's Congress on July 1, 1979), and the "Chinese-foreign Contractual Joint
Ventures Law" of 1988 (also called the "Law of the People's Republic of China on
Chinese-Foreign Contractual Joint Ventures," enacted on April 13, 1988). The
relationship between Company Law and these three statutes is still unclear. Generally,
it is believed that these three laws will prevail. But as China joined the WTO in 2001, it
is now obligated to provide national treatment to foreign investors coming from other
WTO member countries. It is also expected that the statutes regulating foreign
investments will be repealed and Chinese-invested corporations and foreign-invested
corporations will be governed by the same corporate governance norms. Schipani &
Liu, supra note 7, at 19-21. However, these three laws are still effective up to this date.

52 In fact, the word used in Article 4-on its face-is to allow shareholders to
"participate" in major decisions but not "make" major decisions. The interpretation of
"make major decisions" is based on the stipulation of Article 38 (which is also applied
to publicly-held companies according to Article 100). However, the difference in the
wording between these two articles implies a possible uncertainty in terms of dividing
the decision-making power between shareholders and the board of directors. Company
Law of 2005, supra note 41, at arts. 4, 38, 100.53 Id. at art. 38, paras. 1-2.

54 Id. at art. 38, para. 10.
55 Id. at art. 38, para. 5.
56 Id. at art. 38, paras. 3-4.
57 Id. at art. 38, para. 6.
58 Id. at art. 38, para. 9.
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decrease corporate legal capital, 59 and issue corporate bonds.6°

In terms of voting, the assignment of voting rights is accorded to the
amount of capital invested in a privately-held company,6' and in a publicly-
held company (joint stock company), "one share, one vote" is the default
rule.62 Shareholder meetings should be held annually and are subject to
interim meetings if certain conditions are met.63

5. Board of Directors

The board of directors is responsible to the shareholders in terms of
carrying out the company's business and bears ultimate responsibility to
the shareholders.64 In Article 47, the Company Law stipulates that the
authority of the board of directors includes the abilities to "carry out the
resolution made by shareholder meeting,"65 to decide on the business
management and investment plan,66 and to choose managers.67 Also, the
board of directors is responsible for preparing proposals for the
shareholders during the meeting. The proposal subjects include the
company's annual budget,68 profit distribution, 69 an increase or decrease in
the company's capital, 70 issuance of corporate bonds,71 setting up internal
departments72 and the company's internal management systems and
regulations,73 as well as other major structural changes including mergers,
divestitures, and the company's dissolution.74

In general, the directors and managers of a company shall abide by the

59 Id. at art. 38, para. 7.
60 Id. at art. 38, para. 8.
61 Id. at art. 43. However, proportionate voting power in privately-held companies is

subject to change by amending the articles of incorporation. Id.
62 Company Law of 2005, supra note 41, at art. 104.
63 Id. at art. 40. For privately-held companies, one tenth of the shareholders, one

third of directors, or the supervisor/board of supervisors can demand an interim
shareholder meeting. Id. at art. 101. For publicly-held companies, in addition to the
conditions mentioned above, an interim shareholder meeting should be convened if (1)
the number of incumbent directors is less than two-thirds of the stipulated number; or
(2) accumulated losses reach one-third of the received capital. Id.
64Id. at art. 47.
65 Company Law of 2005, supra note 41, art. 47, para. 2.
66 Id. at art. 47, para. 3.
67 Id. at art. 47, para. 9.
68 Company Law of 2005, supra note 41, at art. 47, para. 4.
69 Id. at art. 47, para. 5.
70 Id. at art. 47, para. 6.
71 id
72 Id. at art. 47, para. 8.
73 Id. at art. 47, para. 10.
74 Company Law of 2005, supra note 41, at art. 47, para. 7.
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provisions of the articles of association, faithfully perform their duties,
protect the interests of the company, and may not exploit their positions or
powers to seek personal gain.75 This is generally interpreted as the source
of the "duty of loyalty" and "duty of diligence" in the Company Law.
These duties also apply to supervisors and managers and a breach of these
duties will incur civil liability.76

77The number of directors is three to thirteen in a closely held company,
and five to nineteen in a publicly held company. 78 The term of a director is
up to three years.79 It is also required by law to have at least two board
meetings a year in a publicly-held company. 80 One thing of particular
interest concerning the board of directors in Chinese corporate law is the
employee representative on the board. According to the current rule, it is
encouraged to have an employee representative on the board as a director
in both publicly- and privately-held companies. 81 If the privately-held
company is formed by more than two SOEs, it becomes required to have an
employee representative as a board member.82 In addition, a smaller
privately-held company can have only one executive director, instead of a
whole board, to carry out its duty if the corporate charter considers it
appropriate.83

6. Board of Supervisors

According to Articles 52 and 118 of the Company Law, the board of
supervisors is made up of at least three individuals.84 The board of
supervisors should have at least one-third of its members be representatives
of employees and workers, 8 and the remaining members are to be elected
by the shareholders. The specific proportion of worker representatives
shall be provided for in the articles of association. 86 The worker

71 Id. at art. 148.
76 Id. at art. 150.
17 Id. at art. 45.
78 Id. at art. 109.
79 Id. at arts. 46, 109.
80 Company Law of 2005, supra note 41, at art. 111. The same requirement does not

apply to a privately-held company.
81 Id. at arts. 45, 109.
82 Id. at art. 45. Please note that the same requirement does not apply to a publicly-

held company.
83 Id. at art. 51.
84 Id. at arts. 52, 118. However, it is permissible for a privately-held company to

avoid forming a board of supervisors and have one or two supervisors instead. Id. at art.
52, para. 1.85 Id. at arts. 52, 118.

86 Company Law of 2005, supra note 41, at arts. 52, 118.
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representatives shall be elected by workers through an employee meeting
or union, or other democratic processes.8 7

The function of supervisors, according to Article 54 and Article 119 of
the Company Law, is to supervise the board of the directors. Its powers
include: (1) investigating the company's financial affairs;88 (2) supervising
acts undertaken by directors and managers during the performance of their
duties and proposing to remove directors or managers when a serious
breach occurs; 89 (3) requesting directors or managers to rectify conduct
which is harmful to the interests of the company; 90 (4) proposing an interim
shareholder meeting;9' (5) bringing forth a motion in a shareholders'
meeting; 92 (6) filing derivative suits against directors when a director
breaches his or her duty to abide by the law, administrative rules, or articles
of corporate charter; 93 and, (7) carrying out other powers stipulated in the
corporate charter.94 Based on Article 55, supervisors can be present in the
board of director' meetings, and make recommendations or challenges to
the decisions of the board of directors. 95 Also, the board of supervisors has
the right to conduct investigations when an irregularity is spotted.96

The term of a supervisor is three years. 97 In convening a meeting for the
board of supervisors, in a closely-held company, it is mandatory for
supervisors to meet at least once a year.98 In a publicly-held company,
supervisors are bound to meet at least every six months.99 Supervisors are
subject to all the duties and liabilities applicable to directors and managers,
such as the duty to abide by the laws and regulations, the duties of good
faith and diligence, and restraint on self-dealing.' 00

7. Divisions of Power Among Corporate Organs

Despite the seemingly clear-cut nature of the corporate powers of
different corporate organs, two somewhat blurred areas are the division of

87 Id.
8 8 Id. at art. 54, para. 1.
89 Id. at art. 54, para. 2.
90 Id. at art. 54, para. 3.
91 Id. at art. 54, para. 4.
92 Company Law of 2005, supra note 41, at art. 54, para. 5.

9' Id. at art. 63.
94 Id. at art. 59,
95 Id. at art. 54, para. 5.
96 Id. at art. 55.
97 I. at arts. 53, 118.
98 Company Law of 2005, supra note 41, at art. 56.
99 Id. at art. 120.
1 "Id. at art. 148.
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business decision power between shareholders and directors and the reach
of supervisory oversight powers. These two issues haunt Chinese corporate
law, as they do in many other countries adopting the two-board structure,
and the situation has become even worse after independent directors
became part of the balancing game inside a company in 2001.

8. Management Power Division Between Shareholder Meeting and
Board of Directors

Shareholders are vested with extensive decision rights in Chinese
corporate law. Article 4 of the Company Law stipulates that shareholders
are empowered to make major decisions and to select management
personnel in proportion to the amount of capital that they have invested in
the company. In Article 38, paragraph 1, number 1, it also empowers the
shareholders to "decide on the [management] policies and investment plans
of the company."10 1 Based on the language expressed explicitly in these
articles, it appears that Chinese corporate law tips the balance of corporate
decision-making power toward shareholders and endows a greater range of
participation in business decisions for shareholders, weakening the power
of the board of directors.

However, Article 47 of the Company Law, which concerns the power of
the board of directors, shows a somewhat different picture. Under Article
47, paragraph 1, number 3, the board of directors has the same managing
power to "determin[e] the company's business and investment plans."' 2

Further in numbers 8 and 10 of the same paragraph, it also stipulates that it
is the role of the board of directors to set up internal organs or departments
and other management systems and regulations.10 3 Simply observing the
language used for describing the power of the board of directors, it seems
as though Article 47 provides a general and extensive managing power to
the board of directors.

But this interpretation might bump against Article 47, paragraph 1,
numbers 1 and 2. As Article 47, paragraph 1, numbers 1 and 2 indicate, it
is clear that the primary tasks of the board of directors are to "convene[] the
shareholders' meetings and present reports thereto" and to "[i]mplement[]
the resolutions made at the shareholders' meetings."' 04 Following this line
and pulling all pieces together, it appears that Chinese corporate law has
adopted an approach that provides less managerial discretion to directors
and requires the board of directors to defer to the extensive decision-

01 Company Law of 1993, supra note 32, at art. 38 (emphasis added).
102 Company Law of 2005, supra note 41, at art. 47, para. 3 (emphasis added).
103 Id. at art. 47, paras. 8, 10.
104 Id. at art. 47, paras. 1, 2.
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making power of shareholders if the shareholders explicitly use it. In this
sense, the managerial power that the board of directors has is more
supplementary and restricted in Chinese corporate law, and it can be fairly
said that management power is, at best, divided. However, the exact
dividing line in real life is more complicated and is still unclear under the
current rule. Noticeably, this debate is largely limited to a theoretical level
now, as the unique capital structure in many Chinese public companies
effectively reduces the possibility of disagreement between the board of
directors and the shareholders. But this issue is likely to come back with
severity when the current capital structure is no longer stable or gradually
changes over time.

9. The Oversight Power of Supervisors and Its Limitations

The line between the directors' managing power and supervisors'
oversight power is another issue that is not clearly answered in Chinese
law. This is an issue commonly encountered by countries who adopt a
two-board structure.

To begin, the Chinese Company Law stipulates that a supervisor cannot
be a manager and a director at the same time.105 This rule is aimed at
increasing the segregation between management and the body responsible
for oversight of the company at the same time. This is a common assertion,
which can be found in many countries using a dual board structure. 106

However, this stipulation has left much uncertainty. In Article 54,
paragraph 2, which is the main article about the board of supervisors'
authority, it only says that a supervisor's powers include the power to
"supervise the duty-related acts of the directors and senior managers, [and]
to put forward proposals on the removal of any director or senior manager
who violates any law, administrative regulation, the bylaw, or any
resolution of the shareholders' meeting." 10 7  However, Article 54,
paragraph 2 does not provide a clear delineation about the range of the
items that are subject to supervisors' oversight. According to the text, the
plain interpretation is that the range of the supervisors' oversight power
covers everything related to "acts of the directors and senior managers" in

'05 d. at arts. 58, 118.
106 For example, the Japanese Companies Act article 335, paragraph 2 stipulates that

supervisor positions ("Kansa-yaku," also often translated as "corporate auditors")
cannot be held by directors or employees of the same company (including its
subsidiaries). SHOHO (Comm. C.) art. 335, para. 2 (2005) (Japan), available at
http://www.japaneselawtranslation.go.jp/law/detailU?id=1961&vm=04&re=02. For a
general introduction to the Japanese supervisors system, see generally, Lin, supra note
2, at 84-85.

107 Company Law of 2005, supra note 41, at art. 54, para. 2.
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respect of the performance of their duties.10 8 If this text works as its plain
language indicates, the oversight power of supervisors in China is, in fact,
almost unlimited, and will, in turn, decrease the breadth of directors'
discretion, blur the line between directors and supervisors, and make
supervisors the ultimate decision makers in a company.

This confusion is exacerbated by another unusual rule in the Company
Law. Article 55 provides supervisors the right to attend the board of
directors' meetings and to make a direct inquiry or recommendation on
anything concerning board resolutions.109 But there is no further detail
provided in the Company Law or relevant regulations about what will
happen if disagreements between directors and supervisors occur, or what
the effect or applicable procedure would be to solve it. From a
comparative perspective, this rule is noticeable as both directors and
supervisors are directly elected by shareholders, and further compounds the
already blurred line of power allocation between directors and supervisors.

Some clues might be found by looking back at the legislative history for
these rules. The right to attend a meeting of the board of directors and the
power to file a motion to a shareholder meeting to remove directors are
both new rules added in the 2005 amendment. Based on the Introduction to
the Amendment on Company Law of People's Republic of China, an
introductory document provided by State Council to National People
Congress, the reason for these two rules is to "strengthen the function of
supervisors," and "provide some concrete rules for the supervisors to
perform their duties." 10 This statement can be interpreted as a strong sign
of the distrust towards directors and a corresponding endowment of an
uncertain degree to supervisors of corporate decision-making powers.

The aforementioned discussion suggests that Chinese corporate law
collectively reveals a mentality in China that includes a strong sense of
caution and distrust toward corporate directors and managers-as directors
and managers (or more precisely, controlling private shareholders) have
successfully accumulated great wealth and power over past economic
reforms and privatization."' Partly due to historically socialist roots and

108 Id.

109 Id. at art. 55, para. 1, art. 119.
110 STATE COUNCIL, INTRODUCTION TO THE AMENDMENT ON COMPANY LAW OF

PEOPLE'S REPUBLIC OF CHINA, Part II, § 2(3) (Feb. 25, 2005) available at
http://www.npc.gov.cn/wxzl/gongbao/2005-10/27/content_5343120.htm (last visited
February 24, 2012) (personal translation).

i11 The distrust toward corporate major shareholder and managers can be read from
the emphasis placed on the roles that supervisors should play in the Introduction to the
Amendment on Company Law by the State Council. Id. at Part II, § 2(3); see also
Mingyi Hung, T.J. Wong & Fang Zhang, The Value of Relationship-based and Market-
based Contracting: Evidence from Corporate Scandals in China (May 2011), available
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social problems triggered in the course of transferring state capital under
private control, this perception effectively changed the formation of the
Company Law. However, the issue of how to divide different powers
among corporate organs is an unsolved issue and might need to be decided
on a case-by-case basis. This, in turn, will beg for more court decisions to
substantiate this field in the future.

10. Shareholder Suits

Shareholder suits under the Company Law are decided, arguably, under
a dual-track design. There are only two articles about shareholder suits,
and both were newly added in the 2005 Amendment. However, the
language used in these two articles about shareholder suits does not provide
a clear picture to understand how a shareholder suit mechanism can or
should work. Company Law Article 152 is about derivative suits.
According to Article 152, any shareholder in a closely-held company--or
shareholder who holds more than one percent of the outstanding stock in a
publicly-held company--can demand the board of supervisors to file a suit
against directors or managers if they breach their duty, as described in
Article 150.112 Qualified shareholders can only bring a suit directly if the
board of supervisors refuses to file suit, fails to file suit within thirty days,
or when an emergency situation or irreparable damage exists.13
Shareholders can use the same rule to bring a suit against a supervisor, as
shareholders should demand the board of directors to bring the suit
instead.' 14

As to the cause of action, Article 150 is'a rather simple rule itself and
stipulates that directors, supervisors, and managers are subject to civil
liability when they violate a law, relevant administrative rules, or corporate
charter and thereby incur damages to the company. 1 5 Articles 148 and 149
of the Company Law provide a rather detailed list of the legal obligations
that directors, supervisors, and managers should observe. Article 148
provides that directors, supervisors, and managers should assume a duty to

at
http://serverl .tepper.cmu.edu/Seminars/docs/HWZ%20May%202011 %20v6_clean.pdf
(Table 1 listed a categorized investigation of over 200 corporate scandals sanctioned by
CSRC in 1997-2005). Also, frequent reports in newspapers about various business
scandals echo and confirm this general perception. For a recent sample of business
scandals in China, see Qiang Xiaoji, Top 10 Business Scandals, CHINADAILY (Nov 22,
2010), available at http://www.chinadaily.com.cn/business/2010-11/22/content_
11580396.htm.

112 Company Law of 2005, supra note 4 1, at art. 152, para. 1.
113 Id. at art. 152, para. 2.
1141d. at art. 152, para. 1.
115 Id. at art. 150.
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obey the law and regulations, a duty of loyalty (good faith), and a duty of
diligence (care).' 6  It also prohibits them from taking bribes and
misappropriating company property." 7 In Article 149, the Company Law
proscribes directors and managers from conducting any of the following:
(1) misappropriating corporate funds;" 18 (2) placing corporate funds in
private accounts;' 9 (3) lending corporate funds or providing corporate
assets as collateral to any third party without a provision from the articles
of incorporation, prior consent from board of directors, or consent from
shareholders; 120 (4) conducting any transaction involving self-dealing
without the provision of the articles of incorporation or prior consent from
shareholders; 12' (5) exploiting corporate opportunity or assuming any
positions in other similar business without the prior consent from the
shareholders;122 (6) taking a commission from another company which
transacts business with the company; 23 (7) leaking confidential business
information; 24 or (8) performing any other breach of loyalty to the
company. 25 In short, Article 148 is about a duty to abide the law and a
duty of diligence, and Article 149 is a general provision about a duty of
loyalty.

Article 153 is about shareholder direct suits. Unfortunately, this is an
article that causes more confusion than clarity. Article 153 says: "If any
director or senior manager damages the shareholders' interest by violating
any law, administrative regulation, or the bylaw, the shareholders may
lodge a lawsuit in the people's court."'' 26 On its face, Article 153 talks
about exactly the same cause of action as mentioned in Article 152 but
applies a different procedure. Due to the limited amount of time since the
implementation of the 2005 amendment of the Company Law, there is not
much academic discussion available concerning a direct shareholder suit
and its application.

27

116 Id. at art. 148, para. 1.
117Id at art. 148, para. 2.
118 Company Law of 2005, supra note 41, at art. 149, para. 1.

"9 Id. at art. 149.
120 Id.
121 Id
122 Id.
123 Id.

124 Company Law of 2005, supra note 41, at art. 149, para. 1.
125 Id.

126 Id. at art. 153.
127 Shareholder suits in China in the last decade mostly arose from misrepresentation

in stock market cases based on Article 69 of the Securities Law (formerly Article 63
before the 2005 amendment). In fact, in addition to the limited occasions for
shareholder suits provided in the Company Law, the Securities Law permits two causes
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11. Supplementary Note

The main limitation of the Company Law, which can be also found in
many other bodies of legislation in China, is the laxity of its language. A
relatively small body of legislation inevitably leads to a certain degree of
ambiguity in practical use. This in turn leads to an extensive reliance on
rules or "explanations" promulgated by various relevant administrative and
judicial authorities, including the Chinese Supreme Court. Those
explanatory regulations impose a lot of influence on how lower courts
interpret the statute in concrete cases, even though some of the explanatory
regulations are without clear legislative authorization and sometimes even
contradict the law. Extensive reliance on these rules, along with the fact
that much of the judicial branch in China is appointed by the political
branch, makes the court opinions vulnerable to political influence and less
predictable.

However, the problems created by an inadequate statute are not solved
simply by relying on administrative supplements of explanatory rules.

of action for shareholders to institute suits, Article 47 (the rule about short-swing and
speculative share trading) and Article 69. Securities Law Article 69 prohibits
misrepresentation in the prospectus, financial and accounting reports, and annual
report. It reads: "Where any of the prospectus, measures for financing through the
issuance of corporate bonds, financial statements, listing reports, annual reports,
midterm reports, temporary records or any disclosed information that has been
announced by an issuer or listed company has any false record, misleading statement or
major omission, and thus incurs losses to investors in the process of securities trading,
the issuer or the listed company shall bear the liability of compensation. Any director,
supervisor, senior manager or any other person of the issuer or the listed company as
held to be directly responsible shall take several and joint liabilities of compensation,
unless he is able to prove that he has no fault therein. Where any shareholder or actual
controller of an issuer or a listed company has any fault, he or it shall bear several and
joint liabilities of compensation together with the relevant issuer or listed company."
Id.

One study conducted by the Royal Institute of International Affairs (now Chatham
House) in 2003 compiles a list of twelve companies involved as defendants in the first
wave of private securities litigation in China, which includes ST Shandong Bohai, ST
Shanghai Tongda Innovation Investment, ST Yantai Dongfang Electronic Information,
ST Shanghai Jiabao Shiye, ST Fujian Jiuzhou Group, Xian Shengfang Keji, ST Yi An
Technology, Shenzhen Sanjiu Medical, ST Guangxia (Yinchuan) Industry, Hubei
Tianyi Science and Technology, Daqing Lianyi, and ST Chengdu Boxun Shuma
Technology. Eleven of the twelve are about account falsification and misrepresentation,
and the remaining one is about tax evasion and other breaches of law. Stephen Green,
Better Than a Casino: Some Good News From the Frontline of China's Capital Market
Reforms 13-15 (Asia Programme, Royal Inst. of Int'l Affairs, Working Paper No. 6),
available at http://www.chathamhouse.org/sites/default/files/public/Research/Asia/
better than a casino.pdf. Interestingly, no damages have been awarded by the courts,
and settlements have ranged from $97 to $27,000 (for eleven investors). Furthermore,
courts are rumored to be forcing larger group suits to be split up into smaller group
suits to bolster court fee incomes. See id. at 13-15. For some case studies in the 1990s
and early 2000s, see Donald C. Clarke, Law Without Order in Chinese Corporate
Governance Institutions, 30 Nw. J. INT'L L. & Bus. 131, 192-95 (2010).
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Lack of experience among legislators in conceiving the kinds of situations
the law needs to deal with-along with a lack of techniques for drafting its

formulation with precision-has created a huge barrier among practitioners
towards understanding how the Company Law applies in certain cases.
Further, academic work in China, although having experienced a period of
impressive progress, is still developing and not yet capable of providing the
help needed in borderline cases. A lack of judicial precedents to fill the

holes left by the relatively unclear language in statutes is another difficulty.
Sometimes there is concern about applying extreme cases more generally
especially in light of the somewhat doubtful decision quality in some lower
courts. In sum, both judicial decisions and academic work in China are not
very helpful in filling in the gaps created by the Company Law.

C. The Introduction of Independent Directors

The introduction of the independent director mechanism to China was
mainly a unilateral decision of the administrative branch, rather than a
result of natural evolution of corporate governance or legislative action. In
2001, the China Securities Regulatory Commission promulgated
Guidelines for Introducing Independent Directors to the Board of Directors
of Listed Companies and the independent director became a mandatory
internal organ for all listed companies. 28

1. Legal Sources of Independent Directors

The term "independent director" appeared for the first time in Chinese
corporate law in the Guiding Opinion for Listed Corporations' Articles of
Incorporation issued by the China Securities Regulatory Commission

("CSRC") on December 26, 1997.129 In Article 112 of this regulation,
listed companies were advised to retain an independent director at their
option. In terms of defining "independent director," it provided that an
independent director cannot be a current employee of the company, an
employee of a shareholder, or a relative of an interested person or
management. Article 112 also encouraged the listed company to stipulate

128 Guanyu Zai Shangshi Gongsi Jianli Duli Dongshi Zhidu De Zhidao Yijian

(0 -JT tt±-rj! =- 3N 2 *- S ] 194,11 - .) [Guidelines for Introducing
Independent Directors to the Board of Directors of Listed Companies] (promulgated by
the China Sec. Regulatory Comm'n, Aug. 16, 2001), http://www.sse.com.cn/cs/zhs/
xxfw/flgz/html/t0078.htm [hereinafter 2001 Guideline].

129 Shangshi Gongsi Zhangcheng Zhiyin (I -- [Guidelines for the
Articles of Association of Listed Company] (promulgated by the China Sec.
Regulatory Comm'n., Dec. 16, 1997), http://www.sse.com.cn/cs/zhs/xxfw/
flgz/html/t0091.htm. This regulation was succeeded by Shangshi Gongsi Zhangcheng
Zhiyin (±- >Ag ftl) [Guidelines for the Articles of Association of Listed
Company] (promulgated by the China Sec. Regulatory Comm'n, Mar. 16, 2006),
http://www.asianlii.org/cn/legis/cen/laws/tgftaolci2006489/.
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the duty and authority of its independent directors in its own charter. 130

In 2001, the Guidelines for Introducing Independent Directors to the
Board of Directors of Listed Companies ("2001 Guideline") were
introduced.13 1 In fact, it marked an important move by the CSRC to carry
out this new mechanism. In this new regulation, a basic framework was
spelled out for the extensive implementation of the Chinese independent
director mechanism. It contained various rules about the qualification and
authority of independent directors for all listed companies. Basically, the
2001 Guideline required each listed company to have at least two
independent directors by June 30, 2002 and have one third of its board
comprised of independent directors by June 30, 2003.132 By these means,
the independent director became a mandatory corporate organ for all listed
companies in China as the 2001 Guideline took its full effect in 2002.113

Following the introduction of the 2001 Guideline, several regulations
repeatedly emphasized the determination to carry out the independent
director mechanism by the CSRC. In the Notice on Matters Regarding
Further Regulations of Initial Public Offers and Listing of Shares of
September 19, 2003, it is reiterated that issuers shall set up the independent
director system following the 2001 Guideline. 134  In this notice, it is
stipulated that when a company applies for the initial public offering of
shares and listing, at least one-third of the members of the board of
directors shall be independent directors, and among them there shall be at
least one accounting professional (the accounting professional must carry
the senior title of a professional accounting post or the qualification of
certified public accountant).135 Also in January 31, 2004, the State Council
of China issued Several Opinions on Promoting the Reform and Opening-

130 Guidelines for the Articles of Association of Listed Company of 1997, at art. 112.
131 2001 Guideline, supra note 128.
132 Id. at art. 1, para. 3.
133 For a detailed discussion about the rules in the 2001 Guideline, see discussion

infra Part II.C.3.c.
134 Zhongguo Zhengquan Jiandu Guanli Weiyuanhui Guanyu Jinyibu Guifan Gupiao

Shouci Faxing Shangshi Youguan Gongzuo De Tongzhi ( UEl, 3 !k
) T1 A-lI R 4'f) [Notice of the China Securities
Regulatory Commission on the Relevant Work of Further Regulation of Initial Public
Offering] (promulgated by the China Sec. Regulatory Comm'n., Sept. 19, 2003,
effective Oct. 1, 2003), http://chinalawinfo.com.
135 Id. Subsequently, this order was replaced by Measures on Administration of

Initial Public Offering of Shares and Listing in 2006. The new order repeated the
requirement of establishing independent directors pursuant to relevant current rule,
which includes the 2001 Guideline. See Shou Ci Gong Kai Fa Xing Gu Piao Bing
Shang Shi Guan Li Ban Fa (1"0j, f' A--iX±$'MJ ) [Measures for the
Administration of Initial Public Offering and Listing of Stocks] (promulgated by the
China Sec. Regulatory Comm'n., May 17, 2006, effective May 18, 2006), art. 21,
http://chinalawinfo.com.
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up and Stable Development of Capital Market. 36  This document
underscores the importance of independent directors in the reform and
development of China's capital market.137

Article 123 of the Company Law of 2005 provides a new legal basis for
the independent director in the Chinese corporate law. According to the
text, this new article simply states that a listed company shall have
independent directors and delegates the power to stipulate detailed rules
concerning independent directors to the State Council. 138  The empty
language in this new article does not mandate a broader application of the
independent director mechanism in China in the future. This new article,
however, officially provides the independent director a better legal basis in
the Company Law, and elevates it from administrative regulation to law.
In addition, the rule-making power delegated to State Council is still
meaningful if utilized.

2. Reason for the Introduction of the Independent Director Mechanism in
China

Like most of the laws and regulations in China, the purported purpose of
introducing the independent director mechanism in China is not explicitly
spelled out. However, some hints can be found in several pieces of
legislation.

According to the preface of the 2001 Guideline, the purpose of having an
independent director is to "further improve the governance structure of
listed companies and standardize their operation[. The] China Securities
Regulatory Commission (CSRC) formulates the Guidelines for Introducing
Independent Directors to the Board of Directors in Listed Companies. All
listed companies are required to act in accordance with the Guideline."' 3 9

In Article 1, paragraph 2, it states that "[t]he independent directors shall ...
protect the overall interests of the company, and shall be especially
concerned with protecting the interests of minority shareholders from being
infringed. Independent directors shall carry out their duties independently

136 Guo Wu Yuan Guan Yu Tui Jin Zi Ben Shi Chang Gai Ge Kai Fang He Wen

Din Fa Zhan De Ruo Gan Yi Jian (** TIT'* N*3f4
A ntTA-9) [Some Opinions of the State Council on Promoting the Reform,
Opening and Steady Growth of Capital Markets] (State Council Opinions)
(promulgated by the China State Council, Jan. 31, 2004, effective Jan. 31, 2004),
http:// www.lawinfochina.com/display.aspx?id=3366&lib=law&SearchKeyword =

&SearchCKeyword=#.
13 7

Id.
138 Company Law of 2005, supra note 41, at art. 123. The language itself only says:

"Listed companies shall institute independent directors. Further detail is subject to the
rules promulgated by the State Council."

139 2001 Guideline, supra note 128, at preface.
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and shall not subject themselves to the influence of the company's major
shareholders, actual controllers, or other entities or persons who are
interested parties of the listed company." 140

Based on the language used in the 2001 Guideline, the purpose of
introducing the independent director mechanism in China can generally be
interpreted as providing more protection to minority shareholders, while at
the same time protecting the company itself from looting by its managers
(referred to "actual controllers"). 141  The major reason the independent
director mechanism was imported seems to be to alleviate the problems that
controlling shareholders bring, which usually harm minority shareholders.
To put it in a different way, the controlling/non-controlling shareholder
agency problem seems to be the core issue which the 2001 Guideline
attempts to address.

However, several facts compound this reasoning. In theory, the
traditional agency problem (the manager/shareholder agency problem)
should have been limited in the Chinese context because a controlling
shareholder effectively controls the management as well as the board of a
company. But in reality, managerial stripping emerged as-and remains a
serious problem in-China.142 Further, if the government is the controlling
shareholder, as many SOEs appear to be in China, there will be potential
looting by high-ranking governmental officers (who are appointed as
managers in companies themselves, or collaborate with company managers
as government officials). 143 Controlled transactions, such as self-dealing,
become an issue despite the highly concentrated capital structure. In this
sense, the goal of protecting minority shareholders bumps up against both
types of agency problems (manager/shareholder and controlling
shareholder/non-controlling shareholder). Thus, introducing the
independent director mechanism in China seems to be a wished-for cure for
the two mixed corporate issues that differ fundamentally from each other.

140 Id. at art. 1, para. 2.
141 Id.
142 As Mingyi Hung et al. show in their research, manager embezzlement, taking

kickbacks, abusing power for private gains, forgery, tunneling, and executing related
party loans and guarantees were prevalent in China and took up more than fifty percent
of more than two hundred CSRC sanctions during the period of 1997-2005. The
remaining are more about bribing government officials, accounting manipulations,
false or incomplete disclosure, and tax evasion. See Hung, et al., supra note 11, at
Table 1.
143 See id. (totaling the results of an investigation of corporate scandals and outlining

the prevalence of various offenses, including instances of company managers stealing
firm assets and manipulating accounting numbers).
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3. Substantive Rules

a. Definition and General Requirement

First, an independent director of the listed company means a director
who does not assume any other office except director in the company, and
has no relationship, either between him and his company or between him
and the main shareholders of this company, that may hinder his
independent and objective judgment. 144

Second, the independent director shall fulfill his duties independently;
shall not be influenced by the main shareholders, the actual controllers of
the company, or other units or individuals with interest relationships with
the listed company; and, shall prevent the legal rights and interests of small
to medium shareholders from being damaged. 145

Independent directors should also have five years or more of working
experience in the law, economics, finance, or other relevant fields.146

Companies must have at least one accounting professional among its
independent directors.1 47  Independent directors should also meet the
general qualification requirements for ordinary directors, which are
stipulated in Company Law Article 14714' and an independent director can

144 2001 Guideline, supra note 128, at art. 1, para. 1.
145 Id. at art. 1, para. 2.
146 Id. at art. 2, para. 4.
14 7 Id. at art. 1, para. 3.
148 Id. at art. 2, para. 1. Company Law of 2005, at art. 147 reads:
Anyone who is under any of the following circumstances shall not assume the post of

a director, supervisor or senior manager of a company:
1) Being without civil capacity or with only limited civil capacity;
2) Having been sentenced to any criminal penalty due to an offence of

corruption, bribery, encroachment of property, misappropriation of
property or disrupting the economic order of the socialist market and 5
years have not elapsed since the completion date of the execution of the
penalty; or he has ever been deprived of his political rights due to any
crime and 3 years have not elapsed since the completion date of the
execution of the penalty

3) He was a former director, factory director or manager of a company or
enterprise which has bankrupt and liquidated, whereby he was
personally liable for the bankruptcy of such company or enterprise, and
three years have not elapsed since the date of completion of the
bankruptcy and liquidation of the company or enterprises;

4) He was the legal representative of a company or enterprise, but the
business license of this company or enterprise was revoked and this
company or enterprise was ordered to close due to a violation of the law,
whereby he is personally liable for the revocation, and three years have
not elapsed since the date of the revocation of the business license
thereof;

5) He has a relatively large amount of debt which is due but has not been
paid.

Where a company elects or appoints any director or supervisor, or hires any senior
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work as an independent director for, at most, five listed companies. 49 In
addition, articles of incorporation may impose additional requirements for
independent directors, both in terms of qualifications and code of
conduct. 1

50

b. Exclusions to the Independent Director Mechanism

Article 3 of the 2001 Guideline clearly provides a list of situations
disqualifying the candidacy of an independent director. The list includes:

1) Those who hold posts in a listed company or its subsidiary
enterprises, the lineal relatives (spouse, parents, and children,
etc.) of those aforementioned persons, and those with significant
social relations (sisters and brothers, parents-in-law, daughters-
in-law and sons-in-law, spouses of sisters and brothers, sisters
and brothers of spouse);151

2) In the situation of a natural person shareholder, any shareholder
who directly or indirectly holds more than one percent of the
shares issued by the listed company or is ranked as one of the
top ten shareholders of this company, he or she and his or her
lineal relatives cannot be an independent director;"'

3) In the situation of a corporate shareholder, if it directly or
indirectly controls more than five percent of the shares issued by
a listed company or is ranked as one of the top five shareholders
of a listed company, employees and their lineal relatives of those
corporate shareholders cannot assume the position of
independent director,' 5 3

4) Those who fell into the previous three categories within the last
year;

154

5) Persons who provide financial, legal, consulting, or similar
services for the listed company or its subsidiary enterprises; 155

6) Other personnel as stipulated by the articles of association; 1 6

manager by violating the provisions in the preceding paragraph, such elections,
appointments, or hiring shall be invalid. Where any director, supervisor or senior
manager, during his term of office, is under any of the circumstances as mentioned in
the preceding paragraph, the company shall remove him from his post.

149 2001 Guideline, supra note 128, at art. 1, para. 2.
150 Id. at art. II, para. 5.
151 Id. at art. III, para. 1.
152 Id. at art. III, para. 2.
153 Id. at art. III, para. 3.

154 Id. at art. III, para. 4.
155 2001 Guideline, supra note 128, at art. III, para. 5.
156 Id. at art. III, para. 6.
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and
7) Other personnel as determined by CSRC. 15 7

c. Procedure for Selecting Independent Directors

It is generally understood that the nomination process is crucial to the
impartiality that independent directors are expected to maintain. However,
the design of the nomination process of independent directors in the 2001
Guideline seems to provide plenty of room for majority shareholder or
inside directors to intervene, though final approval from the shareholder
meeting is still required. The process is designed as followed:

1) Independent directors are to be nominated by any of the
following: (a) incumbent members of the board of directors; (b)
the board of supervisors; or (c) a shareholder who owns more
than one percent equity interest. 158

2) The listed company must pre-file the nomination information
with the CSRC and the CSRC maintains the right to dissent
within fifteen days after filing. 59

3) Approval will be made by the resolution of the shareholders
meeting. 160

In reality, independent directors are often selected by controlling
shareholders, not self-elected or through the board. Controlling
shareholders and management more often select those with either personal
or financial connection to them, and do so in the hope those independent
directors will side with them in any needed situation.161

d. Term of Office

The term of an independent director is the same as that of an ordinary
director (which means it is subject to stipulation in the articles of
incorporation and has a maximum three-year term). 162 Also, the maximum
term cap of six years applies. 63

e. Powers and Obligations of Independent Directors

The powers that independent directors have are provided in Articles 5

157 Id. at art. III, para. 7.
158 Id. at art. IV, para. 1.
159 Id. at art. IV, para. 3.
160 Id. at art. IV, para. 1.
161 See 2001 Guideline, supra note 128. at art. IV, para. 1 (naming the parties with

the authority to nominate -independent directors). For further discussion about the
nomination and selection process and related problems, see infra Part W.A. 1.

162 Company Law of 1993, supra note 32, at art. 47.
163 2001 Guideline, supra note 128, at art. IV, para. 4.
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and 6 of the 2001 Guideline. Among them, the most important ones are the
right to approve related party transactions and to issue independent
opinions to a shareholder meeting.

1) Major related transactions ratification: major transactions
(referring to those of an amount of more than RMB 3,000,000
[roughly $461,538 by the exchange rate 6.5/1] or exceeding 5%
of net assets of the listed company) have to obtain ratification
from the independent directors before being submitting to the
board of directors for discussion.'64

2) Power to request or convene a meeting with the board of
directors. 1

65

3) Power to request the board of directors to convene in an interim
shareholder meeting.' 66

4) Power to propose an appointment or removal of the accounting
firm to the board of directors. 167

5) Power to retain independent counsel 168

6) Power to solicit proxies. 169

7) If the board of directors of the listed company establishes the
committees of salary and remuneration, auditing, nomination,
the independent directors shall make up more than one half of
the members of these committees. 170

8) Obligations to deliver independent opinions: an independent
director has the obligation to deliver independent opinions at the
shareholder meeting or to the board of directors concerning the
nomination and replacement of directors,' 7 ' the appointment and
dismissal of important managing positions, 172 compensations of
directors and high-ranking managers, 173 major loans to "parties
related to the listed company,"' 174 and other occurrences that

164 Id. at art. V, para. 1.
165 Id. at art. V, para. 1.
166 Id. at art. V, para. 1.
167 Id. at art. V, para. 1.
168 Id. at art. V, para. 1 (granting the ability of independent directors to appoint an

"outside auditing or consulting organization" independent of other directors' wishes).
169 2001 Guideline, supra note 128, at art. V, para. 1.
170 Id at art. V, para. 4.
171 Id. at art. VI, para. 1.
172 Id. at art. VI, para. 1.
173 Id. at art. VI, para. 1.
174 Id. at art. VI, para. 1. A Loan over RMB 3,000,000 or 5% of net assets of the

listed company is considered a "major loan" here. Id.
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could damage the interests of minority shareholders.175

9) Equal right to corporate information: when two or more
independent directors determine that the materials presented at a
meeting of the board of directors are not sufficient, they have the
right to request a deferment of the related discussion or the
meeting as a whole. 176

10) Enhanced power in ratifying a management buyout: Measures
for the Administration of the Takeover of Listed Companies, 77

prescribes that in the case of a management buyout, the
company should have no less than half of its directors as an
independent director. 178 In terms of resolution, first the
takeover plan shall be carried out upon the resolution of the non-
affiliated directors only. The resolution has to obtain approval
from two thirds or above of the independent directors, and then
it must be submitted to the shareholders meeting for majority
consent. 

179

11) A company needs to disclose the relevant information when the
requests or proposition of independent directors are denied,
including when independent directors propose to call an interim
shareholders meeting and are rejected. 180 It should be disclosed
when independent director cannot exercise their mandatory
power listed above.18 1

12) When exercising their tasks as independent directors, the
independent directors shall obtain consent of at least one half of
the independent directors. 82 However, if the opinions among
the independent directors differ, the board of directors shall
separately disclose the opinions of each independent director. '

175 2001 Guideline, supra note 128, at art. VI, para. 1.
176 Id. at art. VII, para. 1.
177 Measures for the Administration of the Takeover of Listed Companies

(, (promulgated by the China Sec. Regulatory Comm., July
31, 2006, effective Sept. 1, 2006) ch. VI, arts. 62, 63, http://www.gov.cn/flfg/2006-
08/02/content 352370.htm translated in http://www.fdi.gov.cn/pub/FDIEN/Laws/
Securities/P02-0070720592424062457.pdf.

178 Id. at art. 51.
179 Id.
180 2001 Guideline, supra note 128, at art. V, para. 3; Measures for the

Administration of the Takeover of Listed Companies, supra note 177, at ch. I, art. 5.
181 2001 Guideline, supra note 128, at art. V, para. 3; Measures for the

Administration of the Takeover of Listed Companies, supra note 177, at ch. I, art. 5.
182 2001 Guideline, supra note 128, at art. V, para. 2; Measures for the

Administration of the Takeover of Listed Companies, supra note 177, at ch. I, art. 5.
183 2001 Guideline, supra note 128, at art. VI, para. 3; Measures for the

Administration of the Takeover of Listed Companies, supra note 177, at ch. I, art. 6.
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On its face, much is entrusted to the Chinese independent directors.
However, simply looking at these rules is not enough to provide a clear
picture of how the independent director mechanism in China is
implemented, what it means, and what changes it brings to corporate
China. Before moving toward the discussion of its implementation and
what it impacts, however, it is necessary to start with the landscape of the
Chinese economy and its structural background. By doing so, the rules and
their effects can be more clearly understood and assessed.

III. THE STRUCTURAL CHALLENGES OF CORPORATE GOVERNANCE IN

CHINA

Corporate governance in China cannot be adequately observed only
through the analysis of the Company Law. Political, social, institutional,
and ideological factors all play a role in changing and shaping today's
Chinese corporate governance. As a result, a larger view, which includes
the banking system, capital market, state control via shares as well as
regulatory means, the interest of corporate stakeholders, and the public
perception of corporate social responsibility, is needed. This approach
provides a better understanding on how corporate law affects institutions,
the limit of this influence, and the possible direction for the future.

A. The State Ownership and Its Unfinished Transformation

The extensive existence of Chinese SOEs and state/collective controlled
shares, as a relic of the Socialist State, still has profound effects on the
Chinese corporate environment. SOEs themselves are still part of the
government, but also part of the private market economy. State ownership,
on the one hand, provides a powerful weapon to control the macro-
economy and maintain direct access to the allocation of corporate assets
which the State cannot reach as a traditional regulator. But, on the other
hand, there are costs to this powerful presence. Inefficiency in management
and corruption caused by state ownership are both difficult nightmares that
have haunted this socialist country's system from the day it was born in
1949.184 In a practical sense, how the government played the role of
shareholder defined China's past economic miracle and, similarly, it will
shape the future direction of its corporate governance and its corporate law.

184 The history of the People's Republic of China started on October 1, 1949, when,

after a near complete victory by the Communist Party of China (CPC) in the Chinese
Civil War, Mao Zedong proclaimed the People's Republic of China (PRC) from
atop Tiananmen, Beijing. For general information, see China, BRITANNICA ONLINE
ENCYCLOPEDIA, http://www.britannica.com/EBchecked/topic/1 11803/China (last
visited Apr. 19, 2012).
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1. Incorporation of SOEs

Back in the early 1990s, the enactment of the Law on Industrial
Enterprises Owned by the Whole People ("SOEs Law") and the Company
Law of 1993 marked the first step toward solving the problem of state
ownership by means of legal reform. Generally speaking, the SOEs Law
only provides a legal basis for the separation of management and state
ownership, and it played a role in balancing the practical need to promote
more efficient management techniques on one hand and the demand for
collective ownership under the socialist Constitution on the other. The
later implementation of the Company Law of 1993 further pushed for
corporatization-and even privatization in some cases-of SOEs. In some
successful cases, SOEs were transformed into independent legal entities
and started to be financially responsible. Some SOEs were even
successfully transformed into listed corporations or parent corporations of
listed subsidiaries, raising large funds from overseas securities markets in
the years following the implementation of the Company Law of 1993. But
not all aspects of this transformation are positive. In most cases, SOEs
were simply reorganized as wholly state-owned corporations with various
subsidiaries. 185

As a result of several decades of China's highly centralized economy,
SOEs and transformed SOEs created many complicated social, cultural,
and economic implications for Chinese society. 86 Politically, despite some
successful cases, many large SOEs were generally regarded as government
branches--even after acquiring an independent legal entity status. 87 This
confusing situation was further compounded by the fact that government
agencies exerted various influences over those former SOEs. For this
reason, many former large SOEs did not really enjoy legal independence

185 Schipani & Liu, supra note 7, at 24-25. This explains -that under the Chinese

government's pilot plan, one hundred SOEs were selected for corporatization
beginning in 1992. By 1998, ninety-eight of those companies had been successfully
transformed, with sixteen becoming publicly held companies, sixteen becoming closely
held corporations, and sixty-two transforming into SOEs with subsidiaries.

186 One of the most conspicuous examples is the burden of social welfare and
retirement payments to former state-owned enterprise employees. See, e.g., Vivian Y.
Chen, A Macro Analysis of China Pension Pooling System Incentive Issues and
Financial Problem, Part 1II.2.2 in PENSIONS IN ASIA: INCENTIVES, COMPLIANCE AND
THEIR ROLE IN RETIREMENT 16-18 (2004), available at http://unpanl.un.org/
intradoc/groups/public/documents/APCITY/UNPAN030983.pdf (discussing the heavy
burden of social benefits faced by SOEs in China).

187 Wenkui Zhang, an economist at the Development Research Center of the State
Council of China, provides an account of the "privatization" after corporatization in the
1990s and states that the privatization was much more successfully carried out in small
and medium size SOEs. Wenkui Zhang, The "China Model" of SOE Reform and Its
Challenges, 4 CHINA ECONOMIST 7 (2009), available at http://ssm.com/
abstract - 1544336.

2012



AMERICAN UNI VERSITY BUSINESS LA W REVIEW

even after incorporation as companies."'

2. Remaining Problems of State Ownership

Financially speaking, the Chinese government still acts as a majority
shareholder for many listed corporations even after almost a decade since
the enactment of the Company Law of 1993.189 At the end of 1995, state
shares made up fifty-four percent of the total shares of listed Chinese
companies; this number declined to slightly less than forty-eight percent by
the end of 2001.'90 Many state shares appear in the form of share interests
in the listed public companies held by their parent SOEs.191 This situation
occurred often as SOEs first partitioned better quality assets to the
subsidiary and received shares of these subsidiaries in return. Such a tactic
allows those subsidiaries to be more easily listed on the stock market and
raise more money than their parent companies. However, parent SOEs still
remain in control over those publicly-traded subsidiaries, and sometimes
demand excessive interest from their controlling position at the expense of
other shareholders. 192 The dominance of the State as a shareholder in most

188 See id. at 14 (explaining that almost all of the large SOEs overseen by the State
Assets Administration and Supervision Commission have chosen to maintain whole
state ownership); see also Central Enterprises Directory, STATE-OWNED ASSETS
SUPERVISION & ADMIN. COMM'N, http://www.sasac.gov.cn/nl180/n1226/n2425/
index.html (last visited April 12, 2012) (listing the 117 extra-large SOEs currently
under SASAC's direct management) and Local SASAC, STATE-OWNED ASSETS
SUPERVISION & ADMIN. COMM'N, http://www.sasac.gov.cn/nll80/nl271/nl286/
7206979.html (listing the local state-owned assets supervision and administration
commissions that oversee the management of local SOEs).

189 See Schipani & Liu, supra note 7, at 56 n.215 (asserting that although "there were
999 A or B Share listed companies, with a total market capitalization of 4069 billion
Chinese Yuan (about 500 billion USD)" and "negotiable market capitalization of
1322.909 billion Chinese Yuan (about 160 billion USD)," most non-negotiable shares
were held by other SOEs and the central and local government). Indeed, approximately
"90% of the non-negotiable shares were State-owned shares and State-owned legal
persons' shares." Id. at 64.

190 Alice De Jonge, Solving Agency Problems in a Cross-Border Environment: Ten
Years of Chinese Company Listings in Hong Kong, in CHINA'S BUSrNESS REFORMS:
INSTITUTIONAL CHALLENGES IN A GLOBALISED ECONOMY 46, 48 (Russell Smyth et al.
eds., 2005). However, there is a voice criticizing the traditional understanding about
the classifications of shares in China and positing that those numbers underestimate the
state's real influence as an equity owner. But see Guy S. Liu & Pei Sun, Identifying
Ultimate Controlling Shareholders in Chinese Public Corporations: An Empirical
Survey 8 (Asia Programme, Working Paper No. 2, 2003), available at
http://www.chathamhouse.org/sites/default/files/public/Research/Asia/stateshareholdin
g.pdf (criticizing the traditional understanding about classifications of shares in China
and positing that those numbers underestimate the State's real influence as an equity
owner, with the conclusion that, in 2001, the Chinese government controlled about
eighty-four percent of listed companies in China).

19! Schipani & Liu, supra note 7, at 25.
192 See id. at 60-62 (noting that the parent SOE's controlling relationship with its

subsidiary has been criticized for various reasons, particularly from a governance

Vol. 1:2



CHINESE INDEPENDENT DIRECTOR MECHANISM

of the listed firms remains more than large enough to seriously compromise
the independence of company management.

According to a study conducted by a Japanese think-tank, in the mid-
2000s Chinese SOEs still accounted for over thirty-four percent of the
national capital in China.193 The remaining state capital power and its
impact on corporate law and economic development are still extensive. As
could be expected, their dominance creates a dilemma. For example, the
government may be concerned with whether the State is sufficiently
protected as a shareholder from the managers' discretion. But minority
shareholders and potential investors may be similarly concerned about the
potential misuse of corporate assets or priority-setting by the State as a
controlling shareholder. 194 To solve this dilemma, a more aggressive move
toward privatization and further dissolution of state ownership, through the
establishment of a soundly functioning capital market, are necessary.

3. An Attempt to Address the Insufficient Monitoring Mechanism

According to the basic structural setting in Chinese corporate law, the
supervisor or board of supervisors possesses the authority, as well as the
duty, to monitor acts of managers and directors.1 95 The supervisor also
possesses the authority to demand corrections if any of their actions are
found to have damaged the interests of the company. 196 It is believed that
the governing corporate bodies would assert claims whenever the corporate
interests are damaged or threatened by directors' or executives' breach of
their duties. But this type of monitoring is only theoretically possible. In
reality, the board of directors may refuse to assert claims against offenders
due to the amicable relationship between the culpable directors or
managers and the remaining directors. The same situation may also occur
with respect to the board of supervisors when supervisors are close to the
culpable director, or when both are under control of the same controlling
shareholder.

perspective).
193 Ken Imai, Explaining the Persistence of State-Ownership in China 7 (Inst. of

Developing Economies, Discussion Paper No. 64, 2006), available at http://ir.ide.go.jp/
dspaceibitstream/2344/130/3/ARRIDEDiscussion No.064 imai.pdf. In fact,
however, determining the exact number of either state capital or state-controlled
companies is both difficult and controversial. That is the reason numbers sometimes
come out with very different results. For statistics about state-controlled companies in
general and different methods of calculations, compare De Jonge, supra note 190, at 48
(averring that the state owned 47.7% of the total shares of listed Chinese companies in
2001) with Liu & Sun, supra note 190, at 7 (calculating that figure to be 44.6 percent).

194 Schipani & Liu, supra note 7, at 56.
195 Company Law of 1993, supra note 32, at art. 126, paras. 1-3.
196 Id.
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The dominance of SOEs and state capital in China makes the already
seriously insufficient governance mechanism even weaker. Although the
situation has been improving gradually as private investor participation and
business competition develop, the fact that control of most Chinese
companies (especially those with larger capitalization) remains in the hands
of the Chinese government continues to be a great challenge to corporate
governance. In this light, the monitoring issue in China's corporate world
is interwoven in the capital structure.

The fact that having a controlling shareholder over the past few decades
has caused different types of problems for Chinese corporate governance
clearly indicates that the transformation of state ownership to private
ownership is the linchpin of understanding today's governance issues in
China. Surely directorial accountability cannot be achieved only by policy
or government actions. Rather, it is co-determined by the market, business
actors and legal/judiciary mechanisms. The question of how to improve
the board of directors' role and increase its accountability is inevitably
linked to a more political question: whether or how to transform single
state ownership into dispersive, private ownership. If the move toward
more dispersive ownership continues in the future, independent directors in
China may play a more important role than they have in the past ten
years. 197

4. Stock Market Establishment and Reform in 2005

a. Establishing Stock Market

Along with the march toward the enactment of the Company Law of
1993, the establishment of a Chinese stock market also began in the late
1980s. Since the early period of the Economic Reform Era, several
attempts were made to implement a share-holding system within certain
types of companies. 198  The effort to establish a stock market was
understandable since a market in which investors can trade their

197 Political control, or monitoring by a governmental agency, rather than any other
intra-corporation monitoring mechanisms conceived by Company Law, is another
means to control managers in China. In other words, administrative power plays a
determining role in Chinese corporate governance. For a detailed discussion on the role
of the Chinese Securities Regulatory Commission and its tools in disciplining corporate
governance, see, for example, Clarke, supra note 127, at 169-80.

198 China promulgated its first Securities Law in 1998, which remains the main
source of law on securities regulation, though as of mid-2011, the Securities Law has
been amended twice, in 2004 and 2005. Zheng quan fa [Securities Law], (adopted by
the Standing Comm. of the Nat'l People's Cong., Dec. 29, 1998, effective July 1, 1999,
amended Oct. 27, 2005, effective Jan. 1, 2006), http://chinalawinfo.com (China)
[hereinafter Securities Law].
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investments is pivotal to a continuing willingness to invest.' 99

In November and December 1990, China set up two stock exchanges, the
Shanghai Stock Exchange and Shenzhen Stock Exchange, respectively. 200

In the first several years after the establishment of these exchanges, stock
trading was limited. The main reason for this was the small number of
companies that had successfully completed their transformation as share-
holding companies. 20 1 This was attributed to the fact that the full
implementation of the corporatization of former SOEs, as well as the
legislation of the Company Law, which provided a basic modern corporate
structure, were still absent.202

In its early stage, one key purpose to develop the securities market was
to raise more funding to meet the needs of modernizing and restructuring
traditional SOEs.2 °3 As this strategy rolled out slowly and regulatory
agencies gained more experience, the growing securities market started to
face its problem, which was inseparable from the prolonged privatization
and SOE reform and eventually led to the reform of the split-share system
in 2005.

b. Share Ownership Reform in 2005

The split-share system was a unique product from the very early stage of
the Chinese stock market. By its very nature, it was the result of a
compromise between the need to privatize SOEs and the healthy, gradual
development of the stock market.2°

199 Id. at art. 1
200 Brief Introduction, SHANGHAI STOCK EXCHANGE, http://www.sse.com.cn/

sseportal/en/c01/p996/c1501_p996.shtm (last visited Feb. 27, 2012); SZSE Overview,
SHENZHEN STOCK EXCHANGE, http://www.szse.cn/main/en/aboutsse/sseoverview/ (last
visited Feb. 27, 2012).

201 See Andrew Xuefeng Qian, Why Does Not the Rising Water Lift the Boat?
Internationalization of the Stock Markets and the Securities Regulatory Regime in
China, 29 INT'L LAW. 615, 617-18 (1995) (discussing the low trading volume of B
shares in Chinese securities market in its early years).

202 See generally Andrew Xuefeng Qian, Riding Two Horses: Corporatizing

Enterprises and the Emerging Securities Regulatory Regime in China, 12 UCLA PAC.
BASIN L.J. 62, 66-67, 71 (1993) (providing a general account of the early development
of the Chinese stock market); Benjamin L. Liebman & Curtis J. Milhaupt, Reputational
Sanctions in China's Securities Market, 108 COLUM. L. REv. 929 (2008) (offering a
recent useful discussion of the latest developments surrounding the Chinese securities
market).

203 Liebman & Milhaupt, supra note 202, at 935.
204 For a general discussion about the split-share reform, see Wallace Wen-Yeu

Wang & Jian-Lin Chen, Bargaining for Compensation in the Shadow of Regulatory
Giving: The Case of Stock Trading Rights Reform in China, 20 COLUM. J. ASiAN L.
298, 312-18 (2006); Sandra P. Kister, Note, China's Share-Structure Reform: An
Opportunity to Move Beyond Practical Solutions to Practical Problems, 45 COLuM. J.
TRANSNAT'L L. 312 (2006).
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In the beginning, the split-share structure was the result of the transition
from the socialist economy to capitalism, which required transforming the
ownership of collectively-owned enterprises (along with all its assets) into
segmented structure. What the split-share system created was basically a
lock-in system which prohibited most shares from being traded but allowed
a portion of ownership to be freely-transferable.20 5 The idea of this design
was, in the early stage of SOEs reform, to set up a modem stock market
with an appropriate amount of equity in the market, attract both domestic
and foreign investors to invest, and help transform SOEs into partially

206private companies. For this reason, most SOEs only issued a small
portion of their shares to the public market. Meanwhile, a great portion of
the total shares were retained by state or other legal entities (such as local
governments and other related SOEs), and those shares were required to be
non-tradable.

The rationale behind this design, at the time when it was first conceived,
was two-fold. First, the Chinese authorities worried there might not be
enough willing capital available to invest in the Chinese market and the
possible dilutive effect if all shares were later allowed to be dumped in the
market all at the same time. The fact that only limited shares were
available in the market was targeted to maintain the price of shares and
avoid a price crash.20 7 Second, the Chinese government was still somewhat
bounded by socialist ideology, which remains embedded in the Chinese
constitution.0 8 The retention of the majority of SOEs shares was intended
to maintain governmental control over large enterprises. Additionally, the
desire to create a stock market gradually and at a steady pace, as well as
concern over the possibility of serious market speculation and price
volatility, were also important reasons for this mechanism. 2 9

A compromise was reached with limited issuance. For those who
invested money in stocks in the beginning phase, the maintenance of the
distinction of tradable and non-tradable shares meant an indispensable
premise for them to enter the Chinese stock market.210 In general, this

205 See Kister, supra note 204, at 312.
206 See id. at 320-21 (identifying that the government's interests in retaining control

over large SOEs and the economic sector as a whole were another important reason to
have non-tradable shares).

207 See id at 320 (noting that the CSRC was concerned that the entry of new shares
onto the market would dilute the value of existing shares).

208 See Wang & Chen, supra note 204, at 305 (recognizing that the Chinese
government "had to confront a difficult ideological conflict between socialist and
capitalist economies").

209 Kister, supra note 204, at 319-20.
210 The legal attributes of this non-trading feature have been hotly debated among

Chinese legal scholars. Some maintain that this feature is a part of the (implicit)
contract implied in the prospectus when new shares were first introduced to the stock
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approach was mostly successful in the second half of 1990s because the
government, as the largest shareholder-due to its inability to run too many
corporations efficiently at the same time-silently forwent some of the
most important rights that shareholders in a similar position in the western
world would have exercised.

However, the distinction of tradable and non-tradable shares also
created several serious issues. One key problem was the economic
distortion. For example, limiting the tradability of shares controlled by the
State meant that the State was locked into many enterprises. The State still
was responsible for their management and financial performance but could
not enjoy the fruit of a company's better performance.2 1 But from the
viewpoint of private investors, the split-share structure also created great
uncertainty since their minority position was always subject to majority's
mistreatment and prevented them from obtaining larger control or further
influence in their company. 12 To both sides, this system created serious
problems of alignment of ownership, economic benefit, and control.
Furthermore, the limited number of tradable shares also helped to create a
perfect environment for market speculation and manipulation. 1 3

As a result, the split-share system, as a transitional design, started to face
challenges from the outside as well as from within. In the summer of 2005,
Chinese security authorities started an initiative to repeal the split-share
system.214

Basically, repealing the split-share structure is a method to pacify (or
compensate) the current transferable shareholders for their loss-caused by
the increase in outstanding shares.21 5 This repeal was achieved through a
private negotiation among non-tradable shareholders and tradable share
owners. 216 By providing certain forms of compensation to tradable share
owners by non-transferable share holders (generally a certain number of
shares previously owned by non-tradable share owners), non-tradable share
owners can reach an agreement with tradable share owners, and based on
this agreement, securities authorities may lift the non-trading restriction of
the non-tradable shares and allow those shares to be traded on the stock

market. But other scholars deny the very existence of this implicit contract. See Wang
& Chen, supra note 204, at 312-18.

211 Id. at 306.
2121Id.

213 See id. at 307-09.
214 See id. at 309-12 (discussing the implementation of the "Guidance Opinions on

the Split-share Structure Reform of Listed Companies" and "Administrative Measures
on the Split-share Structure Reform of Listed Companies" in September 2005)

215 Kister, supra note 204, at 332-33.
2 16 Id. at 332.
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exchange. 2
1
7 In terms of the agreement among tradable and non-tradable

shareholders, shareholders representing both two-thirds of tradable and
non-tradable shares must consent.218 Also, some agreements contain a time
or amount restriction on the trading of the previously non-tradable
shares.219

Generally speaking, the split-share reform was a tremendous success-a
conclusion derived from the booming stock market both in China and
globally from 2006 to 2007. As of December 25, 2006, more than ninety-
four percent of listed companies on the Shanghai and Shenzhen stock
exchanges had completed their negotiation and successfully repealed the
non-trading restriction of non-tradable shares, while seventy-four
companies remain in the process of doing so. 220 With reforms implemented
and a stronger private economy formed, the Chinese stock market is
gradually moving closer to a normal structure that can better handle the
difficult governance and alignment problem. However, problems still
remain in the Chinese stock markets. For example, although the legal
restriction of non-trading was repealed, the capital structure of many of the
publicly traded Chinese companies is still concentrated in the hands of the
State, local governments, and rising wealthy entrepreneurs. 221 Also, some
other historical relics such as the distinction of A shares and B shares
remains to this day, despite the fact that the distinction is generally
expected to be abandoned eventually. 222

217 See id. at 339 (noting that frequently mentioned forms of compensations include
"shares... cash, call or put warrants, stock distributions, and redemptions").

218 Id. at 341.
219 Id. at 342.
220 Huang Jintao, Wei Gu Gai Gong Si Jiang Bei Cha Yi Hua, Zhang Die Fu Xian Zhi

Jiang Bei Xian Zhi Wei Bai Fen Zhi Wu [If Nor Completing Share Reform, Companies
Will Need To Face Additional Restriction in Trading, Including Price Trading Range
Will Be Set To 5% Each Day], Shanghai zheng quan bao [Shanghai Securities News],
Dec. 25, 2006, http://news.xinhuanet.com/stock/2006-12/25/content_5527569.htm.
For a complete list of companies that have finished transformation, see List of
Companies, List of Trading Reform, CHINA SEC. REGULATORY COMM'N,
http://www.csrc.gov.cn/pub/newsite/fb/lfzl/jnlfssyzn/xzzf/200612/t20061230_77097.h
tm (last visited Feb. 23, 2012).

221 See Imai, supra note 193, at 8-9. It is noteworthy that under the reform to repeal
the split-share system, many holders of non-tradable shares agreed, due to economic
reasons or political ones, not to sell their shares in the market for a different period of
years to protect the share price and holders of tradable shares.

222 Traditionally, the Chinese government has dealt with the problem by classifying
shares into several classes. Different shares are under different restrictive covenants,
such as limitations on resale, holding period, voting right, profit-sharing, or to whom
these shares can be sold. Shares are classified according to who owns those particular
shares. In this way, the government successfully attracted the first group of foreign and
local private investors and started on its way to a modem securities market. The A
share is owned by domestic investors, and the B share is owned by foreign investors,
and they are traded on different boards of the stock exchange with different prices. In
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c. Current Situation

As of January 2007, according to the statistics provided by the CSRC,
the total number of listed companies is 1,445, the total market
capitalization of companies in China is nearly RMB 105.64 billion, and
negotiable market capitalization is almost RMB 30.41 billion.2 3  Total
capital is 15.24 billion shares (9.44 billion shares are non-negotiable and
5.81 billion are negotiable). 224

In light of the April 2011 data,2 5 the numbers indicate how the split-
share reform has transformed the Chinese stock market.

Total Market Capitalization (Bn, Total Capital (Bn, Shares)

in RMB) Total Listed
Companies Negotiable TtlSae

Negotiable Shares Total Shares Total Shares
Shares

Jan.
30.41 105.64 1445 5.81 15.24

2007 1 1 1 A

Apr. 207.51 274.64 2175 26.67 33.90

2011 1

Table 1: Market Capitalization and Shares in China. Comparison between 2007
and 2011226

Despite the fact that privatization in China has been continuing and the

government has been selling its stock in SOEs through various channels
after repealing the ban on non-tradable state shares, the Chinese
government is still the biggest shareholder in many large enterprises
through direct or indirect holdings.22 7 But undeniably, the repeal of the

addition to this A and B share distinction, there are H shares, which are issued for and
traded on the Hong Kong Stock Exchange. For more discussion about the historical
development of B shares and H shares, see Qian, supra note 201, at 617-18.

223 Special attention should be paid to the above statistics since the market
capitalization went up 3,493 billion January 2006, which amounts to a 202 percent
increase. MKTG. DEP'T, CHINA SEC. REGULATORY COMM'N, JAN. 2007 STATISTICS,

available at http://www.csrc.gov.cn/pub/zjhpublic/GO0306204/zqscyb/200808/
t20080815_108682.htm.

224 Id.
225 SFC, CHINA SEC. REGULATORY COMM'N, APR. 2011 STATISTICS, available at

http://www.csrc.gov.cn/pub/zjhpublic/GO0306204/zqscyb/201106/t20110602_196073.
htm (last visited on Mar. 1, 2012).

226 CHINA SEC. REGULATORY COMM'N, STATISTICAL INFORMATION: SECURITIES

MARKET MONTHLY DATA, available at http://www.csrc.gov.cn/pub/newsite/
sjtj/zqscyb/index.htm.

227 Currently all shares owned by the State are administered by State-owned Assets
Supervision and Administration Commission ("SASAC"), which is under the direct
command of the State Council. SASAC is the product of "The Law on the State-
Owned Assets of Enterprises," which was promulgated on Oct. 28, 2008 (effective Jan.
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split-share system represents a successful removal of legal barriers to the
further release of government-owned stock and a move toward further
normalization of the Chinese stock market and related corporate
governance. To say the least, it is only when state-owned shares are
privatized-or at least reduced to a relatively low number-and the
differential treatment among shares and shareholders are eliminated, will
more meaningful corporate governance or an independent director
mechanism function in China.

B. Banking System.- Policy Lending, Non-performing Loans, and Its
Symbiosis

Instead of direct finance provided by the equity market, the role of
financial intermediaries, mostly in the form of bank loans, has proved to be
another determining factor in shaping the landscape of corporate
governance at a national level.228 However, compared to the relatively
liquid equity market, the banking system is dominated by fewer players,
and often has a stronger tint of governmental involvement or intervention.

Generally speaking, the Chinese banking system has been dominated by
several features: concentration, large-size, and state influence. Prior to the
Economic Reform Era and until the 1980s, the banking system was either
wholly state-owned or heavily controlled by state bureaucrats. 229 Before the
Economic Reform Era, money was more like "units of accounting. ' '230 The
major function of the banking system then was much like a clearing
house-to move money between accounts to meet the financial obligations
of enterprises.231

Until the mid-1980s, more than ninety percent of total financial assets

1, 2009). By creating a unified, centralized organization, SASAC's main purpose is to
supervise and manage the State-owned assets of enterprises and enhance the
management of state-owned assets. Main Functions and Responsibilities, STATE-
OWNED ASSETS SUPERVISION & ADMIN. COMM'N, http://www.sasac.gov.cn/n2963340/
n2963393/2965120.html (last visited Feb. 23, 2012). Interestingly, Article 1 of The
Law on the State-Owned Assets of Enterprises specifically stipulates that to "enhance
the protection of state asset[s]" is one of the main reasons for this new law. The latter
expression exemplifies the problem of asset tunneling in China. Qi ye guo you zi chan
fa [THE LAW ON THE STATE-OWNED ASSETS OF ENTERPRISES] (promulgated by the
Standing Comm. Nat'l People's Cong., Oct. 28, 2008, effective May 1, 2009) art. 1,
http://chinalawinfo.com.

228 For how financing method shapes corporate governance from a comparative
perspective, see e.g., Mark J. ROE, STRONG MANAGERS, WEAK OWNERS: THE
POLITICAL ROOTS OF AMERICAN CORPORATE FINANCE 51-102, 169-87 (1994)
(discussing the history of American corporate finance).

229 SATYANANDA J. GABRIEL, CHINESE CAPITALISM AND THE MODERNIST VISION 133-
34 (2006).230 Id. at 134.

231 Id,
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were concentrated in the Chinese central bank ("People's Bank of China")
and the objective of financial institutions was to move money from one
account to another to meet the financial obligations of the enterprises. 232

However, as the Economic Reform Era was being carried out in the 1980s
and the 1990s, four major state banks-Agricultural Bank of China, Bank
of China, People's Construction Bank of China, and Industrial and
Commercial Bank of China, customarily known as "the Big Four"-were
established.233 The People's Bank of China started to shift all commercial
accounts to those special purpose banks based on the types of accounts and
began to perform as a central bank, acting as other central banks in the
world do with functions such as issuing currency, implementing monetary
policy, and regulating and supervising financial institutions. 234

As those special purpose banks (generally referred to as state-owned
commercial banks) started taking over the commercial accounts formerly
owned by the People's Bank of China, their roles in the field of commercial
banking were still obscured. To a large extent, those commercial banks in
China were still owned and controlled by the State and their operations
were hence heavily influenced by state policy. For example, policy-
lending often forced Chinese state-owned banks to accumulate a large
amount of non-performing loans that are directed to other SOEs for
political reasons. 235 Until the early to mid-2000s, state-owned commercial
banks still greatly extended policy-directed credits to special clients, which

236were mostly SOEs or former SOEs. As a result, policy lending, which
still persists today, has caused a heavy and unnecessary loss on those state-
owned commercial banks.237

232 RAPHAEL SHEN, CHINA'S ECONOMIC REFORM: AN EXPERIMENT IN PRAGMATIC

SOCIALISM 170 (2000).
233 Id. at 178; see also, Andrew Xuefeng Qian, Transforming China's Traditional

Banking Systems Under the New National Banking Laws, 25 GA. J. INT'L & COMP. L.
479, 482-83 (1996).

234 SHEN, supra note 232, at 177.
235 According to The Economist (which cites a report by Ernst & Young from May

2006, a company that does a large amount of work on the mainland), "China's stock of
non-performing loans (NPLs) added up to $911 billion" and is "more than five-and-a-
half times the latest government estimate of $164 billion, published in March." Also,
"[t]he report deemed the country's big four state-owned banks, which are trying to
attract international investors, to be carrying $358 billion of bad loans, almost three
times the official tally." Chinese Banks: A Muffled Report, ECONOMIST, May 18, 2006,
available at http://www.economist.com/node/6955515. Another estimate of China's
non-performing loans estimates the amount between $350 and $550 billion. U.S.-
CHINA ECON. AND SEC. REVIEW COMM'N, 109TH CONG., 2005 REPORT TO CONGRESS 53
(Comm. Print 2005), http://www.uscc.gov/annual-report/2005/annual_report
full_05.pdf.

236 See Weitseng Chen, WTO: Time's Up for Chinese Banks--China's Banking
Reform and Non-Performing Loan Disposal, 7 CHI. J. INT'L L. 239, 242-43 (2006).

237 Id. at 253 (documenting that from 1999 to 2000, the Big Four transferred
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Additionally, these practices limit the availability of loans for healthy
private enterprises, further hindering the development of the banks. Despite
the gradual easing of the problem of bad loans, which has lessened due to
China's economic success over the past decade,23 s the problem of market
concentration is still unsolved. For example, the so-called Big Four
dominate more than fifty percent of the total assets of banking institutions
according to statistics published in late 2006 by the China Banking
Regulatory Commission.239 Three of these four (Bank of China, China
Construction Bank, and Industrial and Commercial Bank) are publicly
traded and listed in Shanghai and Hong Kong separately.240

Parallel to the dominant position of the Big Four, another group of
important banking institutions are Joint Stock Commercial Banks (JSCBs),

approximately $168.2 billion to Chinese AMCs to take responsibility for bank losses
from policy lending that predated 1996).

238 Due to the growing strength of China's economy since 2002, non-performing
loans in Chinese state-owned banks have been significantly reduced in recent years.
According to the statistics published in 2007, the NPL ratio for the "Big Four" is
9.22%, which equals RMB 105 billion and is 1.26%, or RMB 18.83 billion, lower than
early 2006. On the other hand, the same ratio for twelve major stock Commercial
Banks in early 2007 is 2.81%. Yan Sun, Corporate News Brief-Banks: Chinese
Lenders See Drop in Nonperforming Loans, WALL ST. J. ASIA, Jan. 22, 2007, at 4. A
different statistic published by Chinese Banking Regulatory Commission shows that in
2007, the aggregate NPLs ratio of Chinese banking industry is moving between 6.63%
to 6.17%. NPLs of Commercial Banks as of End-2007, CHINA BANKING REGULATORY
COMM'N, 2007 NONPERFORMING LOANS OF COMMERCIAL BANKS (2008),
http://www.cbrc.gov.cn/chinese/home/docView/20070516A4DD5 1 DB0062FOCBFF88
3AB8A21E4800.html.

239 CHINA BANKING REGULATORY COMM'N, TOTAL ASSETS & TOTAL LIABILITIES AS
OF END-2006 (2006), http://www.cbrc.gov.cn/EngdocView.do?docID=
20070212AEEE115DF551BD83FF530487A9E07B00 [hereinafter 2006 ASSETS &
LIABILITIES REPORT]. One phenomenon needing particular attention is the dramatic
drop from roughly ninety percent in 2001 to roughly fifty percent since middle of the
2000s. See infra Table 2.

240 Three among the "Big Four" have conducted their IPOs in 2005 and 2006.
China Construction Bank Corp., the third-largest lender by assets in China, raised
$9.2 billion in its IPO in the fall of 2005. Bank of China Ltd., the second-largest
bank by assets in China, raised $11.2 billion in its IPO in mid-2006. The Industrial
Commercial Bank of China Ltd., the largest commercial bank by total assets, loans
and deposits in China, raised $21.9 billion, in late 2006. Great China Bank Sale,
WALL ST. J., Oct. 18, 2006, at A20; Laura Santini, Year-End Review of Markets &
Finance 2006: Investors Place Bets Globally -- and Reap the Rewards; India and
China Lead Asia Higher; Japan Rally Fizzles, WALL ST. J., Jan. 2, 2007, at R6.
However, these IPOs are only possible with significant help from the government.
"Since 1998, Beijing has injected $95 billion into the 'big four banks,' and carved out
$305 billion of bad loans." Great China Bank Sale, supra note 240. The Wall Street
Journal also reports that the "ICBC itself received a $15 billion state capital injection
last year, plus a government-financed nonperforming-loan carve-out of $85 billion.
Foreign banks added an additional $20 billion; Goldman Sachs, Allianz Capital and
American Express own 10% of ICBC's equity." Id.

Vol. 1:2



CHINESE INDEPENDENT DIRECTOR MECHANISM

241
which are comprised of twelve commercial banks. In general, JSCBs are
smaller commercial banks and take up to sixteen percent of total banking
institutions assets.242 Although JSCBs have larger private ownership, the
State still enjoys substantial influence over JSCBs. If including postal
saving and rural cooperatives, credit unions, and banks in the calculation,
the percentage of banking assets under Chinese government control would
be even higher. This degree of concentration has not yet showed any
substantial sign of easing.

Asset, by amount, BN (RMB)

Year (end State-Owned Commercial All Banks Ratio
of) Banks (The Big Four)

2007 28,007.1 52,598.2 53.2%

2010 46,894.3 95,305.3 49.2%

Liability, by amount, BN (RMB)

2007 26,433.0 46,567.5 53.3%

2010 44,033.2 89,473.1 49.2%

Table 2: Market Concentration Comparison Between 2007 and 2010: State-

Owned Commercial Banks to All Banking Institutions2 43

NPLs Owed by State-Owned NPLs Owed by All Banking Ratio of Major

Commercial Banks Institutions Commercial Banks
to All Banking

Year (end Percentage of Amount, BN Percentage of Percentage of Institutions, by

of) Total Loans (RMB) Total Loans Total Loans amount, BN (RMB)

2007 8.05% 1268.4 6.17% 8.05% 1268.4

2010 1.31% 429.3 1.14% 1.31% 429.3

Table 3: NPLs Status Ratio Comparison Between 2007 and 2010: State-Owned

Commercial Banks to All Banking Institutions
2 44

241 2006 ASSETS & LIABILITIES REPORT, supra note 239 (listing the twelve referenced

banks as the Bank of Communications, CITIC Industrial Bank, Everbright Bank of
China, Huaxia Bank, Guangdong Development Bank, Shenzhen Development Bank,
China Merchants Bank, Shanghai Pudong Development Bank, Industrial Bank, China
Minsheng Banking Co., Evergrowing Bank, and China Zheshang Bank).

242 By end of 2006, JSCBs owned RMB 7141.9 billion in assets. Compared to the
total assets of RMB 43,950 billion owned by all banks, JSCBs account for roughly
16.25% of total assets owned by all banks. Id.

243 CHINA BANKING REGULATORY COMM'N, TOTAL ASSETS & TOTAL LIABILITIES OF
THE BANKING INSTITUTIONS AS OF END-2007, (2007) http://www.cbrc.gov.cn/
EngdocView.do?doclD=20071112169537BCC40F1A95FF169FOFB9383B00; China
Banking Regulatory Comm'n, Annual Report 2010, at 152 (2011), available at
http://zhuanti.cbrc.gov.cn/subject/subject/nianbao20l0/english/zwqb.pdf (last visited
Apr. 10, 2012).

244 For 2007 data, see NPLS OF COMMERCIAL BANKS AS OF END-2007, CHINA
BANKING REGULATORY COMM'N, http://www.cbrc.gov.cn/EngdocView.do?
docD=2007051774830DBD1F2001OBFFD7F4A6791F6FOO (last visited Apr. 10,
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Due to the State's control over the banks and the limited market
competition, the range of innovation and the services provided still lag
behind the need. From an investment perspective, the conservative attitude
poses a threat to the adequate and stable supply of funds needed by
companies as banks choose whom they want to lend money to.
Consequently, the banking system in China performs a relatively weak role
in corporate financing today, and some Chinese companies have to bypass
major banks and obtain needed capital through other channels (such as the
securities market or private lenders).

In conclusion, banking is the main mechanism for financing the
country's high levels of investment. 245 Despite the pressure caused by the
need to provide funds to inefficient SOEs, the growing economy and the
high savings rate have helped keep the banking system in China liquid
enough.246 Also, China currently has more than $3 trillion foreign exchange
reserves on hand, which provide the government powerful weapon to
improve its banks' health, boost investment and fight possible
consequences of a financial crisis if downturn happens.247

The problems facing Chinese banks, however, are governance problems
experienced by most state-owned enterprises in China-namely strong
governmental intervention and insufficient involvement from other
shareholders or even stakeholders. In this sense, even though banks provide
a large portion of Chinese company funding, the expectation that those
financial relationships will result in greater participation or an effective
governance relationship may still be immature.

C. The Dual Role of State in Corporate Governance

Understanding the current Chinese corporate environment highlights the
need for the institution of independent directors and the implementation of
more careful observation and evaluation. One main distinction in the

2012). For 2010 data, see NPLs OF COMMERCIAL BANKS AS OF END-2010, CHINA
BANKING REGULATORY COMM'N, http://www.cbrc.gov.cn/chinese/home/docView/
201004217094BE544F34FB48FF5D5DB53962FB00.html (only available in Chinese)
(last visited Apr. 10, 2012).

245 Harry Harding, Think Again: China, FOREIGN POL'Y, Mar.-Apr. 2007, at 26, 28.
246 Id. For the change of saving rate in China from 1983 to 2008, see also Guonan Ma

& Wang Yi, China's High Saving Rate: Myth and Reality 3 (Bank for Int'l Settlement,
Working Paper No. 312), available at http://www.bis.org/publ/work312.pdf (graphing
China's gross national savings).

247 Harding, supra note 245, at 28 (indicating that "with $1 trillion in foreign
exchange reserves ... China is hardy dependent on foreign capital."). By the end of
2011. China's foreimn exchanee reserves reached $3.181.1 billion. See NAT'L BUREAU
OF STATISTICS OF CHINA. STATISTICAL COMMUNIOUE ON THE 2011 NATIONAL
ECONOMIC AND SOCIAL DEVELOPMENT. fi 2. 5 (2011). available
at http://www.stats.gov.cn/english/newsandcomingevents/t20120222_402786587.htm.
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Chinese corporate world is the large portion of state-owned shares in
equity. This peculiarity, a product of a former socialist idea, still presents
strong barriers to the adoption of a standard design of corporate
governance. Moreover, the Chinese government's heavy use of its
regulatory power to influence various actors in the Chinese securities
market creates problems. These competing roles of the State produce
mixed results in many aspects.

Based on the discussions above, the following section will discuss the
implementation of the Chinese independent director and the general
response from the community. Combining the general background of
corporate governance and the implementation of an independent director
mechanism, we may be in a better position to understand and assess the
future prospects of this imported legal mechanism.

IV. THE IMPLEMENTATION OF THE INDEPENDENT DIRECTOR AND ITS

CRITICS

A. Implementations

1. 1999

A survey covering the newly listed companies from the June 1997 to
May 1999 contained several statistics providing a basic picture of public
companies in China.248 About seventy-nine percent of the companies
surveyed have between seven and eleven directors on their board of
directors in compliance with the mandatory five to nineteen stipulated in
the Company Law.249 In terms of ownership, more than seventy-four
percent of the companies participating in this survey have the directors
owning over fifty percent of the outstanding shares of their companies, and
in about forty-four percent of companies, directors own more than two-
thirds of the outstanding shares.25° In contrast to the strong alignment of
ownership and directorship in those companies, however, there is another
group of companies at the opposite end of the spectrum in which directors
own nominal or even no shares. Most companies in this second group are
owned by the government or under indirect governmental control and their
directors are either professional managers or people with strong

248 Li Dongming & Deng Shiqiang, Shang shi Gong si Dong shi hui Jie gou Zhi neng

de Shi zheng Yan jiu [An Empirical Study on the Structure and Power of Board of
Directors in Listed Companies], 10 ZHENG QUAN SHI CHANG DAO BAO (SEC. MKT.
REP.) 25-30 (1999), available at http://www.witsee.com/article/cwss/60588.html.

249 Id.; see Company Law of 2005, supra note 41, at art. 109, para. 1.
250 Dongming & Shiqiang, supra note 248.
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government ties, so-called "insiders. 251

In terms of board composition, about forty percent of the surveyed
companies have a majority of insiders or managers as directors. 25 2 Another
thirty-six percent of the companies have a majority of directors appointed
by substantial shareholders.253 This creates a polarized situation where
over three quarters of the companies' boards are either controlled by
insiders/managers or controlling shareholders.

In terms of ownership concentration, about fifty-four percent of surveyed
companies have substantial shareholders controlling over half of the total
shares, and another thirty percent of companies have substantial
shareholders controlling two-thirds of total shares. In contrast, only
fourteen percent of companies report that substantial shareholders control
less than thirty percent of the total shares.254

Among the surveyed companies, eighteen percent already have an
independent director or outside director.255 Half of the surveyed companies
have a majority of supervisors who are elected by employees.256 The law
only requires that one third of supervisors be elected by employees, so this
number is higher than what the law requires.257 Despite this apparent
achievement, the general perception is that, whether elected by
shareholders or employees, the supervisors are not functioning
effectively.

258

2. 2001

Another survey259 conducted in 2001 covering 1,135 listed companies in
China provides several interesting findings-especially about the
constitution of the board of directors.

251 Id.
252 Id.
253 Id.; see also HONG KONG EXCHS. & CLEARING LTD., RULES GOVERNING THE

LISTING OF SECURITIES ON THE STOCK EXCHANGE OF HONG KONG LIMITED 1-13 (2010)
(defining that a substantial shareholder "means a person who is entitled to exercise, or
control the exercise of, ten percent or more of the voting power at any general meeting
of the company").

254 HONG KONG EXCHS. & CLEARING LTD., MAIN BOARD LISTING RULES § 1.01:
RULES GOVERNING THE LISTING OF STOCK EXCHANGE OF HONG KONG LIMITED
(2010), available at http://www.hkex.com.hk/eng/rulesreg/listrules/mbrules/
documents/chapter 1 .pdf.

255 Id.
256 Id.257 Company law of 2005, supra note 4 1, at art. 118.
258 Id.
259 2002 NAN SHANG SHI GONG SI DONG SHI HUI ZHI LI LAN PI SHU [THE BLUE BOOK

OF 2002 LISTED COMPANIES DIRECTORATE GOVERNANCE] (Wang Zhong Jie ed., 2002)
[hereinafter THE BLUE BOOK OF 2002].
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In terms of state ownership, about sixty-six percent of listed companies
have more than thirty percent of their shares owned by the State or
government controlled entities; around forty percent of companies have
more than fifty percent of their shares owned by the State or government
controlled entities; and a little more than nine percent of surveyed
companies have more than seventy percent of their shares owned by state
or government controlled entities. 260

In addition, almost sixty percent of the directors are appointed by the
State or other government controlled entities. Or to put in a different way,
730 of the surveyed companies have half of their directors appointed by the
State or government controlled entities, which is about sixty-five percent of
the total surveyed companies. Furthermore, 226 companies (equaling
19.91% of the surveyed companies) have all their directors appointed by

2611the State or government controlled entities.
In terms of the number of directors, seventy-seven percent (878

companies) of the surveyed companies have between seven and eleven
directors. The average number of directors equals 9.42 for all surveyed

262companies.
The survey shows 348 companies (30.66%) have installed independent

directors. Independent directors take almost seven percent of total
directorship for all surveyed companies. The survey also shows that 248
companies have more than two independent directors, and in fifty-three
companies, independent directors make up more than one third of the
board.263

About eighty-nine of independent directors have backgrounds in
technology, finance, or management. It is common to see academics,
technological experts, or government officials (incumbent and retired)
acting as independent directors in China, as the survey shows.2 64

The survey found almost twenty-nine percent of directors who are not
independent are also managers in the same company. In addition, more
than forty-four percent of directors are appointed by shareholder
companies. In most of cases, they serve also as employees or managers in
those shareholder companies.265 These numbers reflect the intensive
network among companies and corporate groups in China, which were built
on inter-company equity investment and mutual monitoring.

260 Id. at 29.
261 Id. at 30.
262 Id. at 37-38.
263 Id. at 60.
264 Id. at 63-64.
265 Id. at 147.
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3. 2002

Another survey conducted in 2002 provides details of independent
directors in China. In 500 randomly-picked Chinese listed companies, there
are 1,044 independent directors in total and thirty-nine percent of these
directors are professors at universities or colleges.26 6 Additionally, twenty-
eight percent of them are from business circles; fourteen percent of them
are professionals, such as lawyers and accountants; thirteen percent are
retirees who are former Communist party or governmental officials; and six
percent of them are from other research institutions. 267

About eighty-six percent of independent directors in this survey work on
a part-time basis.268 Only fourteen percent of them are retirees, which is
substantially lower than was generally perceived.2 69  Most independent
directors work for only one company as an independent director.270 Only
six percent of them serve as independent directors in two or more
companies at the same time.271

4. 2010

The 2001 Guidelines made independent directors mandatory. Most
listed companies in China are expected to maintain one third of their
directors as independent after 2002.272 To observe whether this
implementation is actually occurring and the actual functioning of this
newly-transplanted design, it must be viewed in light of its relationship to
the whole board and supervisors. The following tables summarize the
number of independent directors, the ratio to the whole board, and the
number of supervisors in top financial companies listed on the Shanghai
and Shenzhen stock exchanges and top twenty-five companies in China.

266 Yue Qing Tang, Dui Wu Bai Jia Shang Shi Gong Si Du Li Dong Shi Nian Ling

Zhuan Ye Deng Gou Cheng De Shi Zheng Yan Jiu [Empirical Survey on The Age,
Professional and Other Characteristics of The Independent Directors in Five Hundred
Listed Companies], J1NG JI JIE [EcoN. AFFAIR], Feb. 2003, at 86, 89.

267 Id.
268 Id.
269 Id.
270 Id.
271 Id.
272 2001 Guideline, supra note 128, at art. 1, para. 3.
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Top 10 Financial Companies (Shanghai Stock Exchange)

Contributed Number of Ratio of Number
NarCapital Board of numne Term ID to on Number of
(Cthousand) Directoets (year) the Commit- Supervisors(thousand) Diretors Directors Board tee

Industrial and
Commercial 334,019,000 16 6 3 37.50% 6 6

Bank of China
Agricultural 270,000,000 14 3 3 28.60% 5 6

Bank of China
Bank of China 253,839,000 16 6 3 37.50% 5 8

China
Construction 233,689,000 15 5 3 33.33% 5 9

Bank
Bank ofCommunications 48,994,000 17 6 3 35.29% 5 13

Cmmunication
China Citic 39,033,000 15 5 3 33.33% 4 8

Bank
ChinaEverbriht Bank 33,434,790 15 5 3 33.33% 6 11

China Life 28,265,000 12 5 3 41.7% 5 5
China MinSheng 22,262,000 18 6 3 33.33% 6 8

Bank
ChinaMerchantsBank 19,119,000 17 6 3 35.29% 6 9

Table 4: Board Composition in Top 10 Financial Companies (Data from

Shanghai Stock Exchange, compiled by author)
2 7 3

Top 8 Financial Companies (Shenzhen Stock Exchange)

Contributed Number of Ratio of Number
Name Capital Board of Independent Term Independent No. on of Super-

(thousand) Directors (year) Directors to Committee visors
Directors the Board

ShenZhen 3,105,434 20 8 3 40.00% 2 7
Dev. Bantk

273 Information personally gathered by author from Shanghai Stock Exchange (Oct.
2010) (on file with author); see also Corporate Governance Overview, ICBC,
http://www.icbc-ltd.com/ICBCLtd/Corporate%20Govemance/Overview/ (last visited
Apr. 25, 2012); Investor Relations, AGRICULTURAL BANK OF CHINA,
http://www.abchina.com/en/investor-relations/ (last visited Apr. 25, 2012); Investor
Relations: Corporate Governance, BANK OF CHINA, http://www.boc.cn/en/investor/ir6/
(last visited Apr. 25, 2012); Corporate Governance Overview, CHINA CONSTRUCTION
BANK, http://www.ccb.com/en/newinvestor/govemance.html (last visited Apr. 25,
2012); Governance Structure, BANK OF COMMUNICATIONS,
http://www.bankcomm.com/BankCommSite/en/invest relation/companydevelop.jsp?t
ype=companydevelop&categoryPath=ROOT%3E D3%A2%CEC4%CDF8%D5
%BE%3EInvestor+Relations%3ECorporate+Govemance (last visited Apr. 25, 2012);
Corporate Governance Policy, BANK OF CHINA (HONG KONG), http://www.bochk.com/
web/common/multi section.xml?section=about&level_2=corporategovemance&fldr_
id=31584 (last visited Apr. 25, 2012); About CMRC, CHINA MINGSHENG BANKING
CORP., INC., http://www.cmbc.com.cn/en/about/dongshihui.shtml (last visited Apr. 25,
2012); Corporate Governance, CHINA MERCHANTS BANK,
http://english.cmbchina.com/cmbir/en/Productlnfo.aspx?type=info&id=CG (last visited
Apr. 25, 2012).
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Top 8 Financial Companies (Shenzhen Stock Exchange)

Contributed Number
Name Capital Bor fIndnden Term Independent No. on ofSpr(thd) Directors Depeent (year) Directors to Committee of Super-thousand Direcrs the Board visor

Bank of 2,500,000 7 1 3 14.29% 5 8
Ningbo II

ChangJiang 2,171,234 12 4 3 33.33% 4 6
Securities

GF
Securities 2,057,045 7 3 3 42.86% 4 3

GuoYuan
Securities 1,964,100 15 5 3 33.33% 4 5

HongYuan 1,461,204 10 4 3 40.00% 4 7
Securities

North East 639,312 13 3 38.46% 4 9
Securities 6932 15 3 384% 4
ShaanXi
Intema- 358,413 11 3 3 27.27% 4 3

tional Trust I
Table 5: Board Composition in Top 10 Financial Companies (Data from

Shenzhen Stock Exchange, compiled by author)2
74

Top 25 Public Companies
(All sectors, Shanghai and Shenzhen Stock Exchange combined)
Contributed Ratio of NumberName Capital (ten Board of Number of Nme

Nme Ct an Dors oIndependent Term Independent No. onsand Directors (year) Directors to Committee o rshares) the Board visors
Industrial and
Commercial 33,401,885 16 6 3 37.50% 6 6

Bank of China
Agricultural

Bank of China 32,479,412 12 3 3 28.60% 5 6
Bank of China 25,383,916 16 6 3 37.50% 5 8China Constr.

Bank 23,368,908 15 5 3 33.33% 5 9

China National
Petroleum 18,302,098 14 5 3 35.71% 4 9

Corporation
China

Petrochemical 8,670,253 15 3 33.33%9
Corporation

Bank of
Communications 5,625,964 17 6 3 35.29% 5 13

ChinaEverbriht Bank 4,943,479 15 5 3 33.33% 6 11
China CiticBank 3,903,334 15 5 3 33.33% 4 8

274 Information personally gathered by author from Shenzen Stock Exchange (Oct.
2010) (on file with author); see also Corporate Governance, SHENZEN DEV. BANK
(2012), http://www.sdb.com.cn/website/page/files/wcms/SDB/primary/en/
PersonalFinancing; Corporate Governance, BANK INT'L NINGBO (2012),
http://www.binbank.com/e-profile6.htm.
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Top 25 Public Companies

(All sectors, Shanghai and Shenzhen Stock Exchange combined)

Contributed Number of Ratio of Number
Capital (ten Board of Term Independent No. on

Name thousand Directors Independent (year) Directors to Committee of Super-

shares) Directors the Board visors

China State
Construction 3,000,000 7 4 3 57.14% 3
Engineering
Corporation
China Life 2,826,471 12 5 Unclear 41.7% 5 5

China MinSheng 2,671,473 18 6 3 33.33% 6 8
Bank
China 2,157,661 17 6 3 35.29% 6 9

Merchants Bank

China Railway 2,129,990 9 5 3 55.56% 5 6
China United

Network 2,119,660 10 4 3 40.00% 3 3
Communications

Group
Shanghai

International 2,099,080 9 3 3 33.33% 4 5
Port Group

China Shenhua 1,988,962 9 3 3 33.33% 5 3

China
Metallurgical 1,911,000 10 5 3 50.00% 4 3
Corporation

Baoshan Iron & 1,751,205 10 6 3 60.00% 3 5
Steel Co.

China Yangtze 1,650,000 11 5 3 45.45% 3 6
Power Co.

Zijin Mining 1,454,131 11 5 3 36.36% 3 5
Group Co.
Aluminum

Corporation of 1,352,449 10 4 3 40.00% 4 3
China Limited
China National

Coal Group 1,325,866 7 5 3 71.43% 5 3
Corp.

Daqin Railway 1,297,676 11 4 3 36.36% 4 7
Co. IIIIII _ II

Table 6: Board Composition in Top 25 Companies of China, Data from

Shanghai Stock Exchange, and Shenzhen Stock Exchange, compiled by author275

Based on the survey above, several observations can be tentatively
drawn. First, it seems that the independent director mechanism has taken
root in China. As major listed companies successfully meet the
compulsory one-third threshold, the persistent presence of independent
directors on boards of listed companies creates a possible--even

275 Information personally gathered by author from Shanghai Stock Exchange and

Shenzen Stock Exchange (Oct. 2010) (on file with author).
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favorable--environment for them to perform intended functions. Second,
the committee within the board of directors has been utilized extensively in
many large Chinese listed companies. The non-required nature of the
committee structure and its acceptance provides an interesting topic for
future study. Third, a similar degree of acceptance towards the
independent director mechanism has been shown across different sections
of industry. However, whether different types of companies or businesses
adopt this new mechanism differently is another topic requiring more in-
depth research, and it may be too early to jump to any conclusion at this
point.

As a legal transplant with a clear aim, the survival of this mechanism in
China after a decade of experimentation is a fact rather than mere myth.
But similarly understandable, to have an independent director on board, in
many cases, is not good corporate governance. The role of Chinese
independent directors and the actual difference they make are still subjects
of further observation and discussion. One thing is certain: the future of
independent directors in China will be a function of political, economic,
and social environments as well as public opinion.

B. Critiques and Phenomena

1. Question about Effectiveness

Although transplanted in the name of enhancing corporate governance,
there is much uncertainty, even suspicion, about independent directors in
China. The common critique of independent directors is that they do not
really function as a monitoring mechanism in Chinese corporations.

However, academics show a positive attitude toward the introduction of
an independent director mechanism and believe it will help alleviate the
problem of concentrated ownership structure (i.e., the mistreatment of
minority shareholders from a controlling shareholder) and the prevailing
"insider-dominance ' 276  by providing a better check-and-balance
mechanism within the board, and facilitating a board of directors'
monitoring function.277 Also, independent directors are considered to be
helpful in improving the quality of the board of directors and broadening its
perspectives.

276 XIN ZHONG HUA REN MiN GONG HE Guo GONG Si FA XItU DING YAN JiU BAO GAO
SHANG CE [REPORT ON THE REVISION OF NEW COMPANY LAW] Vol. 1, 132 (Cao Kang
tai, et al. eds., 2005); Zhu Ci Yun, Xin de Li nian yu Xin de Shijiao: Ping Da lu Zhong
Hua Ren Min Gong He Guo Gong Si Fa de Xiu gai [New Ideas and New Perspectives:
Comments on the Revision on Chinese Company Law], YuE DAN MIN SHANG FA ZA
ZH1 [CORSS-STRAIT L. REV.], Oct. 2005, at 40, 53.

277 Zhu, supra note 276, at 53.
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On the contrary, reservations about independent directors are easily
found in Chinese academic circles.278 One common critique is the issue of
false independence and its effectiveness. The concentration of ownership
in China often results in a strong tie between ownership and management.
The existence of a sole owner, either the State or a private one, makes
desired independence difficult to attain. Because independent directors are
most likely friends of incumbent management, many critics consider
independent directors to be either not independent enough in reality or
unable to make any difference, let alone effective monitoring. 279

2. Question about Power Division with Supervisor

The unclear division of power between independent directors and the
supervisory board is a legal issue which has been heavily debated and
criticized. In the Chinese context, this issue is slightly different from other
two-board systems in other countries such as Japan. 280 Contrary to Japan's
case, supervisors in China do not have deep historical roots with powerful
cross-industry institutions. The short history of corporate law in China
makes this institution less resistant to other competing institutions that
might share authority or reset the power structure. Also, supervisors in
China face similar challenges to their ability to perform their function
adequately.

281

In discussing this issue, some Chinese academics consider these two
institutions to be serving different purposes and can successfully co-exist

278 Gu Gong yun and Luo Pei xin characterize independent directors in China in the
following manner: "In reality, most of the independent directors in China become
independent directors as the result of the leading managers' invitation. They accept
simply due to the personal relationship with these managers. In fact, their responsibility
and power are both obscure and the only purpose is to enhance the public image of that
company or for advertisement, or even to meet the requirement for foreign stock
exchanges. In short, these invitations or relationships surely compromise their
independence." Gu Gong Yun & Luo Pei Xin, Lun Wo guo Jian li Du li Dong shi Zhi
du de Ji ge Fa lu Wen ti [On Several Legal Issues of the Establishment of Independent
Director in China], Zhong Guo Fa Xue [CHINA LEGAL SCIENCE], June 2001, at 67.

279 See, e.g., Yi Xian Rong, Du li Dong shi Xu yao Du li [Independent Director need
to be Independent], 99 XN WEN ZHOU KAN [CHNA NEWSWEEK], 45, (2002); Su Xiang
Hui, Du li Dong shi Zhi du Ying gail; Huan xing [Independent Directors Mechanism
Should be Postponed], ZHONG GUO SI FA (JUDICATURE OF CHINA) 36, (2003).

280 See Lin, supra note 2, at 105-06 (describing how Japanese corporate auditors and
supervisors resist the implementation of independent directors and use strong cross-
industry lobbying associations to defend the position of corporate auditors and
supervisors in corporate law).

281 See Gan Pei Zhong, Lun Wan shan Wo guo Shang shi Gong si Zhi li Jie gou
zhong de Jian shi Zhi du [Comment on Improving Supervisors Mechanism in the
Governance Structure in Chinese Listed Companies), ZHONG GUO FA XUE (CHINA
LEGAL SCIENCE), May 2001, at 79.
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while functioning in a supplementary fashion.282 In opposition to this
opinion, some attack independent directors for being redundant and believe
corporate law should go back to the supervisory board and enhance its
monitoring authority.283 Other than these two opinions, there are also
opinions positing that the independent director mechanism needs more time
to fit itself into the Chinese corporate environment, and probably some
revisions are needed for it to perform its function.284 In any event, the
uncertainty created by the power overlap between the supervisor and
independent directors in China may develop new gridlock or create an
obstacle for furthering the implementation of independent directors in
China. Final settlement of this disagreement may require a detailed
analysis and comparison of how both institutions function.285

3. Insufficient Support

Another usual critique is that the independent director in China is
insufficiently equipped. The law requires companies to provide necessary
assistance to help independent directors perform their jobs. 286 But in reality,
in most cases, independent directors do not have enough resources to
conduct effective monitoring in their companies.287

4. Scarcity of Eligible Personnel

One frequent problem with the current implementation of the
independent director mechanism in China is the scarcity of eligible
personnel. As mentioned above, academics in relevant disciplines are often

282 Id. at 84. In this view, it is generally proposed that supervisors should be in charge
of financial auditing, representing employees' interests, and have the right to file
derivative suits against directors. Independent directors should focus on strategic
decisions and enhancing the quality of the board's decisions, especially participating
actively in situations such as self-dealing and protecting the interest of minority
shareholders. See also LI JIAN wEI, GONG SI ZHI DU, GONG SI ZHI LI YU GONG SI GUAN
LI [CORPORATE SYSTEM, CORPORATE GOVERNANCE AND CORPORATE MANAGEMENT],
162-65, (2005).

283 See, e.g., Su Xiang Hui, supra note 279.
284 See, e.g., Gu & Luo, supra note 278, at 75.
285 The opinion of this article, similar to the opinion held in another article by the

author discussing Japanese independent directors, is that the independent director is a
better choice in terms of monitoring power allocation. Since independent directors on a
single board structure possess more organizational design simplicity, this simplicity
will lead to a clearer sense of command/follow relationship. Lin, supra note 2, at 109-
12. This position is strengthened by the fact that there is no workable guidance on how
to perform the function of a supervisor under the current Company Law in China.

286 See Yu Hua Jun, et al., Zhong guo Shang shi Gong si Du li Dong shi Gong neng
Que shi Yan jiu [The Study of the Insufficient Function of Independent Directors in
Chinese Listed Companies], Shi chang Zhou kan Cai jing Lun tan [Market Weekly:
Economic Forum], Sept. 2003, at 27-28.287 id.
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invited to serve as independent directors in China. Professionals such as
accountants, financial advisors, lawyers, or former government officers are
also usual candidates. 289 However, many observers have expressed their
reservation on the effectiveness of academics serving as independent
directors in modem companies. The lack of experienced executives from
other companies or industries is also a legitimate concern in China.290 Even
when qualified personnel are found, concerns about double roles and
conflict-of-interest arise.

5. Resignations as Protests

All the difficulties mentioned above explain the high rate of resignation
among independent directors in China. Resignations of independent
directors are frequently observed and-especially in smaller companies-
act as the means for independent directors to protest. It is also an important
sign that serious corporate corruption was spotted. Several anecdotal
incidents suggest that many outside directors in China chose to resign when
they spotted illegal activity or other highly suspicious behavior by the
board.29' One possible reason for this phenomenon is that most
independent directors in China are minorities in their board, which is still
comprised of insiders at most time. Independent directors often encounter
a situation where the rest of the board (most are managers/inside directors)
have made decisions without consulting them before board meetings.
Sometimes those inside directors even colluded in inappropriate decisions
without ever bringing those decisions to the board's attention during a
meeting or otherwise. As a result, out of fear of being charged with
personal liability, many independent directors choose to resign when they
sense that there might be something wrong. This phenomenon reflects the
vulnerability of the independent director as a minority on boards and the
prevalent lack of respect they receive in the practice of Chinese corporate

292governance.

288 Supra note 264 and accompanying text.
289 See Donald C. Clarke, The Independent Director in Chinese Corporate

Governance, 31 DEL. J. CORP. L. 125, 208, 220 fig.2b, 221 fig.2c (2006) (providing
two surveys on the educational level of independent directors in China); Sibao Shen &
Jing Jia, Will the Independent Director Institution Work in China? 27 LoY. L.A. INT'L
& COMP. L. REV. 223, 242 (2005); Chao Xi, In Search of an Effective Monitoring
Board Model: Board Reforms and the Political Economy of Corporate Law in China,
22 CONN. J. INT'L L. 1, 20 (2006).

290 This dearth can be attributed to the relatively short modem business development
history as many successful businessmen focus only on their own companies. The fast-
changing business environment in China and "manager as owner" structure also
contribute to the scarcity of eligible personnel.

291 THE BLUE BOOK OF 2002, supra note 259.
292 In his article Du li Dong shi Xu yao Du li (Independent Director need to be
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6. Variables for Further Observations

a. The Increasing Importance of Institutional Investors

The increasing number of institutional investors, in theory, can play a
role in reshaping the corporate governance landscape in China.2 93  In
theory, the emergence of institutional investors should support the
implementation of the independent director mechanism. As part of the
current trend, however, institutional investors in China have mainly taken
extreme approaches that allow them either to control a company directly or
become a passive minority. Especially in recent times, the former approach
is particularly popular among foreign institutional investors in China. This
partly reflects the fact that foreign investors prefer to institute their own
managers to co-manage companies with domestic shareholders. If this
tendency continues, it is difficult to determine whether the situation would
be improved by more foreign institutional investors. Based on current
observations, the appointment of independent directors by institutional
investors is still rare.

b. The Trend of Foreign Listing

Foreign listing is an important feature providing impetus for some
Chinese companies to embrace the idea of independent directors more
willingly. Due to various reasons, there has been a trend since the late
1990s of Chinese companies issuing their stocks and listing them on
foreign stock exchanges.294 Some companies went to the Hong Kong Stock

Independent), a researcher in the Chinese Academy of Social Science Yi Xian rong
cited more than ten independent director resignations occurring between 2001 and 2002
and attributed these resignations to an inability to detect corporate misconduct and fear
of bearing liability for these misconducts in the future. Yi, supra note 279, at 45.

293 There has been a substantial increase in institutional investors in the Chinese
securities market in the last decade. The China Securities Regulatory Commission
noted that there were only five securities investment funds in 1998, and the number
grew to 218 by the end of 2005, and 557 by the end of 2009. Also, by the end of 2009,
the total net asset value under management by investment funds was RMB 2.68 trillion.
That equals to 17.69% of the market capitalization of the Shanghai and Shenzhen Stock
Exchanges combined. China's Securities and Futures Markets 2005, CHINA SECS.
REGULATORY COMM'N, 27 (2006), available at http://www.csrc.gov.cn/pub/csrc en/
Informations/publication/200812/P020090225568825932596.pdf; Annual Report 2009,
CHINA BANKrNG REGULATORY COMM'N, 22 (2010), available at
http://www.csrc.gov.cn/pub/csrc-en/about/annual/201011/P020101105493830315968.
pdf.

294 Conceivably, the most important reason was the limited funds available
domestically-especially during the early part of the decade when the Chinese stock
market started to develop. However, a recently emerging-and possibly more
important reason-is that being able to meet stricter listing rules also increases
domestic investors' confidence, which in turn increases a company's value when it
later sells its stock to domestic investors. For a discussion of this phenomenon, see, for
example, John C. Coffee, Racing Towards the Top?: The Impact of Cross-Listings and
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Exchange and others to the New York Stock Exchange (NYSE) or
NASDAQ.295 When they list on U.S. stock exchanges like the NYSE,
companies must meet the requirements of independent directors. This
trend of foreign listing helped the implementation of independent directors
in China even before the mandatory rule in 2001. Lately, more and more
companies have chosen to go public on both the domestic and foreign
exchanges. It is still unclear how these newly-instituted independent
directors work or are making changes due to operations within boards
generally not being disclosed to the public. However, greater acceptance
seems to provide some chance for Chinese companies to accept the idea of
independent directors more openly, and enhance the level of internal
monitoring while simultaneously cultivating a sense of respect for
shareholders, which is conceived as the foundational principle of modern

296corporate governance.

c. Corporate Misconduct

As history shows, corporate misconduct is always an important driving
force for creating a higher standard of internal governance and triggers
supplementary monitoring mechanisms like the independent director
mechanism. 297 Corporate misconduct observed in China today has been

Stock Market Competition on International Corporate Governance, 102 COLUM. L.
REV. 1757 (2002). Cf infra note 303.

295 As of the end of 2008, there were over eight hundred Chinese companies

incorporated overseas and listed outside mainland China. Of these, 465 were listed on
the Hong Kong Stock Exchange, 44 on the New York Exchange, 76 on NASDAQ, 64
on the London Stock Exchange, and 150 on the Singapore Stock Exchange. Annual
Report 2009, CHINA BANKING REGULATORY COMM'N, supra note 293, at 17 n.1.

296 However, the contrary argument-that a foreign listing does not in fact enhance
internal control or compliance of Chinese companies-can be made since a series of
allegedly suspicious behaviors were spotted in U.S.-listed Chinese companies in 2010
and 2011. See, e.g., Bill Alpert, SEC Reports on China Reverse-Mergers, BARRON'S
(May 5, 2011), http://online.barrons.com/article/SB50001424052970203390704
576305100837510830.html; David Barboza & Azam Ahmed, A Thorn for Chinese
Companies, N.Y. TIMES, June 10, 2011, at B1, B5; Owen Fletcher, Bubble Worries Hit
Tech Firms Based in China, WALL ST. J. (June 15, 2011, 3:14 PM),
http://online.wsj.com/article/SB 10001424052702304665904576383332
824651962.html; Joshua Gallu, 'Reverse-Merger' Stocks May Be Prone to Fraud,
Abuse, SEC Says in Warning, BLOOMBERG (June 9, 2011, 2:26 PM),
http://www.bloomberg.com/news/2011-06-09/-reverse-merger-stocks-may-be-prone-
to-fraud-abuse-sec-says-in-warning.html; Michael Rapoport, SEC Investigation
Auditors Facing 'Reverse' Inquiry, WALL ST. J., June 3, 2011, at Cl, C.2. This
reported that Chinese companies gain listings on U.S. exchanges through reverse
mergers. Some of them hire small audit firms which are unable to verify the company's
financial statements, and therefore may be prone to fraud and other abuses. After a
series of scandals involving U.S.-listed Chinese firms, trading was halted for more than
a dozen U.S.-listed stocks, and the Securities and Exchange Commission investigated
the accounting and disclosure issues for some of the companies.

297 Similar situations can be observed in the Great Depression in 1929 and the
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often solved and disciplined through the government directly issuing an
order and relieving a high-ranking manager of his posts in the company and
then delivering him to criminal court.298 In this way, managers are mainly
disciplined by government intervention and criminal prosecution rather
than internal governance mechanisms such as replacement by election or a
derivative suit.299 This is a rather different approach to solving corporate
misconduct. Conceivably, this method represents an inclination to prefer
public enforcement mechanisms and inadequate private enforcement.
However, the government-as the largest shareholder-can, at least in
theory, pursue similar results via private litigation if the relevant
mechanisms were installed.0 °

d Employees as Stakeholders

As a developing mechanism in China, independent directors have the
potential to develop themselves as guardians of the stakeholders, especially
employees. A relevant issue is the placement of employee union
representatives as independent directors on the board.30 1 From the demand

enactment of the Securities Act of 1933 and the Securities Exchange Act of 1934, the
collapse of Enron in 2001 and the enactment of the Sarbanes-Oxley Act, and the
financial crisis in 2008 and the enactment of the Dodd-Frank Act. For criticism, see, for
example, Roberta Romano, The Sarbanes-Oxley Act and the Making of Quack
Corporate Governance, 114 YALE L.J. 1521(2005) (arguing that the corporate
governance provisions in SOX are ill conceived and challenging why Congress would
enact legislation that in all likelihood will not fulfill its objectives); Stephen M.
Bainbridge, Dodd-Frank: Quack Federal Corporate Governance Round II, 95 MINN.
L. REv. 1779 (2011) (arguing legislation after crisis tends to be adopted in a hurry
and often over-penalizing risk-taking).

298 See, e.g., Alexa Olesen, China Ex-Food and Drug Chief Executed, WASHINGTON
POST (Jul. 10, 2007) (demonstrating an extreme example of high-ranking managers
being subject to criminal laws and suffering the consequences).

299 There are not many documented corporate law cases that have gone to trial in
China. Based on an academic survey, from the period 1992 to 1998, there were only
nine cases that could be considered corporate cases involving disputes between
company/directors and shareholders. Based on a different judicial decision bulletin and
its digest, the number of corporate law cases in the period 1992 to 1999 was thirteen.
The reason for the low numbers is that the most common type of misconduct is false
representation and these cases are generally handled through administrative
proceedings or criminal proceedings, and rarely as civil cases. Those considered civil
corporate law cases generally involve a transfer of shares among shareholders or
between the shareholder and the company. See REPORT ON THE REVISION OF NEW
COMPANY LAW, supra note 276, at 187, 208.

300 For a discussion of the interactive dynamics between private enforcement and
public enforcement in the corporate law arena in the United States, see, e.g., Marcel
Kahan & Edward Rock, Symbiotic Federalism and the Structure of Corporate Law, 58
VAND. L. REV. 1573, 1619-22 (2005).

301 The current rule imposes a mandatory representation of employees on the board
of supervisors, instead of on the board of directors. Company law of 2005 Article 118,
Section 2 says: "The board of supervisors shall include representatives of shareholders
and an appropriate percentage of representatives of the company's employees. The
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side, employees are particularly vulnerable in today's Chinese society as
new capitalists gain more strength in the economic booms. Independent
directors in China may play a more active role in protecting labor if they
take this growing gap between managers and general employees into
consideration. In this sense, the future development of Chinese
independent directors can be linked to more participation in corporate
decisions by employees and, at the same time, can ease the anger that
results from job-endangering profit-seeking. However, this trend is still
developing and is a mere possibility at this time. If, looking from a longer
time-horizon, using the institution of independent directors to mitigate the
tension between managers and employees is a feasible and desirable
strategy, then attention must be given to the voice of employees since their
concerns might well affect the attitude of central government, and in turn,
the corporate governance structure and its structural design through the
political process.3 °2

percentage of the representatives of employees shall account for no less than [one-
third] of all the supervisors, but the concrete percentage shall be specified in the bylaw.
The representatives of employees who serve as members of the board of supervisors
shall be democratically elected through the assembly of representatives of the
company's employees, the shareholders' assembly, or other means." As noted earlier,
however, the role of supervisors is obscure in the language and fails to provide enough
accountability in practice. What further compounds this issue is the insufficient
disclosure of the inside operation of the board of supervisors in China. Therefore,
whether the mandatory representation of employees on the board of supervisors brings
real change is still doubtful. See Li-Wen Lin, Corporate Social Responsibility in
China: Window Dressing or Structural Change, 28 BERKELEY J. INT'L L. 64, 71-72
(2010) (arguing that the legislative history stressed the "improvement of employee
participation" and the "importance of labor protection").

302 Employees tend to prefer more highly controlled and monitored governance
models and ally with other employees (sometimes even through the political decision
process). Also, due to the lower ability to diversify their individual input in a specific
company, they are usually against excessive risk-taking activities, similar to creditors.
These features create a possibility of allying with banks and altogether seeking a higher
participation of decision-making within companies, which in turn leads to a possible
request over the right to nominate and veto independent directors to protect their
interest. See EMPLOYEES AND CORPORATE GOVERNANCE (Margaret M. Blair & Mark J.
Roe eds., 1999) (especially part I); MARGARET M. BLAIR, WEALTH CREATION AND
WEALTH SHARING: A COLLOQUIUM ON CORPORATE GOVERNANCE AND INVESTMENTS IN

HUMAN CAPITAL (1996).
However, it is still not clear how-or whether-such a request will be carried out in

a Chinese context. Employee participation is generally even farther away than from the
paradigm of "shareholder primacy" than creditor participation. Its populist flavor may
not easily accommodate the idea of profit maximization and the quest for economic
development. These concerns inevitably cast doubts about using the independent
director mechanism to solve employee issues. However, as social welfare becomes a
growing problem in China, how to incorporate the needs of employees will become a
pressing issue which cannot be avoided, and it may well affect the political decision-
making process as well as corporate governance, though when and to what extent these
are still issues is open for further discussion.
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e. The Potential Hostile Takeover Wave and the Rise of Private
Sector

A takeover, hostile or not, theoretically can be an important event that
may trigger a more significant role for independent directors. This could
be an over-simplified estimation. First, as mentioned earlier, the derivative
suit in China was not available until the 2006 amendment of the Company
Law. Due to the vacant language of the article, it is difficult to bring a suit
because many of the details about the relevant procedure, such as
disclosure, have not yet been provided. In fact, at present there are no
leading reported cases about shareholder suits in China. Under these
circumstances, it is not quite clear how courts will handle a case involving
a breach of directorial fiduciary duty. If a case is brought, whether
involving the independent director in the decision-making process or not, it
would cure deals tainted with self-dealing and hence encourage more
involvement of the independent director. Second, although tender offers
are permitted in Chinese securities law, hostile takeovers, including
mergers without previous consent (implicit or explicit) by the government,
are rarely seen.3 °3 Therefore, the way that the independent director
functions in the United States probably would not be directly applicable to
China at least in the near future.

V. Two POSSIBLE MODELS IN THE FUTURE

One must consider the broader historical context when observing the
development of the independent director mechanism in China--especially
its future development. As a corporate law design, an independent director
must respond to both what is written in the law and the needs of actors in a
changing environment. As the Economic Reform Era in the past thirty
years has shown, the State plays a pivotal role in shaping and connecting
the pieces in this puzzle in China. Analysis of the role and function of the
independent director in China should start with the role the State plays now
and may play in the future.

A. Re-identifying the Aims

Identifying the issues affecting corporate design targets in China is

303 See, e.g., Game On: China's Internet, ECONOMIST, Mar. 5, 2005, at 71-72. This
reported a hostile bid of Sina.com, the biggest of China's three big web portals, initiated
by Shanda, China's top internet company, in 2005 and describing this case as
"unusually aggressive in a country where hostile takeovers among domestic firms are
unheard of." This move also triggered a swift response: Sina soon scored another first
for China by putting in place a poison pill, which allows it to issue enough stock to
dilute an unwelcome shareholder's stake. For similar observations, see John Armour et
al., The Evolution of Hostile Takeover Regimes in Developed and Emerging Markets:
An Analytical Framework, 52 HARV. INT'L L.J. 219, 274-75 (2011).
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difficult for various reasons. One reason is the imprecise language used in
both legislative deliberation and the wording in the statutes. Lack of case
law and court decisions further compounds this problem. Though
sometimes there are administrative branch orders that try to clarify the
meaning of vague statutory language, these explanatory rulings are often
subject to changing policy and a lack of coherence.

The rapid change in the Chinese business environment since the 1980s is
another reason why identifying and analyzing the issues that a corporate
design targets is difficult. The situation became even more complicated
after the late 1990s and 2000s as more factors came into play at an even
faster speed. For example, government looting has been a serious problem
since the late 1980s, often in the name of "market adjustment" or
"promoting common welfare." But the situation is changing as the
government gradually becomes used to the idea of a free market and has
shown increasing respect for private property. The increase in private
owners also contributes to this change. Further, identification of issues is
complicated by the substantial division of business law and practice in
China and the uncertain interaction between law and practice, which
includes a general tendency to look to government and policy first, but not
laws.

Analytically, the controlling shareholder/minority-shareholder agency
problem and manager/shareholder agency problem are concurrently the two
most prominent issues in Chinese corporate governance. The introduction
of independent directors in China presumably fits in this general agenda to
promote better governance by curbing both agency problems. However,
these two agency problems are somewhat different in their predicted future
tendencies.

The controlling shareholder/non-controlling shareholder agency
problem, as mentioned earlier, has been a serious problem and continues to
be so. However, progress has been made, and, as state holding decreases,
the problem is anticipated to gradually reduce. In the process of privatizing
formerly state-owned companies, the Chinese government intentionally
sold formerly state-owned shares to "strategic investors" who are often
large foreign companies or capital investors. By doing this, though slowly,
more companies were showed modern production and management
methods brought by foreign investors and developed a sense of autonomy
within corporations. But for many companies, major shareholders are still
persistent, which include governments, rich domestic business men, or
large foreign institutional investors. Those major shareholders started to
face problems such as who has the right to make the final decision and how

2012



AMERICAN UNIVERSITY BUSINESS LA WREVIEW

to monitor each other.304 In those companies, the governance issues are
often solved by the capital structure and negotiation and contractual
arrangement. Sometimes smaller major shareholders may agree to concede
control but have the power to appoint independent directors in substitution.
In an arrangement like this, managers or controlling shareholders in these
companies can less easily strip their companies due to intensive monitoring
from independent directors on the board. In short, the controlling
shareholder agency problem is gradually alleviated due to the intervention
of other large shareholders and the unloading of state shares.30 5

By contrast, the manager/shareholder agency problem has the potential
to worsen. For example, the problem of managerial stripping is a variation
of the traditional agency problem between managers and shareholders.
However, in the Chinese context, it is combined with several distinct facts

304 One famous case involving French food giant Danone SA and its Chinese partner
exemplifies the clash between major shareholders and the difficulties in solving this
sort of issue using legal means. Groupe Danone formed a joint venture with the
Chinese beverage company Wahaha Group by purchasing Wahaha's 51% shares from
its founder Zong Qinghou in 1996. Since then, relying solely on the management of
Zong Qinghou, Wahaha successfully expanded its market and became one the largest
beverage producers and the largest bottled water provider in the Chinese market. As the
market boomed, Wahaha's founder Zong, a national hero who won his reputation by
establishing a country-wide brand, allegedly started parallel companies selling similar
products with the same name "Wahaha" in which Zong and his family and other
partners invested heavily from around 2003. After noticing this irregularity and a long
negotiation process starting in 2005, Zong and his partners agreed to sell back their
shares in those parallel companies to Danone for $500 million in late 2006. But after
signing the agreement, Danone said Zong. pulled out of the deal and began creating
even more outside companies, including his own separate sales division. Zong argued
that Danone officials knew about the outside companies, and in June 2007 he resigned
as the chairman of Wahaha, accusing Danone of bad management, ignorance of the
Chinese market and culture, as well as a smear campaign against him and his family.
Several suits were filed in China and the United States over the right to use the brand
name "Wahaha." Zong successfully used this dispute to draw national attention and
support, and won some of the court fights conducted in China.

In 2009, after losses in several legal proceedings that had dragged on for years,
Danone decided to sell back all its shares in the joint venture to Zong for about $555
million to end this drama. See James T. Areddy, Danone Pulls Out of Disputed China
Venture, WALL ST. J., Oct. 1, 2009, at BI; James T. Areddy & Deborah Ball, Danone's
China Strategy Is Set Back: Dispute with Venture Partner Highlights the Risks of Not
Going It Alone, WALL ST. J., June 15, 2007, at AI0; David Barboza & James Kanter, A
Brawl Threatens a Huge Investment by Danone in China, N.Y. TIMES (June 12, 2007),
http://www.nytimes.com/2007/06/12/business/worldbusiness/12iht-
anone.3.6110611 .html?pagewanted=all; David Barboza, Danone Exits China Venture
After Years of Legal Dispute, N.Y. TIMES, Oct. 1, 2009, at B8. This case highlights the
lack of an efficient and clear rule to solve disputes among major shareholders in large
companies in China, especially when political or patriotic sentiments are present.

305 However, the problem starts to shift to bribery of government officers as
professional managers gain more economic power and are in need of less intervention
from the state. This is true when the state acts either as a regulator or a major
shareholder.
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which make it touchier. First, for those companies that do not have other
major shareholders other than the State, managers generally have good
relationships with government officials or even act as government
representatives. As a result, the State is not a reliable source of monitoring
in this situation, especially from the standpoint of small shareholders.
Second, those managers have often also slowly accumulated a portion of
shares of their company during the course of privatization and that in turn
gives them better leverage to pursue their own agenda without regard to
other non-managing shareholders or even the State. Therefore, what they
actually represent here is more like a combination of the controlling/non-
controlling shareholder and manager/shareholder agency problems, or both
at the same time.

In this sense, the two forms of the agency problems are substantially
interwoven due to the uncertain roles of state and other large shareholders.
A mixed, flowing combination of governance issues implies that the
independent director, which aims to fix corporate governance issues
internally, needs to play an adaptive role. Therefore, the future role of
independent director in China must be refocused as well as redesigned to
address this mix of two forms of agency problems. In the following
section, two models will be presented for a better use of the independent
director mechanism to fit the changing environment in the future.

B. The Current Balance

Throughout the process of its economic development, powerful
government intervention and a fiercely competitive market are the two
dominant forces in the Chinese corporate landscape. The fact that both
appear to be external factors curbing potential managerial misconduct
suggests that the internal checks-and-balances mechanism within a
company is not soundly established or even needed.

However, as the economy develops, the model starts to evolve. At a
practical level, the government's roles as equity owner, loan supplier
(through the control of banking system and even the exchange rate), and
administrative regulator are all still decisive to the survival and
development of Chinese enterprises, especially large ones. The State
continues to serve as a strong regulator that firmly controls Chinese
society, and the various non-economic ways that the State can exert
pressure on enterprises are powerful enough to substitute various forms of
the internal governance adopted in developed economies-if the State
decides to do so. In this sense, the dependent relationship (managers on
government officers, or corruption as the other side of the same token) 30 6

306 A recent newspaper article cites a report of the People's Bank of China indicating
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constitutes a strong threat to corporate governance mechanisms in the
Chinese corporate landscape, though in some exceptional cases the
unbelievable efficiency that the government demonstrates may help solve
problems, such as by removing managers who commit misconduct
overnight and completing the whole trial process in three months.3 °7

State

Managers

------------ --- -------- ------------- -- - - -- - - -

- I I

Small Creditors Employees Consumers/
Investors Environment

---------- i L------------ -------------- L---------

Figure 1: Power Structure in State-Dependent Companies in China 308

The State is strong in terms of equity control and political control.
Constituencies are comparatively vulnerable and unstable and their strategy

official corruption with estimates that up to 18,000 corrupt officials and employees of
state-owned enterprises have fled abroad or gone into hiding since the mid-1990s. They
are suspected of pilfering coffers to the tune of RMB 800 billion, or $123 billion.
James T. Areddy, Report: Corrupt Chinese Officials Take $123 Billion Overseas,
China Realtime Report, WALL ST. J. (June 16, 2011, 7:00 PM),
http://blogs.wsj.com/chinarealtime/2011/06/16/report-corrupt-chinese-officials-take-
123-billion-overseas/. Another newspaper article, citing a private research firm based in
Beijing, reports that some 500,000 corruption cases were investigated in China from
2000 to 2009, and about 64 percent of them were linked to international trade and
foreign businesses. Chen Weihua, Multinationals Under Scrutiny for Corruption,
CHINA DAILY (Sept. 8, 2010, 7:26 AM), http://www.chinadaily.com.cn/usa/2010-
09/08/content1 1273809.htm. For a more detailed discussion about recent cases of
U.S. foreign corruption investigations involving China, see F. Joseph Warin et al.,
FCPA Compliance in China and the Gifts and Hospitality Challenge, 5 VA. LAW &
Bus. REv. 33, 48-57 (2010).

307 This is particularly true for many large companies in highly-regulated areas such
as banking, financial service, communication, transportation, and heavy industries.
Even for large manufacturers, a less intrusive measure such as land use permission,
infrastructure support, tax benefits, suppression of labor protests, and even criminal
indictment are all common with considerable impacts on business activities in China.

308 Figure developed by author. Black arrows and rectangle indicate a dominance
relationship and relative power. Dash lines indicate a volatile, easy-exit status.
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is to exit once the management goes too far in the wrong direction, if
possible. Put in a blunt way, the Company Law is not the only factor that
determines which level of corporate governance companies adopt in China
today. A complex net of political decisions and other policy/administrative
reasons also play an important, if not bigger, role. Since the State is a
dominant player in all aspects relating to the arena of corporate
governance, how managers respond to various corporate governance issues
will largely depend on the government's attitude. In other words, through
permission or acquiescence of the government, enterprises can freely enjoy
the benefit of suppressing labor, producing unsafe products, and conducting
unfair market operations, such as manipulation (both in the capital market,
such as insider trading, and in the product market). Constituencies being
pressed may choose to exit, or fall vulnerable due to weak legal protection
and lack of experience in organizing themselves to fight for their rights.

To sum up, in China today, when the State and the market are enough to
meet the needs of various actors, there is not much left for the law or
corporate governance to do. The independent director, in this situation,
understandably does not have much say in corporate affairs, no matter how
the mechanism is designed. But if the cooperation from the constituencies
is a key element in supporting a long-term growth and shaping the dynamic
of corporate governance as a whole, then the independent director
mechanism could find its way. Similarly, the long-term trend of decreasing
direct intervention into private economy sector at individual company level
by the State could also play a role in reshaping the independent directors
mechanism in China.

C. Emerging Patterns and Two Potential Roles of the Independent
Director in China

Though the current situation is that the State is still in flux, the
weakening of the State is expected and in fact observable in long-term
developments. The Chinese government is not showing signs of quickly
receding. However, the increasing economic power of growing private
sectors (and to a certain extent, local governments) is not something to be
ignored. An emerging managerial centrism can be seen on the Chinese
corporate horizon.

As this trend gradually unfolds, a system of checks-and-balances and a
new form of monitoring become necessary. The choices and the problems
that the State will face are multiple. The first possible scenario is that the
State might become an absent equity owner. In the face of increasing
private shareholding, the State may lose its absolute power in selecting
managers and direct control over the company, even though they retain
shares. This will render it vulnerable to managerial exploitation or
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inefficient management as a non-controlling shareholder, and may signal a
resurgence of the traditional agency problem.

A second possibility is that the State may gradually step aside in various
companies and shift its control from that of major equity holder to its
regulatory role. This development may well echo a line of policies to
decrease state holdings and to increase the efficiency that began with the
Economic Reform Era of 1978. In this case, the problem will be how to
protect constituencies from managerial exploitation and curb wealth
inequality.

If the current path is maintained, with enterprises gaining more muscle,
the State may need to move toward a more neutral and indirect role in
which it is responsible for facilitating proper business decisions and
balancing public concerns with private economic development in the long
run. However, judging from a political standpoint, it is not likely that the
State will simply step aside all of a sudden and leave the market to solve
problems on its own. During this transition, independent directors might
ideally serve as intermediaries to mitigate different interests as all actors
attempt to fit into new roles.

The independent director mechanism could serve as an interim balancing
measure as well as a long-term design. The key point in this design is to
meet the needs from both sides; an indirect involvement which uses the
design of independent directors may function as a buffer for all actors and
avoid direct conflict.
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ypeZIndependent Drco

Managers

Independent Director
Type 2

Constituencies
(Including small investors, creditors,

employees, consumers, and environment)

Figure 2: New Power Balance3
0 9

As the market economy grows, the State gradually loses its grip due to
equity dilution and its difficulty in maintaining control due to the
complexity of the modem business environment. At the same time, the
division of economic powers becomes more stable as companies gain scale
and constituencies are less capable of moving or changing their position
easily. The "locking in" of constituencies will force them to negotiate with
managers for better management, instead of the previous strategy of
"voting with their feet." In this sense, both sets of relationship (State v.
managers; managers v. constituencies) need buffers or mediators to avoid

309 Figure developed by author. Black arrows and rectangle size indicate a

dominance relationship and relative power.

State
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direct confrontation.
In this scenario, the State starts to lose its ability and/or willingness to

exert direct control. In the absence of such power-like the ability to
appoint and remove managers via administrative decisions-the Type 1
independent director, mainly appointed by the State, would serve as a
representative of the State. In the meantime, independent directors may
team up with constituencies to balance the managerial centrism and asset
stripping. The main goal is to avoid the traditional managerial agency
problem and alleviate the problems caused by the absence of the State as a
regulator. The latter is especially essential when legal protection to either
an equity holder or the public in general (the consumer in particular) is not
adequate.

Managers/Major
Shareholders in
Control

Customers/Public/
Environment I

Figure 3: Type I Independent Director under New Model-Public Control Type
Governance (State controls as regulator and the independent director works as an
intermediary)

3 10

The Type 2 independent director, on the other hand, is designed to
represent minority shareholders' and constituencies' interests. It is
especially needed when the government still plays an active role in

310 Figure developed by author. The vertical grey zone line indicates an alignment
relationship. The horizontal arrow indicates a control/regulation relationship. The
independent director serves as a mediator that avoids director control from the
government.
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directing some company's business even in a way detrimental to the
minority's interest. In those companies, a minority's interest is less
protected when managers have the strong support from the government as
an equity holder.

State
(As major shareholder,

partnering with managers)

Figure 4: Type 2 Independent Director under New Model ---Minority Protection

Type Governance (State controls as a major shareholder and independent director

works as representative of other constituencies)
311

Two important issues arise in this scenario. First, under the absolute
control of the government and their delegate managers, constituencies may
face random target-setting and the interference of non-economic factors.
Second-which is even worse and more common in China-when direct
control of selecting managers does not function well, all governance
control is lost and professional managers are free to run their companies in
a way benefitting themselves only. In other words, the first case is a
problem of an absent State as a regulator, and the second one is a problem
of an absent State as an equity owner. In any event, an independent

311 Figure developed by author. The vertical grey zone line indicates an alignment

relationship. The horizontal arrow indicates a control/regulation relationship. The
independent director serves as a mediator that unites constituencies to balance the
control of the government and professional managers.
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director could act in the interest of the constituencies and minority
shareholder, which is similar to the role played by the labor director in a
labor-participation regime in comparative corporate law.

D. Summary

The above two potential models have been developed according to the
following observed tendencies: a growing private economy, a lack of
market checks from capital providers (including intermediaries such as
experienced institutional investors), a rising demand for more responsible
corporate behavior, and a less-skilled regulatory power of the government.
In the type 1 scenario, the independent director is designed to be an
arbitrator. On the one hand, he or she works as a representative of the State
to monitor managers and protect the State's equity interest. On the other
hand, he or she also helps eliminate governmental intervention and protect
managers' or constituencies' interests. This is especially true when a
State's equity power is not strong enough to exert control like in the old
days but, at the same time, it still wants to play a "father-like" role to direct
everything. In this way, a type 1 independent director works in both
directions and is used to re-establish a careful balance between the State
and business, which is essential to a smooth transition of ownership
restructuring.

A type 2 independent director, however, is mainly focused on the
controlling shareholder agency problem. It can include the situation when
managers exploit all shareholders (including the government) when
government oversight is absent, and both are similarly likely. In this sense,
the independent director is working as a monitoring mechanism to prevent
exploitative situations from arising.

The above two models are designed to address the rising hybrid
managerial agency problem and the now-apparent realities in China,
including the growing power of private ordering and China's vulnerable
constituencies. In short, the growing power of private ordering and the
vulnerability of Chinese constituencies are both starting points and major
concerns in these designs. The background assumptions mentioned above
are ubiquitous in the Chinese scene. The likelihood that large shareholders
will exploit small shareholders, and that managers will exploit
shareholders, is undeniably substantial, and this exploitation will be more
likely when monitoring from capable investors who have a large enough
economic interest is absent.

The point is that in a fast-changing economy like China today, politics,
as well as the change of economic structure, is a pivotal aspect, which no
one can ignore. Corporate law is not an isolated issue, but rather has to
respond to what its society aggregately needs or what its political decisions
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require. In other words, corporate law design, both in theory and practice,
cannot be considered. It is not only affected by politics, but is part of
politics. Looking at it from an opposing direction, the independent director
mechanism is a corporate law design that can then maximize its utilization
if it is remodeled to suit the needs of various actors, both political and
economic.

If things unfold in this way, a new governance organ will be needed as
the power structure and environment change from their earlier pattern. But
what people will need to deal with in the real world will become more
obscure due to the lack of stability and norms within each institution.
People conceivably need to spend time learning to reach the best
compromise among their competing interests. In this sense, an independent
director may function as a buffering mechanism or a mediator to ease the
direct confrontation of different interests. To be more specific, an
independent director may help rebuild the position of shareholders vis-A-vis
managers, though many roles fall under the title of shareholder in China.31 2

VI. CONCLUSION

Corporate governance is not only about corporations. A more
comprehensive approach to understanding Chinese corporate governance
issues considers the bigger picture, including other relevant political and
social institutions. Taking this complexity into account, the old reasoning
found in traditional corporate literature may not be as applicable as it was
in other developed countries. Because many relevant mechanisms in
corporate law do not exist to a similar degree of maturity or sometimes
even at all, simply observing one particular mechanism or rule is much
less helpful than expected. What makes the situation even trickier is that
everything may appear fine on the micro level, but the meaning of a
mechanism or rule, or the way it functions, changes dramatically due to the
differences in environment. All these particularities and barriers to
obtaining a comprehensive picture makes the careful design of
organizations, mechanisms, and their rules an even more crucial task.

In modern China, many supplemented institutions outside corporate law,
which are determinant to modern corporate governance and its

312 The story of privatization here is a simplified version. The argument about
privatization in the Chinese experience, either at the theoretical level or in practice, is a
more complicated issue. The reason that a simplified pattern is presented is that the
deviations in the process of privatization are somehow misleading because they miss
the big picture, which becomes clearer when observed from a longer horizon. For a
more complete discussion of the Chinese experience in this regard, see Lan Cao,
Chinese Privatization: Between Plan And Market, 63 LAW & CONTEMP. PROBS. 13, 43
(2000), particularly Part V, which discusses the State's purpose in detail and the
interaction between the public and private sectors.
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designations-such as a well-functioning stock market with a certain
amount of rational, sophisticated investors, well-functioning financial
intermediaries that can make independent lending decisions, and coherent
policy and non-intervening government-are still absent or ill-functioning.
In a similar guise, an independent director is in itself a neutral mechanism.
The independent director mechanism can work just as expected if good
people are picked and put on the board. But just like most other
organizational designs, the mechanism itself cannot guarantee that good
people will be picked. However, this defect is not a result of the design
itself, but from practice. Therefore, when critiques arise, one should be
aware of where the criticism points to and where a possible remedy comes
from. Only with this in mind can an institution be fairly assessed and
implemented in a way that maximizes its efficacy.
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ABSTRACT

It is unquestioned in today's business and litigation climate that
corporate officers and directors face significant exposure based simply
on their roles and titles, no matter how effectively, carefully, or in good

faith their decisions are made. Director and officer insurance, often
called D&O, is designed to protect executives, outside directors, as well
as the companies they serve against liability arising from actions taken
in the course of doing business.

Claims against officers and directors come in many forms, ranging
from common law claims for breach of fiduciary duty to shareholder
class actions for violations of the securities laws. Even when these
allegations are baseless, companies-as well as individual directors
and officers-may still face significant defense and settlement costs.
D&O insurance, in tandem with indemnification, is designed to protect
against the legal expenses of fighting litigation, as well as the
underlying liability exposure. Our goal in writing this article is to
present a basic explanation: what D&O insurance covers, what it
doesn't cover, how the market for coverage availability waxes and
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I. OVERVIEW

For all companies smaller than the Fortune 500, one of the first questions
you can expect when approaching a director candidate to ascertain her
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interest in serving on your board will be "tell me about your Directors' and
Officers' ("D&O") liability insurance." Even for the largest corporate
giants, where the candidate may assume that coverage is well considered
and adequate, sooner or later, the discussion about D&O liability insurance
will be had. Shareholder litigation against U.S. public corporations
constitutes the primary source of D&O risk, "both in terms of claims
brought and liability exposure." In the United States, shareholder
litigation is covered by D&O liability insurance policies and the liability
insurers "who bankroll shareholder litigation." 2  D&O policies are
purchased by essentially all public corporations, and settlements of
shareholder litigation are greatly impacted by limitations within these
policies.3 Baker and Griffith observe: "As a result, the D&O insurer serves
as an intermediary between injured shareholders and the managers who
harmed them. This intermediary role has important implications for
corporate governance that have been largely overlooked by corporate and
securities law scholars." 4 Our goal in writing this article is to present a
basic explanation: what D&O liability insurance covers, what it doesn't
cover, how the market for coverage availability waxes and wanes over
time, and what you can do to minimize insurance costs and improve
coverage terms.

II. DIRECTOR'S RESPONSIBILITY FOR RISK OVERSIGHT

Adequate D&O coverage is a subset of the entire board of directors'
responsibility for enterprise risk mitigation. It is not hard to imagine a
situation where the governance of a corporation becomes threatened when
individual directors become concerned and distracted based on a threat to
their personal well-being.

5

Tom Baker & Sean J. Griffith, Predicting Corporate Governance Risk: Evidence
from the Directors' and Officers' Liability Insurance Market, 74 U. CHI. L. REV. 487,
494 (2007) [hereinafter Baker & Griffith, Predicting Corporate Governance] (citing
Tillinghast Towers Perrin, 2005 Directors and Officers Liability Survey 20 fig. 21
(2006)) (reporting that 100 percent of public company respondents in both the U.S. and
Canada purchased D&O insurance).

2 Id. at 487, 494 nn.23, 24.
' Id. at 487-88.
4 Id. at 488; see also Bernard S. Black, Brian R. Cheffins, & Michael Klausner, 58

STAN. L. REV. 1055, 1056 (2006). See generally Roberta Romano, Corporate
Governance in the Aftermath of the Insurance Crisis, 39 EMORY L.J. 1155 (1990)
[hereinafter Romano, Corporate Governance] (studying the effect of the D&O
insurance crisis on corporate governance); Roberta Romano, What Went Wrong With
Directors' and Officers'Liability Insurance?, 14 DEL. J. CORP. L. 1 (1989) [hereinafter
Romano, What Went Wrong] (exploring the causes of the D&O insurance market crisis
of the mid 1980s).

5 See generally Lucian A. Bebchuk, et al., Director Liability, 31 DEL. J. CORP. L.
1011 (2006) (presenting a discussion of post Sarbanes-Oxley director liability from the
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A. Duty of Care

The duty of care for directors "arises in both the discrete decision-
making context and in the oversight and monitoring areas." 6 Prior to the
landmark 1985 case Smith v. Van Gorkom,7 absent accompanying disloyal
acts, it was generally accepted that "courts had rarely found individual
directors liable for breaching their duty of care." Professor Stephen M.
Bainbridge observes that "after Smith v. Van Gorkom, D&O liability
insurance became very hard to get." 9

edited transcript of a forum on personal liability of directors held at Harvard Law
School in November 2005).
6 Lyman P.Q. Johnson & Mark A. Sides, Corporate Governance and the Sarbanes-

Oxley Act: The Sarbanes-Oxley Act and Fiduciary Duties, 30 WM. MITCHELL L. REv.
1149, 1197 (2004); see also Brehm v. Eisner, 746 A.2d 244, 264 (Del. 2000) ("Due
care in the decision making context is process due care only.").

7 488 A.2d 858 (Del. 1985). The Delaware Supreme Court found that the
experienced and sophisticated directors of Trans Union Corporation were not entitled
to the protection of the business judgment rule and had breached their fiduciary duty to
their shareholders "(1) by their failure to inform themselves of all information
reasonably available to them and relevant to their decision to recommend the Pritzker
merger; and (2) by their failure to disclose all material information such as a
reasonable stockholder would consider important in deciding whether to approve the
Pritzker offer." Id. at 893; see also PETER V. LETSOU, CASES AND MATERIALS ON
CORPORATE MERGERS AND AcQuISITIONS 643 n.21 (2006) (observing "Trans Union's
five 'inside' directors had backgrounds in law and accounting, 116 years of collective
employment by the Company and 68 years of combined experience on its Board.
Trans Union's five 'outside' directors included four chief executives of major
corporations and an economist who was a former dean of a major school of business
and chancellor of a university. The 'outside' directors had 78 years of combined
experience as chief executive officers of major corporations and 50 years of cumulative
experience of Trans Union. Thus, defendants argue that the Board was eminently
qualified to reach an informed judgment on the proposed 'sale' of Trans Union
notwithstanding their lack of any advance notice on the proposal, the shortness of their
deliberation, and their determination not to consult with their investment banker or to
obtain a fairness opinion.").

8 See Jacqueline M. Veneziani, Note, Causation and Injury in Corporate Control
Transactions: Cede & Co. v. Technicolor, Inc., 69 WASH. L. REv. 1167, 1194 n.193
(1994) ("Before Van Gorkom was decided, one commentator had stated that '[t]he
search for cases in which directors . . .have been held liable in derivative suits for
negligence uncomplicated by self-dealing is a search for a very small number of
needles in a very large haystack."') (quoting Joseph W. Bishop, Jr., Sitting Ducks and
Decoy Ducks: New Trends in the Indemnification of Corporate Directors and Officers,
77 Yale L.J. 1078, 1099 (1968)); see also Lawrence J. Trautman & Kara Altenbaumer-
Price, The Board's Responsibility for Information Technology Governance, 29 J.
MARSHALL J. COMPUTER & INFO. L. 11-15 (2011) (discussing generally the business
judgment rule, duty of care, duty of loyalty, and duty of good faith).

9 STEPHEN M. BAINBRIDGE, SMITH V. VAN GORKOM 26, 26 n 133 (2008) (citing
Roberta Romano, What Went Wrong With Directors' and Officers' Liability
Insurance?, 14 DEL. J. CORP. L. 1 (1989)).
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B. Poor Corporate Governance is Costly to Shareholders

Those who have devoted their careers to fostering excellence in
corporate governance tend to believe that good corporate governance adds
value and that substandard governance results in diminished value for
shareholders. Professor John E. Core observes that "it is difficult and
costly for shareholders to assess the quality of firm's governance."' 10 He
continues,

As a result, in the United States, institutional shareholders buy ratings of
firms' corporate governance from outside specialists such as Institutional
Shareholder Services ("ISS"). ISS relies on publicly-available data, and
has no comparative advantage in creating its ratings other than its data
processing capabilities. The results ... indicate that another outsider, the
D&O insurer, is already making this assessment, and is in fact being
provided non-public data by firms to make this assessment. 11

III. THE HISTORY AND MARKET FOR D&O INSURANCE

A. D&O Availability Has Differed Vastly Over the Years

The availability and price of D&O coverage has fluctuated widely over
the years. Professor Tom Baker observes: "Work in law and political
science has challenged the idea that insurance underwriting and pricing
should be based on purely statistical considerations. Yet even this work
has tended to take as given the links between insurance and risk and
between risk and calculability."' 12 Baker contends, "insurance risks very
often are not reliably calculable except in hindsight, at which point the risk
has already been transformed into an all-too-measurable loss. Insurance is
an 'uncertain business,' characterized by competition for premiums that
pushes insurers into the unknown."' 13 The following comparisons of U.S.

10 JOHN E. CORE, THE DIRECTORS' AND OFFICERS' INSURANCE PREMIUM: AN OUTSIDE

ASSESSMENT OF THE QUALITY OF CORPORATE GOVERNANCE 28 (May 2000), available
at http://ssrn.com/abstract=-229803 (last visited Feb. 14, 2012).

1 Id.
12 Tom Baker, The Shifting Terrain of Risk and Uncertainty on the Liability

Insurance Field, 60 DEPAUL L. REV. 521-22 (2011) (hereinafter Baker, The Shifting
Terrain]; see also Regina Austin, The Insurance Classification Controversy, 131 U. Pa.
L. Rev. 517, 537-38 (1983); Brian J. Glenn, The Shifting Rhetoric of Insurance Denial,
34 L. & Soc'Y REV. 779, 802-03 (2000); Deborah S. Hellman, Is Actuarially Fair
Insurance Pricing Actually Fair?: A Case Study in Insuring Battered Women, 32
HARv. C.R.-C.L.L. REV. 355, 359 (1997); Jonathan Simon, The Ideological Effects of
Actuarial Practices, 22 L. & Soc'Y REV. 771, 780-81 (1988).
13 Baker, The Shifting Terrain, supra note 12, at 522. See generally TIMOTHY

ALBORN, REGULATED LIVES: LIFE INSURANCE AND BRITISH SOCIETY, 1800-1914
(2009); RICHARD V. ERICSON & AARON DOYLE, UNCERTAIN BUSINESS: RISK,
INSURANCE, AND THE LIMITS OF KNOWLEDGE (2004); GEOFFREY CLARK, BETTING ON
LIVES: THE CULTURE OF LIFE INSURANCE IN ENGLAND, 1695-1775 (Ann Hughes,
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liability to property insurance premiums for the past sixty years is made by
Baker, indicating:

First, liability insurance premiums have grown about as much as
property insurance premiums over this period, providing yet another
piece of evidence supporting the view that the growth in U.S. liability
costs represents an ordinary consequence of a growing economy rather
than an unusual or pernicious feature of U.S. culture. Second, there are
systematic variations in the rate of growth in insurance premiums over
time corresponding to what is known in the insurance industry as the
underwriting cycle. The cycle is more pronounced in liability insurance
than in property insurance, perhaps accounting for the greater popular
attention to the uncertainties of liability risks as compared to property
risks. Third, the greater variation in liability insurance premiums is
almost entirely attributable to the smaller, non-statutorily required lines
of insurance; most significantly the various lines of commercial liability
insurance . . . . Finally, because media coverage of liability and liability
insurance increases during the insurance "crisis" stage of the
underwriting cycle-when premiums increase sharply-the widely held
beliefs in myths about litigation may result, at least in part, from
generalizations drawn from a systematically biased set of observations,
analogous to the media bias toward bi , unusual cases documented by
William Haltom and Michael McCann.

As mentioned previously, after the 1985 decision finding director
liability in Smith v. Van Gorkom,15 the availability of D&O liability
insurance dried up. As a result, Delaware responded by adopting
§102(b)(7) of the Delaware General Corporation Law, providing that a
corporation's articles of incorporation may (but need not) contain:

A provision eliminating or limiting the personal liability of a director to
the corporation or its stockholders for monetary damages for breach of
fiduciary duty as a director, provided that such provision shall not
eliminate or limit the liability of a director: (i) For any breach of the
director's duty of loyalty to the corporation or its stockholders; (ii) for
acts or ormissions not in good faith or which involve intentional
misconduct or a knowing violation of law; (iii) under § 174 of this title
[relating to liability for unlawful dividends]; or (iv) for any transaction
from which the director derived an improper personal benefit. 17

Anthony Milton, & Peter Lake eds., 1999); PAT O'MALLEY, RISK, UNCERTAINTY AND
GOVERNMENT (2004).

14 Baker, The Shifting Terrain, supra note 12, at 521 (citing WILLIAM HALTOM &

MICHAEL MCCANN, DISTORTING THE LAW: POLITICS, MEDIA, AND THE LITIGATION
CRISIS (2004); Sean M. Fitzpatrick, Fear is the Key. A Behavioral Guide to
Underwriting Cycles, 10 CONN. INS. L.J. 255, 256 (2003).

1" 488 A.2d 858 (Del. 1985).
16 See generally Romano, What Went Wrong, supra note 4.
17 Del. Code Ann. tit. 8, § 102(b)(7) (2011).
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Most public corporations have amended their charters to include such
provisions.

8

B. Year 2000: Enron, Adelphia, Worldcom, et. al.

The next catalyst for major change in the U.S. corporate governance
landscape was the result of financial fraud represented by the cases of
Enron, Adelphia Communication, Worldcom and the like which led to
"a tightening of NYSE and NASDAQ listing requirements with respect to
independent directors, but also the Sarbanes-Oxley Act ('SOX'), which is
the first step toward the federalization of corporate governance norms for
outside directors." 2 ' The SOX legislation also resulted in the strengthening
of audit committee membership requirements of independence and
heightened qualifications.

22

C. Liability Premiums Over Time

The market for D&O insurance in the United States is highly
concentrated with two insurers as of 2007-AIG and Chubb-which are
believed to:

account for more than half of the market for primary insurance by
premium volume-and because the market is intermediated through the
personal connections of a few brokerage firms, [D&O insurance

18 For commentary on § 102(b)(7) and comparable statutes see Deborah A. DeMott,

Limiting Directors' Liability, 66 WASH. U. L.Q. 295, 298-310 (1988); Harvey Gelb,
Director Due Care Liability: An Assessment of the New Statutes, 61 TEMP. L. REV. 13,
28-43 (1988); Marc I. Steinberg, The Evisceration of the Duty of Care, 42 Sw. L.J. 919
(1988).

19 See generally Robert Rosen, Risk Management and Corporate Governance: The
Case of Enron, 35 CONN. L. REV. 1157 (2003).
20 See Arthur E. Wilmarth, Jr., Conflicts of Interest and Corporate Governance

Failures at Universal Banks During the Stock Market Boom of the 1990s: The Cases of
Enron and Worldcom, in CORPORATE GOVERNANCE IN BANKING: A GLOBAL
PERSPECTIVE (2007), available at http://ssrn.com/abstract=952486.
21 James D. Cox, Managing and Monitoring Conflicts of Interest: Empowering the

Outside Directors With Independent Counsel, 48 VILL. L. REV. 1077, 1078 (2003)
(citing NYSE, Corporate Governance Rule Proposals Reflecting Recommendations
from the NYSE Corporate Accountability and Listing Standards Committee, approved
by the NYSE Board of Directors August 1, 2002 (on file with the authors); Summary of
NASDAQ Corporate Governance Proposals (2003)); see also NYSE Corporate
Governance Standards, Listed Company Manuel, NYSE, §303A.00, available at
http://nysemanual.nyse.com/LCMTools/PlatformViewer.asp?selectednode=chp%5F 1%
5 F4%5F3&manual=%2Flcm%2Fsections%2Flcm%2Dsections%2F (last viewed
March 28, 2012); Regulatory Requirements, NASDAQ (Feb. 2012), available at
https://listingcenter.nasdaqomx.com/assets/RegRequirements.pdf (last viewed March
28, 2012).

" Sarbanes-Oxley Act, Pub. L. 107-204, § 301, 116 Stat. 745, 775-77 (2002)
(codified at 15 U.S.C. 78j-1 (2006)) (requiring formation of an independent audit
committee).
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practices can be described accurately] based on a number of interviews
that may seem very small to researchers used to working with large• . 23
quantitative data sets.

While much of the D&O business may be in the hands of a small group
of insurance carriers, more than two dozen D&O carriers are in the market,
resulting in significant competition and variation in terms and pricing.
Baker notes in The Shifting Terrain of Risk and Uncertainty on the Liability
Insurance Field that

[i]t is difficult to make useful generalizations about a business that is as
diverse as commercial liability insurance, a field that in its broadest
definition includes professional liability insurance, many specialized
forms of liability insurance, and the more commonly understood general
liability insurance. Liability insurance tends to extend over time to
match liability itself (with lags and with exceptions), and thus
developments in liability law, both on the books and in action, represent
a source of uncertainty for liability insurers. 24

The stiff competition among D&O carriers in recent years has also
created a race among carriers to offer coverage to meet the changing
liabilities, even when the risks of expanded coverage are not fully known.
Baker continues:

The shift from manufacturing to services, the globalization of the supply
chain, and the expansion of the high tech and health care sectors of the
economy, among many other developments, all have consequences for
liability insurers if only by reducing the predictive value of historical
information about the frequency and severity of claims.25

D. Trend.- Corporations Are Retaining More Risk

Published during 2011, Baker finds that "[t]here is one major cross-
cutting development in the commercial lines marketplace that is worth
singling out: businesses of all kinds are retaining greater levels of risk, as
represented by the rising deductibles and self-insured retentions."2 6

Since at least the 1980s, businesses have preferred to buy liability
insurance policies with higher deductibles and higher limits. The
aggregate result is to remove the most predictable liabilities from the
liability insurance pool, leaving insurers dependent on providing
protection against relatively extreme liabilities. Replacing the premium
lost when a corporation raises its workers compensation or liability
insurance deductible by $1 million requires selling a lot of excess

23 Baker & Griffith, Protecting Corporate Governance, supra note 1, at 493.
24 Baker, The Shifting Terrain, supra note 12 at 535. Accord Tom Baker, Insuring

Liability Risks, 29 Geneva Papers on Risk and Ins. 128, 130-31 (2004).
25 Baker, The Shifting Terrain, supra note 12 at 535.
26
Id.
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insurance, because excess coverage is less expensive than primary
insurance on a per-dollar-of-coverage basis .... As the quant revolution
enables large organizations to transform their liability uncertainties into
risk, the organizations will retain more of that risk, and they will
endeavor to shift the remaining uncertainties to their liability insurers. 27

E. The D&O and Insurance Underwriting Cycles

Baker and Siegelman note that it was the mid-1980s liability insurance
crisis that "prompted extensive research that acquainted law and economics
scholars with the insurance underwriting cycle, an insurance industry

business cycle characterized by relatively long periods of stable nominal

(declining in real) insurance prices and periodic short periods of rapidly
increasing insurance prices and contractions in supply."2  However:

The liability insurance crisis of the early 2000s prompted another round
of research. This research supported the emerging consensus that (a)
competition leads to excessive price cutting in liability insurance markets
(perhaps because of weak incentives for solvency) that (b) gradually
eliminates insurance capital until (c) a tipping point is reached (perhaps
because of an external shock), at which point (d) insurers sharply raise
prices and loss expectations, creating an extreme short-term capital
shortage that allows insurers to earn large profits, prompting, with a
delay, (e) external capital to flow into the insurance market that, with
another delay, leads back to (a) another round of excessive price cutting,
and so forth. So understood, the large increase in expected losses that
accompany the crisis stage of the cycle is an effect of the crisis, not a
cause. A very recent comparison of U.S. liability and property insurance
premiums from 1958 to 2008 shows that aggregate real premiums for
both kinds of insurance have grown at approximately the same rate over
this period as real growth in U.S. GDP. The pattern of growth differs,
however, with liability insurance premiums exhibiting much greater
growth during the peaks of the insurance underwriting cycle, when
media coverage of liability insurance also peaks, suggesting that the
popular perception that liability costs are growing much more rapidly
than the economy may be the result of generalizations from a biased set
of observations.

29

27 Baker, The Shifting Terrain, supra note 12, at 535-36 (citing as an example SCOTT
E. HARRINGTON & GREGO R. NIEHAus, RISK MANAGEMENT AND INSURANCE 489, 505
(2d ed. 2004)).

28 Tom Baker & Peter Seigelman, The Law and Economics of Liability Insurance: A
Theoretical and Empirical Review, in HANDBOOK ON THE EcONOMICs OF TORTS 32
(Jennifer Arlen, ed.) (forthcoming) (on file with American University Business Law
Review) [hereinafter Baker & Seigelman, Law and Economics of Liability Insurance].
29 Id. at 32-33 (citing Scott E. Harrington, Patricia M. Danzon & Andrew J. Epstein,

'Crises' in Medical Malpractice Insurance: Evidence of Excessive Price-Cutting in the
Preceeding Soft Market, 32 J. BANKING & FIN. 157 (2008); Anne Gron, Evidence of
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IV. WHAT'S COVERED?

Author Kara Altenbaumer-Price has written extensively on D&O
insurance coverage in The Basics of D&O Insurance: What the Heck Do A,
B, and C Stand For?, portions of which are reproduced below:

Unlike many other forms of insurance, D&O insurance is not standard
or so-called "off the shelf' and is often highly negotiated and
manuscripted to meet the needs of a given company or addresses its
unique risk. D&O insurance is divided into three primary coverage
sections. These sections are commonly referred to as A, B, and C side
coverages....
Indemnification

Officers and directors are protected from personal loss, first and
foremost, by their company's indemnification obligations, which may
appear in corporate organizational documents such as bylaws, corporate
charters, or articles of incorporation or in separate personal
indemnification agreements between the individuals and the company.
Indemnification is commonly as broad as "the maximum extent
permitted by law." While indemnification is broader in scope than D&O
insurance, which contains exclusions from coverage, it may be limited
by public policy or the financial state of the corporation.
A Side

The "A side" portion of a D&O policy responds when a company
cannot indemnify the losses of individual officers and directors, either
due to insolvency or when law prevents the company from indemnifying
its officers and directors, such as shareholder derivative litigation. As a
result, it is often referred to as "catastrophe" or "sleep" insurance.
Additionally, because Side A offers protection to individuals only, unlike
Side B and C coverage, there is usually no deductible associated with
this coverage-an important protection for executives considering that
deductibles for side B and C coverage are often well into the six figures.
Because A Side coverage serves as the back stop to protect individuals
when the company may be failing, companies often purchase additional
side A coverage in excess of the amounts they purchase for protection of
the company's balance sheets under Side B and C coverage.
B Side

The "B side" portion of a D&O policy reimburses a company for its
indemnification of the losses of individual officers and directors. As
referenced above, along with side C coverage, B coverage is designed to
protect the company's balance sheet, rather than the assets of individual

Capacity Constraints in Insurance Markets, 37 J. LAW & ECON. 349 (1994)); See Tom
Baker, Medical Malpractice and the Insurance Underwriting Cycle, 54 DEPAUL L.
REV. 393, 395, 399-400 (2005); Anne Gron & Andrew Winston, Risk Overhang and
Market Behavior, 74 J. Bus. 591 (2001). See generally, Fitzpatrick, supra note 14, at
264 (providing a behavioral explanation from an insurance industry insider).
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officers and directors. Because most companies offer broad
indemnification, Side B coverage is the workhorse of most D&O
policies, paying on most claims arising under the securities laws, as well
as common law claims such as breach of fiduciary duty.
C Side

The "C side" portion of a D&O policy is designed to pay the losses
directly sustained by a company for its own liability. C side coverage is
commonly limited in the types of claims it covers. Often, it is negotiated
to cover only "securities claims" against the entity itself or may contain
an exclusion for certain claims, such as breach of contract. Some
policies extend this coverage to regulatory investigations against the
company, but typically require an individual officer or director to also be
a subject of investigation for the coverage to apply. Like Side B
coverage, there is often a very large deductible associated with C side

30coverage.

A. What constitutes a "Claim"

As a general premise, a D&O policy does not provide coverage until a
"Claim" has been made against a company. More importantly, costs
incurred before a formal "Claim" has occurred under the policy do not
apply toward a company's self-insured retention, nor do they get

30 Kara Altenbaumer-Price, The Basics of D&O Insurance: What the Heck Do A, B

and C stand for?, DICTA, Jan. 2011, at 6, available at http://www.dayl.com/
News/index.cfm?p=201101; accord Cara Tseng Duffield, Introduction to Directors
and Officers Liability Insurance Policies, in PRACTICING LAW INST., UNDERSTANDING
INSURANCE LAW 2009, at 151 (2009) (stating that Side B reimburses the company
when it is forced to pay to indemnify individual directors and officers, and noting that
claims often fall under Side B because many D&O policies contain provisions
permitting companies o indemnify directors and officers to the fullest extent of the
law); Kevin LaCroix, Executive Protection: Indemnification and D&O Insurance-The
Basics, D&O DIARY BLOG, (July 23, 2010), http://www.dandodiary.com/
201 0/07/articles/d-o-insurance/executive-protection-indemnification-and-do-insurance-
the-basics/; Shifting Landscape for D&O Insurance In the Economic Crisis, FOLEY &
LARDNER LLP, (March 17, 2009), http://www.foley.com/publications/
pub detail.aspx?pubid=5834; BAILEY CAVALIERi L.L.C., Indemnification: Forgotten
D&O Protection, White Paper, available at http://www.baileycavalieri.com
/articles.html (click on the hyperlink stating the report's title to download a Microsoft
Word document) (last downloaded Feb. 29, 2012); see also Office Depot Case: The
Difficulties of Investigations Coverage, USI SAGACITY NEWSLETTER, (USI Ins. Servs.),
Dec. 5, 2010, at 1 (on file with authors); Kent Carlson, John Leness & Kara
Altenbaumer-Price, D&O Liability: Current Trends & Implications, Presented to
Clients of K&L Gates and Kibble & Prentice (Sept. 22, 2010) (on file with authors);
Investigation Costs: What is Covered Under a D&O Policy?, DIRECTORS & OFFICERS -
THE ACE REPORT (ACE Bermuda News, Hamilton, Bermuda), July 2007, available at
http://www.acebermuda.com/AceBermudaRoot/AceBermuda/Media+Centre/D+and+O
+Newsletter/Investigation+Costs+What+Is+Covered+Under+A+DampO+Policy.htm
[hereinafter Investigation Costs]; cf Shifting Landscape for D&O Insurance In the
Economic Crisis, FOLEY & LARDNER L.L.P., (Mar. 17, 2009), http://www.foley.com/
publications/pub detail.aspx?pubid=5834 (noting that Side B coverage reimburses the
company when the company is permitted or required to indemnify individuals).
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retroactively applied to the policy deductible. 31

What constitutes a claim is a defined term under each D&O policy and
almost universally includes lawsuits, written demands for monetary or non-
monetary relief, and administrative proceedings in court or before an
administrative body.32  Policies differ widely, however, in how they
cover-or do not cover-such things as administrative or regulatory
actions such as SEC inquiries and investigations. 33  "Many provide
coverage upon the receipt of a subpoena, a Wells Notice, or a target
letter." 4 As was discussed above, however, these triggers usually imply a
formal investigation and can occur very far into an investigation.3 5

"Indeed, significant legal costs can be spent in trying to prevent an informal
investigation from becoming formal, and policy language varies widely in
how it covers--or doesn't cover-these costs." 36 This can be avoided by

31 See Office Depot Case, supra note 30, at 1; Duffield, supra note 30, at 156; BAILEY
CAVALIERI L.L.C., supra note 30. See generally Failure to report a "notice of
circumstances" or EEOC charge can lead to coverage denial of subsequent lawsuit,
USI SAGACITY NEWSLETTER (USI Ins. Servs.), Feb. 11, 2011, at 1 (on file with
authors) (discussing issues related to late reporting of insurance claims) [hereinafter
Failure to Report].32 Nat'l Bank of Ariz. v. St. Paul Fire & Marine Ins. Co., 975 P.2d 711, 714 (Ariz. Ct.
App. 1999) ("A claim is a demand for relief, payment, or something as a right, or as
due."); see Failure to Report, supra note 31; Office Depot Case, supra note 30, at 1 (on
file with the authors); Duffield, supra note 30, at 2; BAILEY CAVALIERI, supra note 30,
at 5-6 (explaining what constitutes a claim).
33 See Kevin LaCroix, D&O Insurance: Defense Costs Incurred in Informal SEC and

Internal Investigations, D & 0 DIARY (Oct. 21, 2010, 3:56 AM),
http://www.dandodiary.com/2010/10/articles/d-o-insurance/do-insurance-defense-
costs-incurred-in-informal-sec-and-internal-investigations/; Kevin LaCroix, D&O
Insurance: Investigative and Special Litigation Committee Defense Expense Held
Covered, D&O DIARY (Jan. 6, 2010, 4:33 AM), http://www.dandodiary.com/
2010/0 1/articles/d-o-insurance/do-insurance-investigative-and-special-litigation-
committee-defense-expense-held-covered/; Mary Craig Calkins, What a Difference a
Year Makes! Recent D&O Insurance Developments and Other Financial Crisis
Considerations, in PRACTING LAW INST., INSURANCE COVERAGE 2009: CLAIM TRENDS
AND LITIGATION 725, 738 (2009).
34 Kara Altenbaumer-Price & Joshua Johnston, Internal investigations costs: Securing

Elusive Insurance Coverage, Deloitte Forensic Center, For Thoughts Newsletter, at 3,
(Feb. 2012), available at https://www.deloitte.com/view/en US/us/Services/Financial-
Advisory-Services/Forensic-Center/76daba9d662553 10VgnVCM200000 lb56f00aRCR
D.htm?id=us email fas 021312); accord Office Depot Case, supra note 30, at 1;
Investigation-Costs, supra note 30.
35 Office Depot Case, supra note 30, at 1.
36 Altenbaumer-Price & Johnston, supra note 34; see Kevin LaCroix, D&O

Insurance: Second Circuit Holds Investigative and Special Litigation Committee
Expenses Covered, THE D&O DIARY (July 6, 2011)
http://www.dandodiary.com/2011/07/articles/d-o-insurance/do-insurance-second-
circuit-holds-investigative-and-special-litigation-committee-expenses-covered
(explaining how MBIA spent $29.5 million in defending or responding to the
regulatory investigations and the follow-on in litigation); Office Depot Case, supra
note 30, at 1; accord Investigation Costs, supra note 30 (describing how some
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ensuring that the definition of "claim" in a policy incororates government
investigations, and if possible, informal investigations.

During 2010, a major insurance carrier, Chartis, released a new public
company D&O policy form that provided for coverage of informal
investigations for an increased premium. 38 That policy included coverage
of certain costs associated with a "pre-claim inquiry," which it defined as:

[A] verifiable request for an Insured Person of any Organization: (a) to
appear at a meeting or interview; or (b) produce documents that, in either
case, concerns the business of that Organization or that Insured Person's
insured capacities, but only if the request came from [either an]
Enforcement Body... or [the insured] organization [and arose] out of an
inquiry or investigation by an Enforcement Body concerning the
business of that Organization or that Insured Person's insured
capacities.

39

As the language indicates, coverage is no longer confined to formal
investigations. A number of other carriers have now responded--each
providing something slightly different.40

B. "Loss" Under A Policy

For a D&O insurance policy to provide coverage, there must not

only be covered claims, but also covered "loss." Loss is commonly defined
as "an amount that the directors and officers are either 'financially liable'
or 'legally obligated' to pay." 4 1 It is often defined to include, for example,
"damages, judgments, settlements, costs and Defense Costs" (which may
also be separately defined).42  Loss is usually defined to exclude such

things as disgorgement, restitution, taxes, fines, and penalties a3 and may
also exclude punitive, exemplary, or multiple damages. 4 4 It is important to

companies are disappointed when their D&O policies do not cover informal
investigation costs).
37 Office Depot Case, supra note 30; accord Investigation Costs, supra note 30

(noting that most D&O policies include "not only civil or criminal proceeding, but also
a regulatory or administrative proceeding.").

38 Press Release, Chartis, Chartis Introduces Investigation Edge, Insurance Coverage
for SEC Investigations (March 2, 2011), available at http://www.chartisinsurance.coml
ncglobalweb/intemet/US/en/files/Investigation%2OEdgetcm295-330204.pdf.
39 Executive Edge Specimen Form, CHARTIS INS., at 24,

http://www.chartisinsurance.com/ncglobalweb/internet/US/en/files/Executive%20Edge
%20-%20Policytcm295-327185.pdf (last visited Feb. 13, 2012) (emphasis omitted).

40 Altenbaumer-Price & Johnston, supra note 34, at 8; see, e.g., Chubb Executive
Protection Enhancement Endorsement (on file with the authors).
4' AT&T Corp. v. Clarendon Am. Ins. Co., 931 A.2d 409, 414 (Del. 2007).
42 Calkins, supra note 33, at 738.
43 Id. at 738; Duffield, supra note 30, at 154.
44 Duffield, supra note 30, at 154-55; BAILEY CAVALIERI L.L.C., supra note 30, at 8.
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remember that the definition of loss serves both an inclusionary and
exclusionary purpose in a D&O policy by defining certain items to be
covered loss and by overtly deleting certain other items. Coverage disputes
often arise over defense costs for suits against officers and directors that do
not demand or require any payment of "loss" by the individuals. 45

C. WrongfulAct

Coverage under a. D&O policy only arises for allegations of covered
"wrongful acts" under a policy.4 6  The existence of a lawsuit against
officers and directors does not create coverage; rather there must be
allegations that they committed a wrongful act covered by the policy.
Usually, this means a breach of duty.4 7 For example, "wrongful act" may
be defined as "any actual or alleged error or omission or breach of duty
committed or alleged to have been committed by the Insureds, either jointly
or severally, in the discharge of their fiduciary duties, obligations, or
responsibilities."'4 8  Other definitions may include misstatements,
misleading statements, or neglect. 49

D. Claims Made

D&O policies are claims-made policies, meaning that the policy
providing coverage in a given claim scenario will be the policy in place at
the time a claim is made against the directors and officers or the
corporation, and not against the policy that is in effect, at the time the
underlying facts occurred. 50  As an illustration, if a claim is, made for
securities fraud based on a wrongful disclosure, the policy that is in effect
at the time the shareholder lawsuit is filed will be the policy to provide
coverage, not the policy in effect at the time the wrongful disclosure was
made.

41 See, e.g., AT&T, 931 A.2d at 414 ("The pivotal question was 'whether the ten
AT&T employees who served as Directors and Officers of At Home suffered a odoss>>
within the meaning of the relevant policies."').

46 Kevin LaCroix, Executive Protection: D&O Insurance - The Insuring Agreement,
THE D&O DIARY (Aug. 5, 2010, 3:41 AM), http://www.dandodiary.com/2010/08/
articles/d-o-insurance/executive-protection-do-insurance-the-insuring-agreement/.47 AT&T, 931 A.2d at 414.

48 See, e.g., Bodewes v. Ulico Cas. Co., 336 F. Supp.2d 263, 270 (W.D.N.Y. 2004).49 E.g., Duffield, supra note 30, at 158.
50 See Calkins, supra note 33, at 733 (stating that "claims made policies that state

coverage will apply only to claims made . .. against the insured during the policy
period) (quotations omitted); BAILEY CAVALIERi L.L.C., supra note 30, at 15
(indicating that a claim must be both made and reported to the insurer during the policy
period).
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E. Duty to Defend

D&O policies may be written as a "duty to defend" policy or a non-duty
to defend policy. In a duty to defend policy, the carrier provides an
attorney and assumes the defense of a claim against the Insureds under the
policy. In a non-duty to defend policy, the Insureds are responsible for
selecting their own counsel and controlling their own defense. 5 1  A
retention will apply to both forms. While duty to defend policies are
somewhat common among private companies, public companies typically
have a non-duty to defend policies. Indeed:

D&O policies historically have not been written on a "duty to defend"
basis due to the fact that the policies were intended to cover the very
"brain trust" of the corporation and these individuals did not wish to
have such delicate matters as their personal defense left to the control of
an insurance company. While this results in the insurer losing some
amount of control over the costs and conduct of the defense effort, it is
generally relieved from any potential exposure as a result of hiring
counsel who may subsequently be negligent in the defense of the
Insureds.

52

One important element to note is that a carrier's duty to defend and a
carrier's duty to indemnify are separate duties.5 3 There may be instances in
which a suit must be defended-or defense costs reimbursed---even when

the underlying settlement or judgment is uncovered. This is particularly

true in a duty to defend policy where, in most states, the carrier is required

to provide a full defense "[i]f the complaint contains any facts or
allegations which bring the claim even potentially within the protections

purchased"54 -even if some allegations would be uncovered. Thus, a

carrier may be required to fully defend a lawsuit that is it not required to

indemnify fully or at all. 55  Non-duty to defend policies may contain

allocation clauses, which provide that when there are both covered and

"' E.g., Bodewes, 366 F.Supp.2d at 270-7 1.52 Id. at 271.
13 See id at 270 (describing a carrier's duty to defend and duty to indemnify in

separate and unrelated portions of the case).
54 See id. at 271 (citing Fitzpatrick v. American Honda Motor Co., 571 N.Y.S.2d 672

(1991)).
55 Id. at 277; See Aug. Entm't, Inc. v. Philadelphia Indem. Ins. Co., 52 Cal. Rptr. 3d

908, 914 (Cal. Ct. App. 2007) ("[A] liability insurer owes a broad duty to defend its
insured against claims that create a potential for indemnity ... this rule is the principle
that the duty to defend is broader than the duty to indemnify")) (citations omitted);
Massena v. Healthcare Underwriters Mut. Ins. Co., 98 N.Y.2d 435, 443-44 (2002)
(internal quotation marks omitted) ("If any of the claims against [an] insured arguably
arise from covered events, the insurer is required to defend the entire action. Indeed,
the duty to defend arises whenever the allegations in a complaint against the insured
falls within the scope of the risks undertaken by the insurer .... ").
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uncovered losses, the insurer and Insureds must come to an agreement as to
what portions of the defense will be allocated to covered losses.56

V. WHAT'S NOT COVERED?

A D&O insurance policy is an "all risk" policy, meaning that every
possible claim is covered unless the language of the policy states
otherwise.57 That said, D&O policies may have many restrictions in what
is covered and what is not, which are found both in the exclusions and in
the definitions contained within the policy. Indeed, the exclusions in a
policy often require the greatest attention.

A. Common Exclusions

D&O policies contain common exclusions to preclude coverage for
certain intentional wrongful acts or coverage for internal disputes at the
company. "Commonly excluded from coverage are fraud, intentional
violations of law, and illegal personal profit by individuals." 58  In
interpreting these exclusions, while traditional rules of contract
interpretation apply, insurance policies are construed in favor of the
Insureds, particularly in relation to exclusionary clauses. 59  We address
only certain common exclusions. Any given D&O policy may contain
additional exclusions based on the particular risk of the company and
whether it is public or private.

B. Fraud Exclusion

All D&O policies exclude "intentionally dishonest, fraudulent or
criminal acts or omissions," as well as "willful violation[s]" of statutes,
rules, and regulations. These exclusions will contain language indicating

56 See, e.g., Powersports, Inc. v. Royal & Sunalliance Ins. Co., 307 F. Supp.2d 1335,
1361-62 (S.D. Fla. 2004) (demonstrating the allocation issue through examination of
the disputed agreement).
57 BAILEY CAVALIERI LLC, supra note 30, at 4.
58 Altenbaumer-Price & Johnsten, supra note 34, at 6; see Kara Altenbaumer-Price,

D&O Liability: Trends, Tips & Traps, Presented to the N. Tex. Ass'n of Coverage
Counsel (Oct. 27, 2010); Carlson, Leness & Altenbaumer-Price, supra note 30; accord
Duffield, supra note 30, at 158; BAILEY CAVALIERI, LLC, supra note 30, at 10-11.
59 E.g., TIG Specialty Ins. Co. v. Pinkmonkey.com Inc., 375 F.3d 365, 369-70 (5th

Cir. 2004).; M.H. Lipiner & Son, Inc. v. Hanover Ins. Co., 869 F.2d 685, 687 (2d. Cir.
1989) ("Exclusionary clauses are given the interpretation most beneficial to the
insured."); Ingersoll Mill. Mach. Co. v. M/W Bodena, 829 F.2d 293, 306 (2d. Cir.
1987) ("The rule that insurance policies are to be construed in favor of the insured is
most rigorously applied in construing the meaning of exclusions incorporated into a
policy of insurance or provisions seeking to narrow the insurer's liability.");
Powersports, Inc., 307 F. Supp.2d at 1359.
60 Duffield, supra note 30, at 158; accordBAILEY CAVALIERI, supra note 30, at 11.
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how they are triggered. 6 1 Usually, that trigger is final adjudication by a
court that the conduct occurred (which could include adjudication in a
separate parallel coverage matter) or final adjudication in the underlying
action for which coverage is being sought that the conduct occurred (rather
than a separate coverage lawsuit).62 Commonly found in D&O policies, a
final adjudication trigger might disclaim coverage, for example, for loss
"[r]esulting from any Claim... brought about or contributed to in fact by.
. . any dishonest, fraudulent or criminal act or omission by the Directors or
Officers of the Company . . .as determined by a final adjudication." 6 3

While other triggers may be available, final adjudication language is
generally considered the most favorable standard for protecting individual
officers and directors. 64

C. Insured v. Insured Exclusion

Almost all policies contain an "insured v. insured," or "VI," exclusion• • 65
to bar coverage for claims brought by directors and officers. Indeed, the,, - ,,66
clause has become "bollerplate. The intent is to "preclude ... coverage
when the dispute is between the corporation and its directors or officers."

This exclusion was originally designed to "prevent collusion, 'such as
suits in which a corporation sues its officers and directors in an effort to
recoup the consequences of their business mistakes . . ., thus turning
liability insurance into business-loss insurance....' [it] became prominent
after a wave of litigation in the 1980s in which corporations attempted to
recoup operational losses by filing claims against the director & officer,• ,68 -

policies. As one court explained, "[s]uch lawsuits created problems of

61 Duffield, supra note 30, at 158.
62 Id.

63 Amy Stewart & Kara Altenbaumer-Price, Insurance 101: Insights for Young
Lawyers" Ponzi Schemes and Money Laundering and Defense Costs! Oh My!,
COVERAGE, Sept-Oct. 2010, at 4 (emphasis omitted) (quoting Pendergest-Holt v.
Certain Underwriters of Lloyd's of London, 600 F.3d 562, 566-67 (5th Cir. 2010)).
64 Id. (demonstrating the perils of language that allows a parallel coverage action to

be brought to adjudicate coverage).
65 E.g., Bodewes v. Ulico Cas. Co., 336 F. Supp.2d 263, 272-73 (W.D.N.Y. 2004);

Kevin Lacroix, D&O Insurance: The "Insured v. Insured" Exclusion, THE D&O DIARY
(Aug. 3, 2008), http://www.dandodiary.com/2008/08/articles/d-o-insurance/do-
insurance-the-insured-v-insured-exclusion; LATHAM & WATKINS L.L.P., CLIENT
ALERT: THE "INSURED V. INSURED" EXCLUSION IN D&O POLICtES (July 29, 2008),
available at http://www.lw.com/upload/pubContent/_pdf/pub2275_ 1.pdf.
66 Biltmore Assoc., L.L.C. v. Twin City Fire Ins. Co., 572 F.3d 663, 668 (9th Cir.

2009).
67 Bodewes, 366 F.Supp.2d at 272 (quoting Catherine E. Vance & Geoffrey L.

Bearman, Last in Line: Do "Insured vs. Insured" Exclusions Apply to Assignees in
Assignments for the Benefit of Creditors?, 23 AM. BANKR. INST. J. 12 (Feb. 2004)).
68 Id. at 272-73 (quoting Level 3 Commc'ns, Inc. v. Fed. Ins. Co., 168 F.3d 956, 958
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moral hazard, collusion, and unintended expansion of coverage. The
reasonable expectations of the parties were that they were protecting
against claims by outsiders, not intracompany claims." Permitting IVI
claims to fall under a D&O policy "would turn liability insurance into
casualty insurance."

70

Despite the original intent of the IVI exclusion, its application has
broadened over the years to preclude almost all disputes between Insureds,
regardless of the capacity in which the claim was brought or the capacity in
which the alleged wrongful actions were taken. Careful brokering can
narrow this exclusion. This exclusion often contains certain coverage carve
backs that prevent its application-for example-when a former executive
sues for wrongful termination, when officers and directors happen to be
members of the class in a shareholder suit simply by virtue of holding
shares in the corporation they serve, or in the case of bankruptcy when
another entity steps in the shoes of the corporation. 7 1 Also important, this
exclusion is in an evolving state, moving toward a narrower form that
excludes disputes between insured organizations and insured individuals,
thus allowing coverage for some disputes between insured individuals. 72

D. Breach of Contract Exclusion

Private company D&O insurance policies typically contain an exclusion
for claims for breach of contract that are made against insured
organizations. This exclusion arises from the fact that D&O policies are
policies of "liability insurance, not indemnity, and thus cover fortuitous
events, not acts within the control of the insured. A breach of contract is
within the insured's control." 73 Similar to the lVI exclusion, breaches of
contract are not viewed as the sort of "unforeseen events" out of the
insured's control. 74  Holding insurers liable for contractual losses of a
corporation would make them "tantamount to ... a business partner of the
corporation."75

(7th Cir. 1999)); see also Twp. of Center v. First Mercury Syndicate, Inc. 117 F.3d
115, 119 (3d Cir. 1997) ("The primary focus of the exclusion is to prevent collusive
suits in which an insured company might seek to force its insurer to pay for the poor
business decisions of its officers or managers.".).

69 Biltmore, 572 F.3d at 668.
70 Id. at 669.
71 See, e.g., Biltmore, 572 F.3d at 666; see also Stewart & Altenbaumer-Price, supra

note 63; Duffield, supra note 30, at 159; FOLEY LARDNER, supra note 30.
72 E.g., Chartis, supra note 39, at 4.
73 Waste Corp. of Am., Inc. v. Genesis Ins. Co., 382 F. Supp. 2d 1349, 1352 (S. D.

Fla. 2005).74 Id. at 1354.
75August Entm't, Inc. v. Philadelphia Indem. Ins. Co., 146 Cal. Rptr. 908, 909 (Cal.
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As one court explained, "[a]llowing an insured to control whether it will
be covered for its act of breaching a contract places the insured in the
unique posture of voluntarily choosing to do some act for which he knows
an insurance company will compensate him even if he chooses wrongly."76

The court went on, "[w]ho wouldn't buy insurance if he could decide
whether to perform or decline to perform some act which would give him
coverage for that action?" 77 The moral hazard created by this is "inimical
to the entire concept of insurance."'78 Indeed, "[e]ven in the absence of an
express exclusion, courts have held that a claim alleging breach of contract
is not covered under a professional liability policy because there is no
'wrongful act' and no 'loss' since the insured is simply being required to
pay an amount it agreed to pay."79

This exclusion does not typically extend to claims against insured
individuals. Although an officer acting in an official capacity should not be
held liable for breach of a corporate contract-and thus any underlying
indemnity of officers is generally mooted S°-many policies cover defense
for individuals. This exclusion is not typically found in a public company
D&O policy, as public company policies are typically narrowed to cover
claims related to violations of securities laws or arising out of the purchase
or sale of securities, thus leaving no need for such an exclusion.

E. Personal Profit Exclusion

D&O policies typically exclude coverage related to claims "based upon,
arising from, or in consequence of an Insured having gained in fact any
personal profit, remuneration, or advantage to which such Insured was not
legally entitled." 8 1 This is called the "personal profit exclusion." Courts
have reasoned that allowing an Insured to receive coverage for a lost
"windfall" "[would] not encourage others to intentionally engage in
unlawful activity with the purpose of reaping a benefit from such activity
through insurance." 82  Indeed, courts have held that "loss" under an
insurance policy cannot be held to include "restoration of an ill-gotten

Ct. App. 2007).
76 Waste Corp. ofAm., 382 F. Supp. 2d at 1354-55.
77Id. at 1355.
78 id.
79 Aug. Entm 't, 52 Cal. Rptr. 3d at 917 (quoting JoHN APPLEMAN & JEAN APPLEMAN,

APPLEMAN ON INSURANCE 23 (2d ed. 2006)).
80 d. at 915.
81 TIG Specialty Ins. Co., 375 F.3d at 368.
82 Fed. Ins. Co., 2006 WL 3386625, at *23 (citing Blast Intermediate Unit 17 v. CNA

Ins. Co., 674 A.2d 687, 689 (Pa. 1996)).
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gain."
83

Application of this exclusion requires not only that the individual
director or officer personally benefitted from his actions, but also that he
was not entitled to the benefit he gained. 84 Otherwise, any actions that
benefit shareholders taken by a director or officer who also owns company
stock-which many, if not most, do-would fall under this exclusion.
Generally, a person "is not legally entitled to an advantage or profit
resulting from his violation of law if he could be required to return such
profit."

F. Civil Fines and Penalties Coverage

Historically, the insurance market has considered civil fines and
penalties to be uninsurable for public policy reasons. 86 Recently, however,
the demand for investigations coverage and increased competition among
D&O carriers has led some carriers to offer civil fines and penalties
coverage. 87 While it is still unclear exactly when and how much these
policies will actually pay out in the event of claims, it is important to note
that such coverage is now available.

When evaluating such coverage, however, companies should be
cautioned to read the policy terms very closely to understand exactly what
is being offered for the price. Endorsements may appear to be broad, but
may be limited by the statutes under which coverage is provided. For
example, a number of carriers are now offering coverage for a certain
amount of civil fines and penalties assessed under the Foreign Corrupt
Practices Act ("FCPA"). 88 However, the language of a given endorsement,
when read closely, may reveal that it provides coverage only to insured
individuals and only for civil penalties assessed by the Department of
Justice ("DOJ").89 It is important to understand exactly what coverage is
being offered so that surprises do not occur when trying to redeem such
coverage.

Another important consideration in fines and penalties coverage is the

83 Id. (quoting Level 3 Comm., Inc. v. Fed. Ins. Co., 272 F.3d 908, 910 (7th Cir.

2001)).
84 TIG Specialty, Ins. Co., 375 F.3d at 370.
85 Id.

86 Altenbaumer-Price & Johnston, supra note 34, at 7.
87 Id.

88 Raymond L. Sweigart and Rene L. Siemens, Insurance in the Wake of the United
Kingdom Bribery Act, PILLSBURY WINTHROP SHAW PITTMAN LLP (2011), available at
http://www.pillsburylaw.com/siteFiles/Publications/BylinedArticleInsurance in the
Wake-of the UnitedKingdom Bribery Act 07 01 2011 .pdf.

89 Kara Altenbaumer-Price, Global Anti-Corruption Enforcement and Trends,
Panelist before the Nat'l Ass'n of Corp. Dirs. Dallas Chapter (Nov. 1, 2011).
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actual language of the FCPA and similar statutes, as well as the reality of
settlements and whether such insurance could be tapped at all under the
terms of a government settlement. The FCPA, for example, states that
whenever a civil fine or penalty "is imposed ... upon any officer, director,
employee, agent, or stockholder of [an issuer], such fine may not be paid,
directly or indirectly, by [such issuer]." 90 Also, it is now standard language
in SEC settlement documents that individuals stipulate that their companies
will not pay their fines, including any payments from insurance proceeds. 9 1

Arguably this issue can be solved by assigning a portion of the D&O
premium to the fines and penalties coverage and requiring that amount to
be paid by individual officers and directors.

VI. EMERGING ISSUES

A. Foreign Corrupt Practices Act

Just in the area of the FCPA enforcement alone, in 2010 both the SEC
and the DOJ set records for the number of enforcement actions brought
under the Act.92 The SEC-which enforces the FCPA's anti-bribery and
books and records provisions against public companies-brought twenty-
six enforcement actions against alleged violators of the FCPA, up from
fourteen in 2009. 93 The DOJ-which enforces the FCPA's anti-bribery
provisions against both public and private companies-brought forty-eight
actions in 2010, almost double the twenty-six actions brought in 2009. 94 In
addition to the record-breaking numbers of actions, "2010 also saw eight of
the top ten settlements in terms of dollar value in the history of the FCPA,

the largest being a $400 million settlement with BAE Systems."'95 This
trend is only expected to continue with the establishment of a dedicated
FCPA enforcement team at the SEC, the U.K. Bribery Act 2010 which

90 15 U.S.C. § 78dd-2(g)(3) (2012).
9 E-mail from Spencer Barasch, Practice Leader, Corporate Compliance,

Investigations & Defense team at Andrews Kurth LLP, to Kara Altenbaumer-Price
(June 8, 2011) (on file with the authors).

92 See Lawrence J. Trautman & Kara Altenbaumer-Price, The Foreign Corrupt
Practices Act: Minefieldfor Directors, 6 VA. L. & Bus. REv. 145, 159 (2011) (citing
2010 Year-End FCPA Update, GIBsoN, DuNN & CRUTCHER L.L.P. (Jan. 3, 2011),
http://www.gibsondunn.com/publications/pages/201 OYear-EndFCPAUpdate.aspx)).

93 Id.
94 See 2010 Year-End FCPA Update, GIBSON, DUNN & CRUTCHER L.L.P. (Jan. 3,

2011), http://www.gibsondunn.com/publications/pages/201OYear-EndFCPAUpdate.
aspx (illustrating on a table and graphically the number of FCPA enforcement actions
by the DOJ and the SEC for the past seven years).

" Trautman & Altenbaumer-Price, supra note 92, at 159 (citing 2010 Year-End
FCPA Update, GIBsON, DUNN & CRUTCHER L.L.P. (Jan. 3, 2011),
http://www.gibsondunn.com/publications/pages/201OYear-EndFCPAUpdate.aspx)).
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became effective July 1, 2011, 96 and the passage of Dodd-Frank 9 7 and its
whistleblower bounty provisions, which explicitly include the FCPA.

B. Dodd-Frank Developments

Included in Dodd-Frank is a bounty program that entitles those who
report "original" information to the SEC or the Commodities Futures
Trading Commission (CFTC) between ten and thirty percent of any
monetary sanctions collected-including disgorgement-provided more
than $1 million in funds are collected.98 The program gives informants a
right to recovery of a percentage of all funds collected as a result of their
tip, including those collected in "related actions" by the DOJ, state•99

attorneys general, or other governmental and self-regulatory agencies.

The bounty program applies to all securities laws and expressly includes
monies collected for violations of the FCPA100-the sanctions for which
often number in the tens of millions of dollars. 101

The bounty program raises the likelihood for both public and private

96 Bruce Carton, More Companies Updating Anti-Corruption Policies to Satisfy

Stricter U.K. Bribery Act, COMPLIANCE WK. (June 9, 2011), available at
http://www.complianceweek.com/more-companies-updating-anti-corruption-policies-
to-satisfy-stricter-uk-bribery-act/article/204873/. See generally Lawrence J. Trautman,
Lawyers, Guns and Money - the UK Bribery Act: More Draconian than the Foreign
Corrupt Practices Act? (Mar. 26, 2012) (unpublished article) (on file with American
University Business Law Review).

97 See Dodd-Frank Wall Street Reform and Consumer Protection Act, 15 U.S.C. 78j-
4 (Supp. IV 2011) (concerning the recovery of erroneously awarded compensation).

98 Securities Exchange Act of 1934, § 21(F), 15 U.S.C. § 78a (2006). Section 21(F)
of the Securities Exchange Act of 1934.

99 See id. §21(F)(b)(1) ("In any covered judicial or administrative action, or related
action, the Commission, under regulations prescribed by the Commission... shall pay
an award or awards to 1 or more whistleblowers .... "); see also Press Release, SEC
No. 2011-167, SEC's New Whistleblower Program Takes Effect Today (Aug. 12,
2011), http://www.sec.gov./news/press/2011/2011-167.htm (explaining that Dodd-
Frank gives the SEC the authority to pay rewards to whistleblowers who provide timely
and new information about securities violation, leading to a successful SEC
enforcement action).

1oo See Key Provisions of the Dodd-Frank Act Broadly Implicate FCPA Compliance
Issues, Reward Whistleblowing for Securities Law Violations, WILLKIE FARR &
GALLAGHER LLP 1, 2 (2010), available at http://www.willkie.com/files/
tbl s29Publications%5CFileUpload5686%5C3440%5CKey-Provisions-Of-Dodd-
Frank-Act.pdf (noting that the Dodd-Frank Act also monitors business compliance with
the Foreign Corrupt Practices Act ); see also Trautman & Altenbaumer-Price, supra
note 92, at 149-50 (explaining how the FCPA functions and is enforced).

10' See Richard Deutsch & Kara Altenbaumer-Price, FCPA Prosecution: Lessons
Learned from Deferred and Non-Prosecution Agreements, in WESTLAw EXPERT
COMMENTARY SERIES: INTERNATIONAL BRIBERY: FCPA UPDATE 2011, 42 (Thomas
Reuters 2011), http://www.deloitte.com/assets/Dcom-UnitedStates/Local%20Assets/
Documents/us fas fcpafcpaupdate_2011 .pdf (examining a number of FCPA
settlements).
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companies of finding themselves the target of a government investigation
or enforcement action-even if allegations against them lack merit.
Indeed, months before the program was effective, the SEC had already
added a tip submission form on its website and reported a significant uptick
in the quality of tips after Dodd-Frank was signed into law. 102 Also, with
requirements under the bill to report to Congress on the effectiveness of the
whistleblower program, 103 and after criticism for failing to fully investigate
tips brought to it regarding the multibillion dollar Madoff and Stanford
ponzi schemes, the SEC is likely to take tips brought to it very seriously.

The increased likelihood of whistleblower tips to the SEC will also make
companies much more likely to self-report wrongdoing in an attempt to
avoid being beaten to the punch by a disgruntled tipster and missing out on
the benefits under the U.S. Sentencing Guidelines and government
prosecution policies for voluntary disclosure. 104  While the Dodd-Frank
bounty program applies only to the SEC and its own enforcement
programs, private companies are also likely to see an uptick in government
enforcement because governmental agencies commonly share information
between them for enforcement purposes. 10 5 If a private company is under
the auspices of any federal regulatory body, it could find itself the subject
of an investigation initiated by a disappointed whistleblower hoping for his
ten percent. Indeed, enforcement of the FCPA, which affects all U.S.
companies-whether public or private-that do business internationally,
has long been an area in which governmental agencies cooperate in
investigating companies and their officers and directors. 106

102 See Melanie Waddell, SEC Launches Whistleblower Webpage to Report

Violations, ADVISERONE.COM (Aug. 15, 2011), http://www.advisorone.com/2011/
08/15/sec-launches-whistleblower-webpage-to-report-viola (noting commentary by
Sean McKessey, head of the whistleblower office, who stated that the SEC saw an
increase in the quality of tips it received after the passage of Dodd-Frank).

103 See 15 U.S.C. § 78a (mandating that the Commission submit reports each year).

'04 UNITED STATES SENTENCING COMMISSION, U.S. SENTENCING GUIDELINES
MANUAL § 8C2.5(g) (2011), http://www.ussc.gov/Guidelines/2011_Guidelines/
ManualPDF/Chapter8.pdf (stating that if the organization self-reports the offense to
authorities, cooperates in the investigation, or accepts responsibility for its criminal
conduct, the organization may get penalty points removed from its overall culpability
score).

'o' See SEC, Supplemental Information for Persons Requested to Supply Information
Voluntarily or Directed to Supply Information Pursuant to a Commission Subpoena,
Form 1662, at 3 (2011), http://www.sec.gov/about/forms/secl662.pdf ("The
Commission often makes its files available to other governmental agencies, particularly
United States Attorneys and state prosecutors. There is a likelihood that information
supplied by you will be made available to such agencies where appropriate."),

106 See Lawrence J. Trautman & Kara Altenbaumer-Price, The Foreign Corrupt
Practices Act: Minefieldfor Directors, 6 VA. L. & Bus. REv. 145, 149-50, 158 (2011)
(indicating that the FCPA prohibitions apply to "virtually every company, whether
public or private," "anywhere in the world where they act," and that the SEC and DOJ
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C. Clawbacks

SOX allows the SEC to "claw back" incentive-based compensation from
any CFO or CEO after a restatement by their companies that involves
accounting misconduct. Specifically, Section 304 of the statute provides
that when a company restates its financials, the SEC can require the CEO
and CFO to pay back any incentive-based compensation if the restatement
was due to misconduct that caused material noncompliance with the
securities laws.1

0 7

There is no requirement in the statute that the CEO or CFO has engaged
in or even known about the misconduct before having his compensation
clawed back. "Until recently, this provision has been utilized sparingly and
only against executives who had some culpability in the misconduct.

However, in July 2009, the SEC used the provision for the first time to seek
the return of compensation from a CEO against whom no wrongdoing was
alleged. 109 Since that time, the SEC has used the provision a number of
additional times. 110 Dodd-Frank substantially broadens this.

Under the new law, a company must seek reimbursement of incentive-

have participated in prosecuting FCPA-related offenses).
107 See Sarbanes-Oxley Act, Pub. L. 107-204, § 304, 116 Stat. 778 (2002) (codified at

15 U.S.C. § 72 43(a)(1) (2006)) ("If an issuer is required to prepare an accounting
restatement due to the material noncompliance of the issuer, as a result of misconduct,
with any financial reporting requirement under the securities laws, the chief executive
officer of the issuer and the chief financial officer shall reimburse the issuer for ... any
bonus or other incentive-based... compensation ... ").

'0' Clawback of compensation under Sarbanes-Oxley for "innocent" executives, USI
SAGACITY NEWSLETTER, (USI Ins. Servs.), July 9, 2010, at 1; see also Kevin LaCroix,
Liability Without Culpability: A Deeply Troublesome Trend, D&O DIARY BLOG (Sept.
28, 2011, 3:16 AM), http://www.dandodiary.com/2011/09/articles/corporate-
govemance/liability-without-culpability-a-deeply-troublesome-trend/ (discussing the
provisions in SOX as part of the trend in recent decades of Congress enacting
numerous provisions imposing criminal liability on directors and officers regardless of
intent); Kevin LaCroix, Sarbanes-Oxley Act Clawbacks and D&O Insurance, D&O
DIARY BLOG (June 14, 2010, 3:54 AM), http://www.dandodiary.com/2010/06/
articles/d-o-insurance/sarbanesoxley-act-clawbacks-and-do-insurance/ ("The SEC has
already made it clear that it intends to use Section 304 to try to clawback compensation
from other CEOs and CFOs who are not alleged to have done anything wrong.").

1
0 9 See Press Release, SEC, SEC Seeks Return of $4 Million in Bonuses and Stock

Sale Profits From Former CEO of CSK Auto Corp.: Enforcement Action Is First Solely
Under "Clawback" Provision of Sarbanes-Oxley Act (July 22, 2009), available at
http://www.sec.gov/news/press/2009/2009-167.htm [hereinafter SEC Seeks Return]
(discussing the SEC's enforcement actions against the former CEO of CSK Auto
Corporation, Maynard L. Jenkins).

110 See LaCroix, Liability Without Culpability, supra note 108 (stating that former
Beazer Homes CFO was compelled to return $1.4 million in bonus compensation even
though he was not charged with any wrongdoing); Clawback of Compensation under
Sarbanes-Oxley for "Innocent" Executives, supra note 108, at 1; see also LaCroix,
Sarbanes-Oxley Act Clawbacks and D&O Insurance, supra note 108 (indicating that in
June 2010 the SEC settled a Section 304 filed against the former CEO of Diebold).
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based compensation from any current or former executive when it issues a
restatement regardless of whether that executive has any relationship to
financial reporting.111  Additionally, while SOX required misconduct on
the part of someone-even if not the CEO or CFO-in order to demand a
clawback, Dodd-Frank requires only material noncompliance with
accounting rules and regulations. The new misconduct provision-or
lack thereof--only deepens a coverage issue that had already begun to
surface under SOX, which we will address later in this article.

D. Beazer Homes USA

A typical example of a clawback action taken by the SEC is found in the
settlement announced March 3, 2011, with the CEO of Beazer Homes
USA, to recover bonus compensation and stock profits aggregating several
million dollars."13  According to the SEC's complaint, Atlanta-based
homebuilder Beazer CEO Ian J. McCarthy failed to reimburse the
Company "for bonuses, other incentive-based or equity-based
compensation, and profits from Beazer stock sales that he received during
the 12-month periods after his company filed fraudulent financial
statements during fiscal year 2006." 114 According to the Commission's
announcement:

The SEC brought previous enforcement actions against the company
and its former chief accounting officer who perpetrated the fraud. While
not personally charged with the misconduct, McCarthy is still required
under Section 304 of the Sarbanes-Oxley Act to reimburse the issuer for
incentive-based compensation and stock sale profits received during that
fraudulent period....

"Today's action makes clear that incentive compensation and stock

See James E. Earle & Allison Wilkerson, Dodd-Frank Clawbacks: Hot Issue for
2012, K&L GATES MEMO, 2 (Oct. 14 2011), available at http://www.klgates.com/
files/Publication/bb 10 169e-d26f-476f-ad8c-l3aadba484 1 f/Presentation/
PublicationAttachment/a8c 14bfa-f86f-459f-aal 8-9bea 1 3d9cd25/DoddFrank
Clawback.pdf (stating that Section 954 adds Section 10D to the Securities Exchange
Act of 1934, requiring companies to recover incentive-based compensation from the
current or former executive officer); Corporate Governance Issues, Including
Executive Compensation Disclosure and Related SRO Rules, SEC (Aug. 18, 2011),
http://www.sec.gov/spotlight/dodd-frank/corporategovemance.shtml [hereinafter
Corporate Governance] (indicating that the exchanges must prohibit the listing of
securities of the issuers that have not developed or implemented compensation claw-
back policies); Carlson, Leness & Altenbaumer-Price, supra note 30.

112 Earle & Wilkerson, supra note 111; Carlson, Leness & Altenbaumer-Price, supra
note 30.

113 Press Release, SEC, SEC Obtains Settlement With CEO to Recover
Compensation and Stock Profits He Received During Company's Fraud (March 3,
2011), available at http://www.sec.gov/news/press/2011/2011-61.htm [hereinafter
Press Release, SEC Obtains Settlement].

1 14
id.
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sale profits for CEOs and CFOs is subject to a clawback if received
while a company was deceiving its shareholders about financial results,"
said Robert Khuzami, Director of the SEC's Division of Enforcement.
"This provides an important incentive for senior executives to be vigilant
in preventing misconduct and ensuring that companies comply with
financial reporting requirements."

Rhea Kimble Dignam, Director of the SEC's Atlanta Regional Office,
added, "McCarthy was receiving millions of dollars in bonuses and other
incentive compensation while Beazer was misleading investors and
fraudulently overstating its income. Section 304 requires McCarthy to
reimburse Beazer for that compensation and profits on the sale of Beazer
stock."

Without admitting or denying the SEC's allegations, McCarthy agreed
to reimburse Beazer $6,479,281 in cash, 40,103 restricted stock units (or
its equivalent), and 78,763 shares of restricted stock (or its equivalent).
This reimbursement represents McCarthy's entire fiscal year 2006
incentive bonus ($5,706,949 in cash and 40,103 in restricted stock units),
$772,232 in stock sale profits, and 78,763 shares of restricted stock
granted in 2006.

Section 304 of the Sarbanes-Oxley Act requires reimbursement by
certain senior corporate executives of any bonus or other incentive-based
or equity-based compensation received during a period in which a
company was in material non-compliance with financial reporting
requirements due to misconduct, as well as profits from stock sales
during that same period. This can include an individual who has not
been personally charged with the underlying misconduct or alleged to
have otherwise violated the federal securities laws. 115

E. CSK Auto

In July 2009, the SEC initiated a clawback action against Maynard
Jenkins, the former CEO of CSK Auto after the company restated its 2002•, 116

to 2004 financials. Not only is Jenkins not alleged to have been
involved in or known about the accounting fraud at CSK, SEC documents
related to its enforcement actions against others at CSK allege that the
accounting scheme was actively hidden from him. 117 Jenkins's motion to
dismiss the SEC's clawback action was denied by the federal district court
for the District of Arizona in June 2010 because, as the Court found, the
triggering event in the statute for reimbursement is the company's

15 Id
116 See Press Release, SEC Seeks Return, supra note 109; Clawback of compensation

under Sarbanes-Oxley for "innocent" executives, supra note 108; LaCroix, Sarbanes-
Oxley Act Clawbacks and D&O Insurance, supra note 108.

117 SEC v. Jenkins, 718 F. Supp. 2d 1070, 1072-73 (D. Ariz. 2010).
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misconduct, not the CEO's or CFO's. 118 The Court based its reasoning
both on the plain language of the statute and the requirement elsewhere
under SOX that CEOs and CFOs certify their companies' annual and
quarterly reports. 119  Section 304, the Court held, gives an additional
incentive to executives to ensure rigorous internal controls when so
doing.

120

F. Other Clawback Actions

The action against Jenkins was one of the first examples of the SEC's
use of the "innocent" clawback, but not the last. 12  In a June 2010
litigation release, the agency announced that former Diebold CEO Walden
O'Dell had consented to the return of $470,016 in cash bonuses and
thousands of shares and stock options received due to his company's
restatement resulting from its fraudulent accounting practices. 12 2  Like
Jenkins, O'Dell is not alleged to have personally engaged in his former
company's fraud. 123 In another recent clawback action under SOX, the
SEC brought an administrative action in August 2010 seeking the return of
$2.3 million in bonuses paid to the CEO and former CFO of Navistar. 124

The rule-making process related to Dodd-Frank clawbacks was not yet
complete at the time of drafting this article, so the enforcement patterns as
to Dodd-Frank clawbacks are not yet known. 125

"'8 Id. at 1074.
" 9 Id. at 1074-75, 1077.
120 Id. at 1077.
121 See LaCroix, Sarbanes-Oxley Act Clawbacks and D&O Insurance, supra note 108

(discussing the issue of "innocent" executive clawbacks).
122 See Thomas P. Cimino, Jr., et al., SEC Uses Section 304 to Claw Back Incentive-

Based Compensation from "Innocent" Executives - SEC v. 0 'Dell & SEC v. Jenkins,
NAT'L L. REV. (Sep. 9, 2011), http://www.natlawreview.com/article/sec-uses-section-
304-to-claw-back-incentive-based-compensation-innocent-executives-sec-v-o-d;
LaCroix, Sarbanes-Oxley Act Clawbacks and D&O Insurance, supra note 108.

123 See Cimino, supra note 122; LaCroix, Sarbanes-Oxley Act Clawbacks and D&O
Insurance, supra note 108.

124 SEC v. Diebold Inc., Litig. Rels. No. 21543 Accounting and Auditing
Enforcement Release no. 3137, (June 2, 2010); In the Matter of Navistar International
Corp. et al.; Admin. Proc. Rels. No. 33-9132 (Aug. 5, 2010); William R. McLucas, et
al., SEC Wields The SOX 304 "Clawback" Provision, LAW360 (Dec. 6, 2010),
http://www.wilmerhale.com/files/Publication/5f62ad 16-9ffd-4738-aa4f-5a4ea79c3fca/
Presentation/PublicationAttachment/1 e0a9665-02f6-4d4d-97d4-62db 11405e32/
SEC%20Wields%20The%20SOX%20304%20'Clawback'%20Provision.pdf.

125 Michael S. Melbinger, SEC Formally Postpones Dodd-Frank Rulemaking (And

Rerun-Compensation Clawbacks and Political Mischief), WNSTON & STRAWN L.L.P.
EXEC. COMP. BLOG (Jan. 3, 2012), http://www.winston.com/
index.cfm?contentlD=19&itemlD=159&itemType=25&postid=753 (indicating that the
SEC has announced plans to issues rules on recovery of executive compensation during
the second half of 2012).
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G. D&O Coverage Issues Associated with Clawbacks

It is unlikely that the underlying repayment of any compensation under
either SOX or Dodd-Frank would be covered loss, because it would most
likely be interpreted to be an uncovered fine, penalty, or disgorgement, or
coverage of defense costs incurred in defending against a clawback effort
creating unique coverage issues under either statute.

First, while fines, penalties, and disgorgement are excluded from D&O
policies, defense costs for the underlying actions typically are covered.
However, D&O policies are usually triggered by an allegation of a
wrongful act by the director or officer or the entity (if entity coverage has
been purchased) from whom damages are being sought. This creates
difficulty in analyzing coverage under SOX because the misconduct did not
have to be committed by the individual from whom the reimbursement was
being sought. 12 7  Under Dodd-Frank, no misconduct is required for
clawback provisions to apply. 128 This "raises questions as to whether a
typical D&O policy would be triggered. Some experts have argued that
while a wrongful act by the CEO or CFO may not be alleged, a wrongful
act by another insured-the company-has been."1 29

Another potentially troubling area for D&O coverage is that typical
D&O policies contain exclusions for personal profit or advantage to which
the insured is not legally entitled.130 Here, although no wrongdoing on the
part of the CEO or CFO is required, it could be argued that, because the
compensation was based on earnings that were artificially inflated, the
executives were not entitled to the compensation they are being forced to
reimburse, thus invoking the personal profit exclusion.

Additionally, SOX clawbacks have a one-year clawback period 31;

126 But see, supra notes 60-64 and accompanying text.
127 E.g., LaCroix, Liability Without Culpability, supra note 108 (discussing Beazer

Homes CFO liability under SOX clawback without any allegation of personal
wrongdoing); Clawback of Compensation under Sarbanes-Oxley for "Innocent"
Executives, supra note 108 (discussing the problems that may arise with D&O
insurance policies because D&O policies generally only cover actions taken by the
director); accord LaCroix, Sarbanes-Oxley Act Clawbacks and D&O Insurance, supra
note 108 (explaining that D&O insurance covers actions taken by the individual
covered).
128 Sarbanes-Oxley Act of 2002 § 304, 15 U.S.C. §7243 (2002); Clawback of

Compensation, supra note 108; Carlson, Leness & Altenbaumer-Price, supra note 30;
Earle & Wilkerson, supra note 11; Liability Without Culpability, supra note 108.
"9 Clawback of Compensation, supra note 108, at 3; see Liability Without

Culpability, supra note 108; Sarbanes-Oxley Act Clawbacks and D&O Insurance,
supra note 108.

130 TIG Specialty Ins. Co., 375 F.3d at 370 (discussing the Person Profit Exclusion
which appeared in the relevant insurance policy).

"' 15 U.S.C. § 7243(a)(1).
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Dodd-Frank has a three-year period. 132 Despite the increased time period,
the amounts owed under Dodd-Frank may actually be smaller for a given
executive because the law covers only incentive-based compensation and
stock options, whereas SOX also includes all profits realized from the sale
of the company's securities during the same period. From a coverage
perspective, this longer clawback period could create issues in D&O
policies containing prior acts exclusion provisions which exclude from
coverage wrongful acts that took place in whole or in part prior to a certain
date because a carrier could argue that the wrongful acts also extend back
three years.

Under Dodd-Frank, all public companies are required to implement a
policy for affecting a clawback in the event that the company is required to
prepare an accounting restatement. 133 This policy requirement places the
onus on the company-rather than the SEC-for actually collecting the
reimbursement. 1  Because the company itself is both seeking and
receiving the clawback, a potential problem arises with the IVI exclusions
common in D&O policies. 135 Under IVI exclusions, coverage is excluded
for disputes among Insureds. 136 If it is an insured entity, rather than the
SEC, seeking the reimbursement from an insured individual, there may not
be coverage under many exclusions. 137

Insurance carriers are beginning to address these issues by explicitly
including defense costs associated with an action by the SEC for clawback
of compensation as covered loss. 138

VII. WHAT YOU CAN DO TO MINIMIZE D&O INSURANCE COSTS

D&O underwriters are in the business of underwriting risk and making a
profit from these endeavors. Obviously, anything a company can do to
reduce both perceived and actual risk should help you to minimize its
insurance expense.

132Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank) §
954(b)(2), 15 U.S.C. § 78j-4(b)(2) (2010); Carlson, Leness, & Altenbaumer-Price,
supra note 30; Earle & Wilkerson, supra note 111.

1' 15 U.S.C. § 78j-4; Carlson, Leness & Altenbaumer-Price, supra note 30; Earle &
Wilkerson, supra note 111.

134 15 U.S.C. § 78j-4; Carlson, Leness & Altenbaumer-Price, supra note 30; Earle &
Wilkerson, supra note 111.

135 Supra note 65 and accompanying text.
136 Id.

137 See LaCroix, Liability Without Culpability, supra note 108; Clawback of
compensation, supra note 108; LaCroix, Sarbanes-Oxley Act Clawbacks and D&O
Insurance, supra note 120 (discussing insurance issues with executive compensation
clawbacks).

138 E.g., Chartis Executive Edge Specimen Form, supra note 39, at 18 (including
SOX 304 costs as covered loss).
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A. D&O Premium as a Proxy for Good Corporate Governance

Baker and Griffith find that "D&O insurers seek to price policies
according to the risk posed by each corporate insured and that, in doing so,
they make a detailed inquiry into the corporate governance practices of the
prospective insured."' 139 Next, the process of underwriting

transforms the insured's expected losses from shareholder litigation into
an annual cost. Because the cost is, in part, a function of the quality of
the insured's corporate governance practices, it fulfills a necessary
condition for advancing the deterrence objectives of corporate and
securities law. Second, our findings also provide evidence that the
merits do matter in corporate and securities litigation. D&O insurers
have the greatest at stake in that question, and their conduct in risk
assessment and pricing demonstrates a belief that the merits matter.
Third, and finally, our findings offer a unique perspective on what (if
anything) matters in corporate governance, underscoring the role of
"deep governance" variables such as "culture" and "character" in
contrast to the formal governance structures commonly emphasized in
previous scholarship.

14

MIT Professor John Core has found a significant association between
premiums paid for D&O insurance and the quality of the firm's corporate
governance "by showing that measures of weak governance implied by the
D&O premium are positively related to excess CEO compensation."' 14 1 In
addition, Professor Core's research:

indicate[s] that D&O premiums are significantly higher when inside
control of share votes is greater, when inside ownership is lower, when
the board is comprised of fewer outside directors, when the CEO has
appointed more of the outside directors, and when inside officers have
employment contracts. In addition, . . . the results indicate that a
disclosure of any type of pending or prior litigation significantly
increases D&O premiums.142

B. The Canadian Experience

The SEC, unlike the Ontario Securities Commission, does not require
disclosure regarding D&O insurance. Professor Core contends that
"[e]xcess D&O premiums contain information about the quality of firms'
governance."' 143  He further contends that his research supports the
proposition that

139 Baker & Griffith, Predicting Corporate Governance, supra note 1, at 489.

...Id. at 140.
141 CORE, supra note 10, at 2.
142 Id. at 4.

143 Id. at 28.
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U.S. shareholders would find the independent assessment contained in
these premiums to be a useful summary of the likelihood of litigation
associated with firms' governance structures. [I]ndirect evidence . . .
suggests that this piece of summary information would also provide an
additional tool for assessing the relative effectiveness of firms'
governance structures in maximizing returns to outside shareholders. 144

VIII.CONCLUSION

Claims against officers and directors come in many forms, ranging from
common law claims for breach of fiduciary duty to shareholder class
actions for violations of the securities laws. Even when these allegations
are baseless, companies-as well as individual directors and officers-may
still face significant defense and settlement costs. D&O insurance, in
tandem with indemnification, is designed to protect against the legal
expenses of fighting litigation, as well as the underlying liability exposure.
Unlike many other forms of insurance, D&O insurance is not standard or
so-called "off the shelf' and is often highly negotiated and manuscripted to
meet the needs of a given company.

144 id
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I. INTRODUCTION

Anna Wintour once said, "[T]here is something about fashion that can
make people very nervous."1  Wintour, the legendary editor-in-chief of
Vogue magazine, may be correct in her assessment about the public's view
of the fashion industry. This statement, nevertheless, also rings true for
fashion designers who are nervous about the status of their creations 2 and
for the elected officials who they are pleading with for protection.3

Under the United States' current copyright law, a fashion designer's
original design is unprotected. 4  This lack of protection diminishes the
incentive of designers to produce original works, and deprives designers'
profits from their creations.5 In an industry that has a world market value
of over a trillion dollars,6 it is therefore crucial that designers' intellectual

The September Issue (A&E Indie Films 2009); see also Manohla Dargis, The
September Issue (2008): the Cameras Zoom In on Fashion's Empress, N.Y. TIMES
(Aug. 27, 2009), http://movies.nytimes.com/2009/O8/28/movies/28issue.html.

2 See Alissandra Burack, Is Fashion an Art Form That Should Be Protected or
Merely a Constantly Changing Replication of Popular Trends?, 17 VILL. SPORTS &
ENT. L.J. 605, 606 (2010) (noting that fashion designers are not afforded the full
breadth of intellectual property protection as other artists).
3 See id., at 624 (recounting that fashion designers have presented legislation to

Congress that would amend the United States Copyright Act to include fashion design).
4 See Knitwaves, Inc. v. Lollytogs Ltd., 71 F.3d 996, 1002 (2d Cir. 1995) ("As

'«useful article[s]>) ...having an intrinsic utilitarian function that is not merely to
portray the appearance of the article or to convey information,' . . . clothes are not
copyrightable.").
5 C. Scott Hemphill & Jeannie Suk, Op-Ed., Schumer's Project Runway, WALL ST. J.,

Aug. 24, 2010, at A13.
6 See DATAMONITOR, INDUSTRY PROFILE: GLOBAL APPAREL, ACCESSORIES &
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property rights are protected to the fullest extent.7 If the U.S. Congress
does not afford protection to fashion designers, they may choose not to
pursue careers in fashion,8 thus depriving the U.S. fashion industry from
their talent.

The influx of Asian designers in recent years has led to several becoming
household names. 9 New and popular designers like Jason Wu and Thakoon
are natives of Asia but have been educated and pursued their fashion
careers in the United States.'0 These Asian designers have gained attention
at the Council for Fashion Designers of America Awards.l" Further, Asian
students are a growing population of the student body at fashion design
schools such as the Fashion Institute of Technology and Parsons the New
School for Design.12

Throughout the world, the question of whether fashion designers can
protect their works under the intellectual property laws of their country is
hotly debated. 13  Europe addressed this question by granting designers

LuxuRY GOODS 9 (Apr. 2011), available at http://360.datamonitor.com/Product/
Download?pid= 12EFDE85-7E42-4174-87A2-144C08591CB 1 &role=Main
Deliverable&mimetype=application/pdf [hereinafter GLOBAL APPAREL] (valuating the
global apparel, accessories, and luxury goods market at $1.4 trillion in 2010).

7 See Intellectual Property in the Fashion Industry, WIPO MAG., May-June 2005, at
16, 19 [hereinafter WIPO MAG.] (noting that protecting intellectual property rights
serves to increase income through sales and licensing, improves market share, raises
profits margins, and reduces the risk of infringing on the intellectual property rights of
others).

8 See Loni Schutte, Copyright For Couture, 2011 DUKE L. & TECH. REv. 1, 16 (2011)
(petitioning Congress to adopt legislation that protects young fashion designers from
the harmful effects of copyists and counterfeiters).

9 See Eric Wilson, Asian-Americans Climb Fashion Industry Ladder, N.Y. TIMES,
Sept. 5, 2010, at Al (reporting that the 2010 New Designer of the Year awards were
given to three Asian designers).

10 See id. (chronicling Jason Wu's design career from his native country of Taiwan to
his education at Parsons New School for Design in New York City); see also
Jasondonaldlast, Thakoon - Anna Wintour & The September Issue, YouTube (Oct. 21,
2009), http://www.youtube.com/watch?v=LlIbFqUg6QE (picturing designer Thakoon
discussing Anna Wintour lending her assistance to land him a large design
collaboration with the Gap); September Issue, supra note 1.

"1 See Ella Alexander, The CFDA Winners, BRIT. VOGUE (June 7, 2011),
http://www.vogue.co.uk/news/2011/06/07/cfda-2011-winners (listing Alexander Wang
as the winner of Accessory Designer of the Year and Prabal Gurung as the winner of
the Swarovski Award for Womenswear).

12 See Wilson, supra note 9, at A4 (noting that seventy percent of the international
student body at Parsons comes from Asia and twenty-three percent of the student body
at the Fashion Institute of Technology is either Asian or Asian-American).

13 See L. J. Jackson, The Genuine Article, A.B.A. J., Jul. 2011, at 48, 54 (comparing
the views of Professor Susan Scafidi who is lobbying Congress for copyright protection
for designers with the view of Professor Christopher Sprigman and Professor Kal
Raustiala who both believe that the lack of copyright protection for fashion designers
drives the fashion industry).
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protection under the European Community's design regulation. 14  In
Australia, a designer's two-dimensional sketch or pattern can receive
copyright protection, but the designer loses copyright protection once he
transforms the sketch into a three-dimensional garment. 15 These differing
laws can make it difficult for the global fashion market to operate, which
makes it more attractive for designers to start their design careers in
countries that provide extensive copyright protection. 16

Consider the following hypothetical: a new designer creates a small line
of women's dresses with an original pattern, a specific cut, and an overall
appearance not seen before in stores.17 She begins selling her original
dresses online on e-commerce websites like Etsy, where designers can use
the website's platform to sell their goods in the global marketplace.18 She
also sells samples of her dresses at local markets, hoping one day to have
her line picked up by a major department store and to catapult her career to
the forefront of the fashion world. Her dress line becomes more popular,
online sales rise, and she becomes a main attraction at the local markets.
Due to all this good fortune, she is able to quit her full-time job and devote
her time to building her brand. Sometime later, she walks into a national
retailer and discovers that dresses identical to her design in various colors
are being sold in the retail store. Devastated by this discovery, she solicits
a lawyer to determine her rights and whether she has recourse against the

14 See Council Regulation No. 6/2002, art. 12, 2002 O.J. (L 3) 5 available at
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:L:2002:003:0001:
0024:EN:PDF (affording protection to designs that meet the criteria laid out in Section
1 of the legislation); see also Laura C. Marshall, Catwalk Copycats: Why Congress
Should Adopt a Modified Version of the Design Piracy Prohibition Act, 14 J. INTELL.
PROP. L. 305, 317 (2007) (commenting that fashion designers in Europe can find
intellectual property protection under France's copyright law the United Kingdom's
design right law, and the European Community design regulation).

15 See Copyright Act 1968 (Cth) s 32 (Austl.) available at
http://www.austlii.edu.au/au/legis/cth/consolact/ca1968133/; see also Rob Batty,
There Goes My Outfit: Copyright in the Fashion Industry in Australia and New
Zealand, 15 N.Z. L. & Bus. Q. 8, 23 (2009) (noting that because the policy behind
Australia's Copyright Act of 1968 is to prevent excessive copyright protection for
commercial products, once a designer commercializes a sketch it will lose copyright
protection).

16 See WIPO MAG., supra note 7, at 16 (arguing that the European Union is attractive
to fashion designers with tight budgets because it affords design protection without
registration).

17 See Amy Odell, Urban Outfitters Accused of Knocking Off More Jewelry, N.Y.
MAG. (May 26, 2011, 4:10 PM), http://nymag.com/daily/fashion/2011/05/
urban outfitters accused of kn.html (reporting a news story where Stevie Koerner, an
independent jewelry designer, sold her necklaces online and discovered that Urban
Outfitters, a national retailer, created and sold almost identical necklaces in its stores).

18 See About Etsy, ETSY, http://www.etsy.com/about?ref-ftabout (last visited Feb.
14, 2012) (advertising that designers can buy and sell their goods on Etsy's website).
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national retailer. The answer to this inquiry is that her intellectual property
will vary drastically depending on which country she lives in.19

This Comment compares the legal protection afforded to fashion
designers under the current copyright laws of India, China, and the United
States. It then argues that the United States should adopt more protective
provisions which include the original and functional aspects of fashion
design within its Copyright Act. Part II of this Comment examines the
fashion industries in the aforementioned countries and discusses the
copyright protection that each country currently affords its fashion
designers. Part III applies the domestic copyright laws of those three
countries to our struggling fashion designer hypothetical and subsequently
argues that, under the current laws, the United States provides more
copyright protection to fashion designers than China but both countries'
laws pale in comparison to the extensive copyright protection afforded to
fashion designers in India. Part IV of this Comment recommends that the
United States should adopt a law that explicitly protects fashion design as
copyrighted material for a limited amount of time, thus giving designers a
cause of action against infringing material. Part V concludes that the
United States should amend its copyright laws to protect the originality and
creativity of fashion designers in order to maintain its market share in the
global fashion industry.

II. NATIONAL COPYRIGHT LAWS IN INDIA, CHINA, AND THE UNITED
STATES: ALL THREE HAVE THRIVING FASHION INDUSTRIES BUT THE
COPYRIGHT PROTECTION AFFORDED TO FASHION DESIGNERS VARIES

SIGNIFICANTLY IN EACH COUNTRY

The global fashion industry includes apparel, accessories, and luxury
goods, and has a market value of $1.4 trillion.20 Almost two-thirds of the
industry's revenue comes from the Asia-Pacific region and the Americas.2

19 See, e.g., Matthew S. Miller, Piracy in Our Backyard: A Comparative Analysis of
the Implications of Fashion Copying in the United States for the International
Copyright Community, 2 J. INT'L MEDIA & ENT. L. 133, 139, 143 (2008) (comparing
the lack of copyright protection extended to the functional aspects of fashion designs
under the United States Copyright Act of 1976 and the copyright protection afforded to
functional and non-functional designs under France's Copyright Act of 1909).

20 See GLOBAL APPAREL, supra note 6, at 7 and 9 (reporting that the industry includes
men's, women's and children's clothing, jewelry, watches, and leather goods).

21 See GLOBAL APPAREL, supra note 6, at 12 fig. 3 (diagramming that the Asia-
Pacific region accounts for 27.3% of the global fashion industry's revenue and the
Americas account for 33.7% of the total revenue); see also Countries in Asia-Pacific,
DATAMONITOR360, http://360.datamonitor.com/Browse?nav=4294855170+348 (last
visited Mar. 5, 2012); Countries in North America, DATAMONITOR360,
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Fashion apparel design sales comprise a large majority of the global
fashion industry.22 The fashion and apparel industry is rapidly growing and
projected to reach $1.69 trillion in revenue by the year 2015.23 The crux of
this growing industry is the creation of new designs for each fashion
season.

24

The global business of fashion is a significant part of the global economy
and should therefore receive intellectual property rights to protect its
growth. 25 To evaluate the effectiveness of a country's fashion designer
copyright protection, one must first understand the country's current
fashion industry and its history. The second step is then to establish which
items are afforded copyright protection using the relevant legal instrument.
From there, one can determine the degree of copyright protection afforded
to a designer and how a designer can exercise her intellectual property
rights to the fullest extent of that country's law.

A. Indian Copyright Law: India affords extensive intellectual property
protection to a fashion designer's creative work and has a blossoming

fashion industry

India's emerging fashion industry has grown tremendously within the
past ten years.26 In a 2008 article, India's designer fashion industry was
estimated to generate anywhere from $50 million to $250 million for the
Indian economy.27 Each year the country holds about ten Fashion Weeks
where designers showcase their new lines for the season.28 While designer

http://360.datamonitor.com/Browse?nav=4294855257+348 (last visited Mar. 5, 2012);
Countries in South and Central America, DATAMONITOR360,
http://360.datamonitor.com/Browse?nav=4294855220+348 (last visited Mar. 5, 2012)
(noting that the Asia-Pacific region is comprised of many countries, including
Australia, China, Japan, India, Singapore, South Korea, and Taiwan. The Americas
consist of countries like Brazil, Canada, Mexico, and the United States).

22 See GLOBAL APPAREL, supra note 6, at 11 fig. 2 (graphing that men's, women's,
and children's apparel consists of 80.4% of the overall industry).

23 See id. at 9 (projecting that the annual growth rate for the fashion and apparel
industry will be 3.3.% between the years 2010 to 2015).

24 See WIPO MAG., supra note 7, at 16 ("At the heart of fashion are fresh, new
designs.").

25 See GLOBAL APPAREL, supra note 6, at 9 (reporting that the market grew at a 2.7%
annual growth rate from the years 2006 to 2010 and is projected to accelerate to an
annual growth rate of 3.3% from 2010 to 2015).

26 See Mian Ridge, India Fashion Week Sees Surge in Overseas Buyers, WOMEN'S
WEAR DAILY, Mar. 24, 2008, at 8 (reporting India's first fashion week was in 2000 and
in 2008 more than eighty Indian designers showcased their creations at India's fashion
week).

27 Id. at 8.
28 No Time for Copyright, Say Indian Designers, THE TIMES OF INDIA, (June 8, 2011,

12:00 AM) http://articles.timesofindia.indiatimes.com/lifestyle/fashion/designers/No-
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fashion is an emerging business in India, clothing manufacturing has been
one of the nation's major industries for a number of years. 29 Fabric and
textiles represent about one third of the country's exports. 30  However,
these exports are "largely lower-end products for big Western retailers.3

The exportation of textiles consequently employs a large portion of India's
population of 1.2 billion people.32 While textile exports account for a large
portion of business in India, fashion design is still a relatively small
fraction of the country's economy.

Overseas retail buyers are attracted to the unique textiles and exceptional
fabric colors that India manufactures, 33 and young Indian designers have
the potential to be the future of India's emerging fashion industry.34 Many
believe that the blending of Indian craftsmanship and Western silhouettes
will create a huge opportunity for Indian designers to become worldwide
fashion leaders in the future.35  However, globalization could create
complications in determining the intellectual property rights of the
designers.36

India's law is already prepared for the emergence of this new fashion

time-for-copyright-say-Indian-designers/articleshow/8159545.cms; see also Brian
Bremner & Nandini Lakshman, India Craves the Catwalk, BLOOMBERG BUSINESSWEEK
ONLINE (Apr. 3, 2007, 5:55 PM), http://www.businessweek.com/globalbiz/
content/apr2007/gb20070403_994791.htm (mentioning that Wills Lifestyle India
Fashion Week and Lakme India Fashion Week are two of the country's notable fashion
gatherings attracting international designers).

29 See Bremner & Lakshman, supra note 28 (noting that India has a "long and
venerable history as a textile manufacturer").

30 See id. (stating that cotton, jute, silk, wool, and other fabrics comprise one third of
India's exports).

31 See id (providing Banana Republic and Gap as examples of western retailers).
32 See id (observing that the production of textiles employs about thirty-five million

people in India); see also India Data, THE WORLD BANK,
http://data.worldbank.org/country/india (last visited Feb. 10, 2012); India, CIA WORLD
FACTBOOK, https://www.cia.gov/library/publications/the-world-factbook/geos/in.html
(last visited Mar. 15, 2012).
33 See Ridge, supra note 26, at 8 (quoting Katsuhiro In, a buyer from Tokyo) ("The

colors are beautiful and the fabrics are good ....").
34 See Bremner & Lakshman, supra note 28 (describing the recognition in the global

fashion industry of two young Indian designers, Raghavendra Rathore and Sonali
Mansingka).

35 See id. (quoting Rathi Vinay Jaha, the director of Fashion Design Council of India)
("In the last five years, many Indian designers also studied abroad, which has helped
India become center stage").

36 See Navdeep Kaur Tucker, Musical Copyright Infringement in Bollywood, 26 ENT.
& SPORTS L., Spring 2008, at 19 (pointing out that one major difference between U.S.
and Indian copyright law is that India's "fair dealing" exception has a much narrower
view than the "fair use" defense in the United States).
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industry.37 The two legal instruments in India's current legal doctrine that
fashion designers can use for protection are the Indian Copyright Act of
195738 and the Designs Act of 2000. 39

The Indian Copyright Act of 1957 affords comprehensive protection to
musical, dramatic, literary, and artistic works.40 The definition of "artistic
work" includes drawings,41 which also accommodates drawings of fashion
apparel.42 The accommodation of drawings of fashion apparel into the
definition of "artistic work" came in 2008, when the Delhi High Court held
that garments and accessories as well as printed patterns and embroidery on
the fabric are "artistic works" protected under section 2(c)(i) of the Indian
Copyright Act of 1957.43

Under the Indian Copyright Act, a copyright exists for the lifetime of the
copyright holder and for sixty years after the holder's death. 44 The author
or creator of the work is the first owner of the copyright in a work.45 The
owner of a copyright may also assign the copyright to any person, either in
whole or in part.46

In India, a copyright comes into existence as soon as a work is created.47

Under Indian law, the copyright owner may request a certificate of
registration. 4 A derivative work is referred to as an "adaptation" and is

37 Biana Borukhovich, Note, Fashion Design: The Work of Art That is Still
Unrecognized in the United States, 9 WAKE FOREST INTELL. PROP. L.J. 155, 166-67
(2009) (recognizing that India has provided intellectual property protection for its
fashion designers).

38 Copyright Act, No. 14 of 1957, INDIA CODE ch. I § 2 (2011), available at
http://indiacode.nic.in [hereinafter Indian Copyright Act].

39 Designs Act, No. 16 of 2000, INDIA CODE (2011), available at
http://indiacode.nic.in [hereinafter Indian Designs Act].

40 Indian Copyright Act, supra note 38, ch. I art. 2 § (c)(i).
41 Id. ("(c) artistic work means: (i) a painting, a sculpture, a drawing").
42 See Masrani v. Tahiliani Design Pvt. Ltd., FAO(OS) No. 393/2008 (India)

(holding that drawings made in the course of developing garments qualify as artistic
works).

43 See id (upholding an injunction against a designer from a producing garments that
were almost identical in cut and pattern to another designer's womenswear line).

44 Indian Copyright Act, supra note 38, ch. V art. 22.
45 See GOVERNMENT OF INDIA MINISTRY OF HUMAN RESOURCE DEVELOPMENT

DEPARTMENT OF SECONDARY EDUCATION AND HIGHER EDUCATION, A HAND BOOK OF
COPYRIGHT LAW, (July 24 1999), http://copyright.gov.in/documents/handbook.html
[hereinafter HAND BOOK OF COPYRIGHT LAW] (listing that the author of a work is the
person that creates the work such as a composer, producer, and photographer).

46 Id. (explaining that authors have the ability to assign the copyright for either the
whole term of the copyright or any part of the term).

47 See id. (noting that no formality is required for acquiring a copyright).
48 See Jishnu Guha, Note, Time for India's Intellectual Property Regime to Grow Up,

13 CARDOZO J. INT'L & COMP. L. 225, 230 (2005) (commenting that a certificate of
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protected under the Copyright Act.49 Only a creator of copyrighted work,
however, has the exclusive right to prepare an adaptation of the original
work.5°

The other legal instrument Indian designers look to for copyright
protection is the Designs Act of 2000.51 The Designs Act protects the non-
functional aspects of a design including the shape, pattern, composition of
line, and color and ornament.52

To receive protection under the Designs Act, a designer has to register
the design with the Controller General.53 Once a government examiner
approves a design, the owner of the design has a copyright in the design for
ten years after the date of registration.54 The design owner has a right of
action against any person who sells, imports for the purpose of sale, or
publishes "the design or any fraudulent or obvious imitation thereof., 55 A
successful suit may entitle a designer to monetary damages and
injunction.56 India affords extensive intellectual property protection to
fashion designers through its domestic copyright laws, while other
countries lack similar protection for the business of fashion.

B. Chinese Copyright Law: China'sfashion industry is among the
largest in the world, however the country offers limited intellectual

property rights to its fashion designers

China's fashion industry is growing rapidly and has received increased

registration is prima facie evidence in a court of law that a party holds the copyright).
49 See id. at 230 (defining a derivative work to be a work that recognizably borrows

from a copyrighted work).
50 See Indian Copyright Act, supra note 38, ch. I arts. 2, 14 (stating that the copyright

holder has the sole right to create an adaptation unless the holder has assigned the
copyright to another person).
51 Indian Designs Act, supra note 39; see also Manisha Singh Nair, Scanning the IP

Regime in Fashion, CHINA L. & PRAC., (February 2009),
http://www.chinalawandpractice.com/Article/2097524/Channel/9938/Scanning-the-IP-
regime-in-fashion.html (discussing that fashion designers use the Indian Designs Act
and the Indian Copyright Act to protect their works).
52 See Indian Designs Act, supra note 39, ch. I art. 2 § (d) ("'design' means only the

features of shape, configuration, pattern, ornament or composition of lines or colours
applied to any article whether in two dimensional or three dimensional... which in the
finished article appeal to and are judged solely by the eye.").
53 See id., ch. II art. 3 (requiring that examiners appointed by the Controller General

approve designs within the meaning of the Indian Designs Act).
54 See id. ch. III art. 11 (stating that an application for an extension on the copyright

of the design is possible for another five years).
" Id. ch. V art. 22 § (i) (recognizing that only the registered proprietor has the right

to license his design for sale).561d. ch. V art. 22 (limiting the recoverable damages to fifty thousand rupees).
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recognition as being a major player in the international fashion world.57

The growth is particularly prevalent in the luxury fashion area.58 Due to
their economy's booming growth, Chinese consumers are hungry for
luxury goods,59 and its designers are expected to feed such desires.60

Cultural differences between China and other industrialized civilizations,
however, lead to different appreciations and acknowledgments of
intellectual property rights.61  Consequently, the emergence of China as a
major player in the fashion business will create confusion over which
intellectual property rights designers can claim. 62

China recently established copyright laws to comply with international
standards, despite its long and often convoluted history of intellectual
property protection.63 Although the ruling government in ancient China
prohibited the unauthorized reproduction of books and government
documents, 64 which arguably created an early copyright system, many
believe the prohibition's purpose was not to protect the creativity of authors
and artists. 65 In 1910, China enacted its first copyright statute but the

57 See John Hartley & Lucy Montgomery, Fashion as Consumer Entrepreneurship:
Emergent Risk Culture, Social Network Markets, and the Launch of Vogue in China, 2
CHINESE J. COMM. 61, 70 (2009) (arguing that the anticipated launch of the Chinese
edition of Vogue marked a "decisive moment" in the development of Chinese fashion).

58 See Jaehee Jung & Dong Shen, Brand Equity of Luxury Fashion Brands Among
Chinese and US. Young Female Consumers, 17 J. EAST-WEST Bus., 48, 49 (2010)
(noting that China's consumption of luxury goods in 2009 comprised 27.5% of global
sales making it the world's second-largest luxury market).

59 See Antonella Ciancio, Milan Fashion Awaits Chinese Design Boom, REUTERS,
(Feb. 27, 2011, 11:44 AM), http://www.reuters.com/article/2011/02/27/us-italy-
fashion-china-idUSTRE71Q1RR20110227 (predicting China to become the "world's
biggest luxury market with sales of $14.6 billion in the next five years").

60 See id. (quoting Elio Fiorucci, an Italian designer and retailer) ("We know little
about Chinese sense of beauty. Chinese designers have got talent, they know all about
us and they will be the next big surprise.").

61 See, e.g., Chun-Hsien Chen, Explaining Different Enforcement Rates of
Intellectual Property Protection in the United States, Taiwan, and The People's
Republic of China, 10 TuL. J. TECH. & INTELL. PROP. 211, 215-16 (2007) (summarizing
Chinese cultural attitudes toward intellectual property as not finding offense in
imitation of an original work).

62 See Robert H. Hu, International Legal Protection of Trademark in China, 13
MARQ. INTELL. PROP. L. REV. 69, 104 (2009) (commenting on the extensive and
difficult negotiations between the United States Trade Representative and China).

63 See generally June Cohen Lazar, Protecting Ideas and Ideals: Copyright Law in
the People's Republic of China, 27 LAW & POL'Y INT'L Bus. 1185, 1186-91 (1995)
(recounting the evolution of copyright law in China's history from the Song Dynasty to
present day).

64 See id. at 1186 ("China was one of the first countries in the world to develop
printing and subsequently to encounter problems because of the unauthorized
reproduction of printed materials").

65 See id (asserting China's purpose of forbidding reproduction was to censor authors
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Communist Government of the People's Republic of China repealed the
statute in 1949.66 In 1979, with the United States Open Door Policy toward
China,67 the People's Republic of China was ready to welcome foreign
investment and trade.68

Some years after the initiation of the Open Door Policy, China amended
its national Copyright Law. 69  With the 1990 Copyright Law, China
demonstrated that it wanted a copyright system that complied with
international standards. 70 China's Copyright Law affords authors a
number of rights, including: the right of publication, the right to authorship,
the right to revise, the right to receive remuneration and use one's own
work, and the right to protect the integrity of one's work.7' Some have
argued that China's initial copyright law is similar to the European system
in that it is based in moral rights, 72 as opposed to the economic focus of the
U.S. copyright law.73 Whatever the purpose of China's 1990 Copyright
Law, it played a critical role in affording protection, inspiring creativity,
and encouraging the development of science and technology in China. 4

and preserve imperial power).
66 Id. (noting that official Marxist doctrine did not find value in artistic work).
67 E.g., Open Door Policy, ENCYCLOPEDIA BRITANNICA, http://www.britannica.com/

EBchecked/topic/429642/Open-Door-policy (last visited Feb. 14, 2012) (defining the
Open Door policy as a United States foreign policy toward China to encourage trade
and to reaffirm equal access to Chinese ports for trade).

68 See Julia Cheng, China's Copyright System: Rising to the Spirit of TRIPS Requires
an Internal Focus and WTO Membership, 21 FORDHAM INT'L L.J. 1941, 1941-42
(1998) (commenting that China had an interest in creating strong international trade
relations as a developing nation in 1979).

69 See Lazar, supra note 63, at 1188 (indicating that in 1990 China changed its
copyright laws to balance its ideological goals with U.S. and Japanese economic aims).

70 Cheng, supra note 68, at 1946 (noting that many Western nations agreed on
international standards under the TRIPS Agreement and China modeled its copyright
law after these standards).

71 Zhonghua Renmin Gongheguo zhu zuo quan fa [Copyright Law of China]
(promulgated by the Standing Comm. Nat'l People's Cong., Sept. 7, 1990, effective
June 1, 1991) art. 10 [hereinafter China Copyright Law 1990]; see also Lazar, supra
note 63, at 1193 (stating that authors receive protection for both moral and economic
interests).

72 See Ilhyung Lee, Culturally-Based Copyright Systems?: The U.S. and Korea in
Conflict, 79 WASH. U. L. Q. 1103, 1137 (2001) ("[Moral rights] include chiefly the
right of disclosure of the work, the right of author attribution, and the right of integrity
of the work. Authors' moral rights are most prominent in the continental countries,
especially in France.... ").

73 See Stewart E. Sterk, Rhetoric and Reality in Copyright Law, 94 MICH. L. REV.
1197, 1201 (1996) ( "Rhetoric accompanying the United States 1976 Copyright Act...
stressed economic incentives").

74 See Andrew Evans, Taming the Counterfeit Dragon: The WTO, TRIPS and
Chinese Amendments to Intellectual Property Laws, 31 GA. J. INT'L & COMP. L. 587,
609 (2003) (commenting that China's 1990 Copyright Law laid the foundation to
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The 1990 Copyright Law laid the groundwork to protect artists' rights
under intellectual property law but still lagged behind international
standards.75

The World Trade Organization ("WTO") is an international organization
whose primary purpose is to set international trade standards and to

encourage open trade to benefit all countries.7 6 As a member of the WTO,
China must comply with all WTO agreements.77 Among these agreements
is the Trade-Related Aspects of Intellectual Property Rights ("TRIPS")
Agreement which establishes minimum levels of protection for intellectual
property.78

The TRIPS Agreement is organized into seven parts, with Part II
providing standards for the protection of Intellectual Property Rights.79

Article 14 of Part II of the TRIPS Agreement extends copyright protection
to broadcasts, sounds recordings, and performance art but not to fashion
designs. 80  Part I of the TRIPS Agreement, which sets out general
provisions and basic principles, however, states that WTO members may
put into practice broader protection than required by the Agreement. 8'

In 2001, China revised its Copyright Law to be in compliance with the

TRIPS Agreement and subsequently gained admission to the WTO.82 Such

legally protect copyrights in China).
75 See id. (observing that the amendments to the Copyright Act "represents a

substantial step toward bringing copyright protection into closer accord with TRIPS.").
76 See The WTO . .. in Brief, WORLD TRADE ORG., http://www.wto.org/english/

thewto e/whatis e/inbrief e/inbr00 e.htm (last visited Feb. 19, 2012) ("[T]he World
Trade Organization (WTO) is the only international organization dealing with the
global rules of trade between nations. Its main function is to ensure that trade flows as
smoothly, predictably and freely as possible.").

77 See Understanding the WTO: What is the World Trade Organization?, WORLD
TRADE ORG., http://www.wto.org/english/thewtoe/whatis e/tif e/factl e.htm (last
visited Feb. 19, 2012) (explaining that members of the WTO-negotiate a set of rules to
establish a legal foundation for international commerce).

78 See Agreement on Trade-Related Aspects of Intellectual Property Rights, Apr. 15,
1994, Marrakesh Agreement Establishing the World Trade Organization, Annex 1C,
1869 U.N.T.S. 300 [hereinafter TRIPS Agreement] (stating that the purpose of the
TRIPS Agreement is to reduce distortions and impediments of international trade and
to promote effective protection of intellectual property rights).

79 See id., pt. II (listing that intellectual property includes copyright, trademarks,
industrial designs, patents, layout designs of integrated circuits, protection of
undisclosed information, and control of anti-competitive practices).

80 See id art. 14 (acknowledging protection for performers, producers of phonograms
and broadcasting organizations, but noticeably excluding fashion designers).

81 Id. art. 1.1 ("Members shall give effect to the provisions of this Agreement.
Members may, but shall not be obliged to, implement in their law more extensive
protection than is required by this Agreement, provided that such protection does not
contravene the provisions of this Agreement.").

82 See Evans, supra note 74, at 588 (observing that China brought itself closer to

2012



AMERICAN UNIVERSITYBUSINESS LA W REVIEW

changes signaled a shift away from China's socialist attitude and
gravitation towards protecting individuals' economic rights. 3 The 2001
Copyright Law granted a number of new categories of economic rights of a
copyright holder.8 4 Under China's current Copyright Law, works that are
copyrighted include: "(1) written works; (2) oral works; (3) musical,
dramatic, quyi, choreographic, and acrobatic art works; (4) works of fine art
and architecture; (5) photographic works; (6) cinematographic works... (7)
drawings of engineering designs, and product designs... ; (8) computer
software; (9) other works as provided in laws and administrative
regulations. '"8 5 This list noticeably does not include fashion design. 86

Since China amended its national copyright laws to comply with WTO
and TRIPS standards, the country lacked an incentive to afford a more
extensive copyright protection to copyright holders.8 7 Because China's
copyright protection meets the minimum standards of the TRIPS
Agreement, and the TRIPS Agreement does not include fashion design,
China's national copyright laws do not cover fashion design as a protected
work.

88

C. United States Copyright Law: The United States is the preeminent
leader in the global fashion industry, but it offers limited intellectual

property protection to its fashion designers

Fashion plays an enormous role in American culture and the revenues

TRIPS standards with the amendments to its Copyright Law); see also Eric Priest, The
Future of Music and Film Piracy in China, 21 BERKELEY TECH. L.J. 795, 811 (2006)
("The 2001 Copyright Law aimed to bring China into compliance with TRIPS and
account for challenges posed by new technologies.")

83 See Priest, supra note 82 (observing the change from China's "state-centered,
socialist philosophy" to the "privatization of rights").

84 See id. at 811 (listing the new economic rights to include "reproduction,
distribution, rental, exhibition, performance, screening, broadcasting, making
cinematographic works, and communication through an information network").

85 Zhonghua Renmin Gongheguo zhu zuo quan fa [Copyright Law of China]
(promulgated by the Standing Comm. Nat'l People's Cong., Feb. 26, 2010, effective
Apr. 1, 2010) art. 3 available at http://www.wipo.int/wipolex/en/text.jsp?
file id=186569 [hereinafter China Copyright Law 2001] (noting that the Copyright
Law was amended in October of 2001 and then again revised in February of 2010).

86 See id. art. 3 (lacking the inclusion of fashion design from the list of copyright
works).

87 Priest, supra note 82, at 811 (asserting that the 2001 Copyright Law was intended
to bring China into close agreement with TRIPS).

88 Compare China Copyright Law 2001, supra note 85, art. 10 cl. 2 (not including
fashion design in the list of works that are afforded copyright protection), with TRIPS
Agreement, supra note 78, art. 14 (neglecting to include fashion design in its list of
protected works).
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generated from the industry reflect its vital role in society.89 Consequently,
over 22,000 fashion designers were employed in the United States in
2008.90 In the United States, being a fashion designer is a coveted, and
therefore, very competitive job. 91 With such a lucrative and competitive
fashion industry, it is essential that designers' intellectual property rights be
protected so that the country's industry will not lose any of its profits. 92

Copyright protection finds its roots in the U.S. Constitution93 and was
further clarified with the enactment of the 1976 Copyright Act and its
subsequent case law. 94 Copyright protection is codified under 17 U.S.C.
§ 102, which protects "original works of authorship fixed in any tangible
medium of expression." 95 A work must be original to receive protection
under the Copyright Act.96 The U.S. Supreme Court held that the test for
originality is low and the author's work need only express a slight amount
of creativity to receive protection. 97

Under the U.S. Copyright Act, protection is not extended to useful
articles. 98 A useful article is an "article having intrinsic utilitarian function

89 See Marshall, supra note 14, at 307 (quantifying the number of fans of books,
magazines, and television shows dedicated solely to fashion to be in the millions).

90 See Fashion Designers, in Occupational Outlook Handbook 2010-2011, BUREAU

LAB. STAT., DEP'T OF LAB., http://www.bls.gov/oco/ocos291.htm#emply (last visited
on Nov. 19, 2011) [hereinafter BUREAU LAB. STAT.] (noting that the majority of fashion
designers are self-employed).

91 Id. ("keen competition for jobs is expected as many applicants are attracted to the
creativity and glamour associated with the occupation").

92 Cf Marshall, supra note 14, at 308 (comparing the extensive copyright protection
afforded to fashion magazine conglomerates and movie studios but not to fashion
designers).

93 See U.S. Const. art. I., § 8, cl. 8 ("To promote the Progress of Science and Useful
Arts, by securing for limited Times to Authors and Inventors the exclusive Right to
their respective Writings and Discoveries.").

94 See Raymond Shih Ray Ku, Jiayang Sun & Yiying Fan, Does Copyright Law
Promote Creativity? An Empirical Analysis of Copyright's Bounty, 62 VAND. L. REv.
1669, 1676 (2009) (recapping the expansion of copyright law in the United States after
the 1976 Copyright Act).

95 17 U.S.C. § 102(a) (2006).
96 See, e.g., Feist Publications, Inc. v. Rural Tel. Serv. Co., 499 U.S. 340, 345 (1991)

("To qualify for copyright protection, a work must be original to the author.").
97 See id. ("Original, as the term is used in copyright, means only that the work was

independently created by the author (as opposed to copied from other works), and that
it possesses at least some minimal degree of creativity .... To be sure, the requisite
level of creativity is extremely low; even a slight amount will suffice. The vast
majority of works make the grade quite easily, as they possess some creative spark, 'no
matter how crude, humble or obvious' it might be.")

98 Chosun Int'l, Inc. v. Chrishna Creations, Ltd., 413 F.3d 324, 328 (2d Cir. 2005)
("'useful articles', taken as a whole, are not eligible for copyright protection")
(emphasis in original).
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that is not merely to portray the appearance of the article or to convey
information." 99 The Copyright Act of 1976 only protects elements of the
artist's original work if those elements can be separated from the work's
utilitarian function. 00 Therefore, to receive protection under the U.S.
Copyright Act, an article of clothing must pass this "separability" test. 101

III. APPLICATION OF NATIONAL COPYRIGHT LAW TO FASHION DESIGNERS
IN INDIA, CHINA, AND THE UNITED STATES: THE CURRENT NATIONAL

COPYRIGHT LAWS AFFORD DIFFERENT DEGREES OF PROTECTION FOR
FASHION DESIGNERS, WHICH IMPACTS DESIGNERS' ABILITY TO CREATE

ORIGINAL WORKS AND STIFLES THE GLOBAL FASHION BUSINESS

The history and current climate of the fashion industries in India, China,
and the United States are very different.102  The intellectual property
protections offered by these countries are as varied as their fashion
industries and cultural histories. 0 3 In India, a fashion designer can protect
an entire garment under two different legal instruments; °4 in China, no
aspect of a designer's line is protected;10 5 and in the United States, a
designer's creation must pass the stringent separability test to receive
copyright protection. 0 6

99 17 U.S.C. § 102.
100 See, e.g., Mazer v. Stein, 347 U.S. 201, 218 (1954) (affirming copyright

protection for decorative lamps in the shape of male and female dancing figures).
101 E.g., Kieselstein-Cord v. Accessories by Pearl, Inc., 632 F.2d 989, 993-94 (2d Cir.

1980) (holding that a designer of decorative belt buckles was entitled to copyright
protection for the belt buckles because buckle decoration existed separately from the
utilitarian function of the buckle).

102 See Byoungho Jin et al., Comparison of Chinese and Indian Consumers'
Evaluative Criteria When Selecting Denim Jeans: A Conjoint Analysis, 14 J. Mktg. &
Mgmt. 180, 181 (201) (discussing the consumer preferences in the United States, India,
and China); Compare Stephanie Clifford, Even Marked Up, Luxury Goods Fly Off
Shelves, N.Y. TIMES (Aug. 4, 2011), at Al, available at http://www.nytimes.com/
2011/08/04/business/sales-of-luxury-goods-are-recovering-strongly.html (graphing a
steady flow of spending on luxury fashion goods in the United States in the last three
years and an eleven percent increase in July 2011), with Julia Robson, Dramatic
Jewelry is Having a 'Moment', THE NATIONAL (Nov. 20, 2011),
http://www.thenational.ae/lifestyle/fashion/dramatic-jewellery-is-having-a-moment
(detailing the recent influx of high-end apparel and fashion goods into the emerging
markets of India and China).

103 Supra Section II.
104 See Indian Copyright Act, supra note 38, at ch. I § 2 (affording protection to

patterns and sketches of designs); Indian Designs Act, supra note 39, at ch. I art. 2
(extending protection to the three-dimensional garment's functional and ornamental
features).

105 See China Copyright Law 2001, supra note 85, at arts. 3, 10 (not including
fashion design from the list of works afforded copyright protection).

106 See Pivot Point Int'l, Inc. v. Charlene Prods., Inc., 372 F.3d 913, 932 (7th Cir.
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The previously discussed hypothetical designer's dilemma described in
the Introduction further illustrates the similarities and differences between
the countries' copyright protections. By applying the hypothetical
designer's situation l07 to the relevant legal instruments, this Comment
determines her rights in each country. Availability of these rights,
however, is subject to where the designer resides.10 8 For purposes of the
Comment, the pattern of a garment refers to the design on the fabric of
which the garment is made, while the cut of a garment refers to the way the
garment is shaped. The overall appearance means the appearance of the
garment taken in its entirety, including its pattern, cut, and any extra
ornamentation such as buttons.

A. Current Indian Protection Afforded to Designers: India's Copyright
Act of 1957 and its Designs Act of 2000 protect the new designer's line of

dresses, including the sketches of the dress and the cut of the garment

Certain aspects of the hypothetical designer's line of dresses are
protected under the Indian Copyright Act of 1957 and the Designs Act of
2000.109 These two legal instruments provide protection for the designer's
garment sketches, pattern of the garment, and the garment's overall
appearance. 10 Fashion designers in India have frequently turned to the
Indian Copyright Act for protection." '1

The Indian Copyright Act of 1957 and its amendments protect literary,
dramatic, musical, and artistic works. 112 Artistic works include "drawing[s]

2004) (holding that creative products which "can be identified separately from, and are
capable of existing independently of, its utilitarian aspects" satisfy the conceptual
separability test and are afforded copyright protection) (quotations omitted).

107 See Odell, supra note 17 (describing the story of a young jewelry designer whose
necklace line was pirated by Urban Outfitters).

108 See WIPO MAG., supra note 7, at 17-19 (comparing intellectual property rights of
fashion designers in the European Union, Israel, Pakistan, and the United Kingdom).
109 Compare Indian Copyright Act, supra note 38, at ch. I § 2 (protecting drawings

and patterns of fashion designs), with Indian Designs Act, supra note 39, at ch. I art. 2
(affording legal protection to the three-dimensional garment).

"1O See Masrani v. Tahiliani Design Pvt. Ltd., FAO(OS) No. 393/2008 (holding that
the Indian Designs Act of 2000 and the Indian Copyright Act together will provide
protection for the sketch, the unique pattern, and the three-dimensional garment and
design itself).

I I See Manisha Singh Nair, Scanning the IP Regime in Fashion, CHINA L. & PRAC.
(Feb. 2009), http://www.chinalawandpractice.com/Article/2097524/Channel/9938/
Scanning-the-IP-regime-in-fashion.html ("The fashion industry in India is largely
regulated by the law of copyrights.").

112 Indian Copyright Act, supra note 38, at ch. I § 2; see also EMBASSY OF INDIA,
INTELL. PROP. RTS., www.indianembassy.org/intellectual-property-rights.php (last
visited Feb. 16, 2012) [hereinafter EMBASSY OF INDIA] ("The copyright law has been
amended periodically to keep pace with changing requirements.").
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(including a diagram, map, chart or plan)" as well as "any other work of
artistic craftsmanship." '1 13 Under this definition, the dress designer can start
copyrighting her creation at the beginning stages of design creation." 14

Many designers sketch their ideas to help them envision their work. 115 If
the designer starts her design career in India, she can protect her dress
sketches under the Indian Copyright Act because the sketches fit within the
definition of "drawings."

' 16

Under the Indian Copyright Act, a copyright exists for the lifetime of the
copyright holder and for sixty years after the holder's death. 117 Indian law
allows a copyright to come into existence as soon as a work is created, and
acquisition of the copyright is automatic." 8 However, during a copyright
infringement suit, an Indian court treats a certificate of registration as prima
facie evidence that a party owns the copyright." 9  Consequently, the
hypothetical designer's dress line is ripe to receive copyright protection as
soon as the dress sketches are in existence.120

A derivative work is a work that clearly borrows from a copyrighted
work and is referred to as an "adaptation" under Indian law.' 21  The

"13 Indian Copyright Act, supra note 38, at ch. I § 2(c).
14 See id. (including drawings and sketches under the list of protected works).

115 See generally Lisa Tilson, The Twilight Saga: Fashion Designers Sketch Bella's
Wedding Dress, INSTYLE.COM, http://www.instyle.com/instyle/package/general/
photos/O,,20241149_20299475_20661914,00.html (last visited Feb. 16, 2012, 2011)
(discussing how designer Christian Siriano sketched a wedding dress for the character
Bella in the Twilight series).

116 See Rajesh Masrani v. Tahiliani Design Pvt. Ltd., FAO(OS) No. 393/2008
("Drawings, which are artistic works under Section 2(c)(i) of the Copyright Act, 1957.
. are made in the course of developing both the garments or accessories as such and of

patterns for printing and/or embroidering on the fabric used.").
117 Indian Copyright Act, supra note 38, at ch. V art. 22; A HAND BOOK OF

COPYRIGHT LAW, supra note 45 ("The general rule is that copyright lasts for 60 years.
in the case of the original literary, dramatic, musical and artistic works, the 60-year
period is counted from the year following the death of the author. In the case of
cinematograph films, sound recordings, photographs, posthumous publications,
anonymous and pseudonymous publications, works of government and works of
international organisations, the 60-year period is counted from the date of
publication").

118 See A HAND BOOK OF COPYRIGHT LAW, supra note 45 ("Copyright comes into
existence as soon as a work is created and no formality is required to be completed for
acquiring copyright.").

119 See id. at 8 (asserting that registration of a copyright is prima facie evidence in a
court of law of copyright ownership); see also Guha, supra note 48, at 230 (analogizing
India's copyright registration requirements with U.S. copyright registration
requirements).

"' See Masrani, FAO(OS) No. 393/2008 (clarifying that the Indian Copyright Act
covers drawings of fashion designs).

121 See Indian Copyright Act, supra note 38, at ch. I art. 2 § (a)(ii) ("Interpretation..
(a) 'adaptation' means . . . (ii) in relation to a literary work or an artistic work, the
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Copyright Act states that a creator of copyrighted work has the exclusive
right to prepare derivative works based on the original work. 22 This means
that our designer is the exclusive rights holder and receives protection
under copyright law, which enables her to bring an infringement claim
against any work that recognizably, or substantially, copies her line of
dresses.123 However, a copyright is assignable under Indian law.' 24 The
designer may also assign her copyright over to a national retailer.125 If the
designer assigns the copyright over to the retailer, she must specify the
specific work, the rights assigned, the duration, 126 and the territorial extent
of the assignment. 27 This allows the designer to control when and where
her design may be sold and to what extent her design may be changed. 128

Once the garment is in three-dimensional form, the shape and the
ornaments of the designer's dress can be protected under the Indian
Designs Act of 2000.129 Under the Designs Act, a design's "shape,
configuration, pattern, ornament or composition of lines or colours applied
to any article" is protected as long as it is original. 130 This means that the
designer's three-dimensional line-by-line design of the dresses could be

conversion of the work into a dramatic work by way of performance in public or
otherwise ...."); see also Guha, supra note 48, at 230 (noting that adaptations of
musical works are protected under India's Copyright Act).
122 See Indian Copyright Act, supra note 38, at ch. III § 14 ("Meaning of copyright.

For the purposes of this Act, 'copyright' means the exclusive right, by virtue of, subject
to the provisions of, this [Act] ... (b) in the case of an artistic work, to do or authorise
the doing of any of the following acts, namely:- (i) to reproduce the work in any
material form; (ii) to publish the work; (iii) to include the work in any cinematograph
film; (iv) to make any adaptation of the work; (v) to do in relation to an adaptation of
the work any of the acts specified in relation to the work in clauses (i) to (iii).").
123 See A HAND BOOK OF COPYRIGHT LAW, supra note 45 (listing a common act of

infringement is the distribution of infringing copies for the purpose of trade or to such
an extent so as to affect the interest of the copyright holder).
124 See id. ("The owner of the copyright in an existing work or the prospective owner

of the copyright in a future work may be assign to any person the copyright either
wholly or partially and either generally or subject to limitations and either for the whole
term of the copyright or any part thereof").

125 See id (stating that rights are assignable to any person or corporation).
126 See id. (noting that if the duration of the copyright assignment is not stated, then

the default period of the assignment will be five years from the date of the assignment).
127 See id. (stating that if a territorial extent is not specified, then there is a

presumption that the copyright assignment may extend to within all of India).
128 See A HAND BOOK OF COPYRIGHT LAW, supra note 45 (noting that the copyright

holder can subject the assignment to limitations and can assign either part or the whole
copyright to another person).

129 Indian Designs Act, supra note 39, at ch. I, art. 2 §§ (d), (g).
130 Indian Designs Act, supra note 39, at ch. I, art. 2, §§ (d), (g) (defining original as

originating from the author of a design).
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protected.13 1 However, unlike the Indian Copyright Act where a copyright
exists at the mere start of the artwork, the Indian Designs Act requires a
person to register the design with the Controller General of Patents,
Designs and Trade Marks. 132 It should be noted that the designer's sketch
would not be afforded protection under the Designs Act because artistic
works as defined under the Indian Copyright Act are excluded from
protection under the Designs Act. 133

Nonetheless, there are limitations to which designs may be afforded
protection. 34 A design that is not new or original, 35 meaning a design that
is not wholly unique is not protected. 36  Perhaps the most important
limitation on registering a certain design is the prohibition on registering a
design that has been disclosed to the public anywhere in India, or in any
other country, prior to the filing date. 137 This limits our designer severely
because if she does not register her new design before disclosing her dress
line, she will be prohibited from registering her line and will thus lose
protection for her new creations. 138

131 See Indian Designs Act, supra note 39, at ch. I, art. 2 § (d) (affording legal
protection for the functional and ornamental aspects of two-dimensional and three-
dimensional designs); see also Kal Raustiala & Christopher Sprigman, The Piracy
Paradox Revisited, 61 STAN. L. REV. 1201, 1205-06 (2009) (defining a line-by-line
copy of a design as a copy that is visually indistinguishable from the original design).

132 Compare A HAND BOOK OF COPYRIGHT LAW, supra note 45 showing that
copyright under the Indian Copyright Act is formed once the piece of work is in
existence), with Indian Designs Act, supra note 39, at ch. H, arts. 3, 5 (requiring the
designer to register with the government in order to receive protection).

133 Indian Designs Act, supra note 39, at ch. I, art. 2 § (d) ("(d) 'design' ... does not
include ... any artistic work as defined in clause (c) of section 2 of the Copyright Act,
1957").

134 See Indian Designs Act, supra note 39, at ch. II, art. 4 (listing exceptions as to
which designs are prohibited from receiving protection under the Designs Act); see
also Indian Copyright Act, supra note 38, at ch. III, art. 15 § (b) (restricting copyright
protection on certain designs that are produced more than fifty times).

135 See Indian Designs Act, supra note 39, at ch. I, art. 2 § (g) ("(g) 'original', in
relation to a design, means originating from the author of such design and includes the
cases which though old in themselves yet are new in application.").

136 See Indian Designs Act, supra note 39, at ch. 1I, art. 4 (prohibiting the registration
of designs that are not original).

137 Indian Designs Act, supra note 39, at ch. II, art. 4 § (b).
138 See Indian Designs Act, supra note 39, at ch. II, art. 4 § (b) (forbidding the

registration of a design that has been disclosed anywhere "by publication in tangible
form or by use or in any other way" prior to the application for registration, where
tangible form means the physical dress itself).
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B. Current Chinese Protection Afforded Designers: China's current
copyright law does not protect fashion sketches and therefore the

designer's original pattern or the overall appearance of the garment will
not be afforded copyright protection

China is becoming a world leader in fashion 39 and designers will
inevitably want to know their intellectual property rights in China.
Western designers have drawn inspiration from China for years and many
designers have chosen China as their new market. 40

Applying China's current copyright law to our designer's dilemma, the
designer's dress line is not protected under China's Copyright Law of 2001
because the law only protects works that are written, orally communicated,
or drawn.14

1 In 2001, China amended its Copyright Law to include
acrobatic performances, artistic, and literary works published on the
Internet, and architectural design.142  Despite such liberalizing
developments, fashion design is still omitted from the list of protected
works. 1

43

The amendments to the national copyright law are viewed as shifting
away from protecting copyrights for moral reasons and moving toward

139 See Amy Odell, Chinese Vogue is So Fat in the Best Way, N.Y. MAG.
(Apr. 26, 2011, 4:25 PM), http://nymag.com/daily/fashion/2011/04/
chinese vogue-is so fat in the.html (reporting that consultants at McKinsey have
projected that China will become the world's biggest luxury market and home for
fashion designers); see also Lara Farrar, Will Chinese Designers Get Left Behind in
China's Fashion Boom?, CNN LIVING (Sept. 29, 2011, 1:27 PM),
http://www.cnn.com/2011/09/15/living/china-fashion-designers/index.html,
(recognizing that the fashion industry in China is "exploding" and Chinese domestic
brands are becoming increasingly popular).).

140 See Jim Shi, Diane von Furstenberg Raises Red Lanterns in Shanghai for
Exhibition Opening, BIzBASH (Apr. 7, 2011, 12:45 PM),
http://www.bizbash.com/diane von furstenberg raises red-lantems in shanghaifor_
exhibitionopening/newyork/story/20363 (blogging about Karl Lagerfeld's Fall/Winter
2010 collection for Chanel, which was inspired by an imaginary journey of CoCo
Chanel from Paris to Shanghai and Miuccia Prada and Diane Von Furstenberg have
chosen Beijing and Shanghai, respectively, for important brand events).

141 See China Copyright Law 2001, supra note 85, at art. 3; see also Darya Haag,
Time to Pav the Dues or Can Intellectual Property Rights Feel Safe with the WTO?, 8
RICH. J. GLOBAL L. & BUS. 427, 444 (2009) (asserting that a work under China's
Copyright Law does not receive copyright protection unless the work receives
censorship approval first; thus, before the work receives censorship clearance it is
prohibited in accordance with Article 4 of the China Copyright Law).

142 China Copyright Law 2001, supra note 85, at arts. 3, 10; see also Evans, supra
note 74, at 609 (asserting that the amendments to China's Copyright Law in 2001
include live and recorded performances and also help secure intellectual property rights
for work that is published on information networks).

143 See China Copyright Law 2001, supra note 85, at arts. 3, 10 (neglecting to include
fashion design).
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protecting copyrights for economic reasons. 144 The Copyright Law's text
lists the following objectives: to protect "the copyright [interests] of
authors in their literary, artistic, and scientific works," to encourage
creation, and to promote the development of socialism's culture and
scientific institutions.145  China amended its Copyright Law to include
more works in order to gain admission to the WTO and to recognize the
economic rights of the copyright holder.1 46 The current Copyright Act
extends protection to written, oral, musical, photographic and
cinematographic works, as well as drawings of engineering designs,
product designs, and architecture. 147 Under the categories listed in Article
3, the only drawings that are afforded copyright protection are drawings of
engineering designs and product designs. 148 The designer cannot protect
her sketches under this legal instrument because her sketches do not qualify
as drawings of engineering designs or product designs. 149 Hence, Chinese
Copyright Law will not protect the cut and overall appearance of the dress
because it does not fall under one of the categories of protected "works."' 150

144 See, e.g., Priest, supra note 82, at 811 (describing China's change in intellectual
property law to afford more protection to copyright holders under a more economic-
centric view); see also Robert S. Rogoyski & Kenneth Basin, The Bloody Case That
Started From a Parody: American Intellectual Property and the Pursuit of Democratic
Ideals in Modern China, 16 UCLA ENT. L. REv. 237, 250-51 (2009) (concluding the
United States placed pressure on China to change its copyright laws because of
economic and trade interests and to improve market access to China).

145 China Copyright Law 2001, supra note 85, at art. 1; see also Anna-Liisa
Jacobson, The New Chinese Dynasty: How the United States and International
Intellectual Property Laws are Failing to Protect Consumers and Inventors from
Counterfeiting, 7 RICH. J. GLOBAL L. & Bus. 45, 57 (2008) (classifying the objectives
of the Copyright Law as the protection of work, encouragement of new creations, and
promoting development).

146 See, e.g., Oliver Ting, Comment, Pirates of the Orient: China, Film Piracy, and
Hollywood, 14 VILL. SPORTS & ENT. L.J. 399, 404-05 (2007) (recognizing that China's
Copyright Law was created to protect both the moral and economic rights of
individuals but the Copyright Law was amended to satisfy the TRIPS Agreement
because of the country's desire to join the WTO).

147 China Copyright Law 2001, supra note 85, at art. 3.
148 See id. at art. 3 (qualifying that only engineering or product design drawings are

afforded protection).
149 Cf id. at art. 3 (specifying that only drawings of engineering and product designs

are afforded protection). But see Marc H. Greenberg, The Sly Rabbit and the Three C's:
China, Copyright and Calligraphy, 7 LoY. U. CHI. INT'L L. REv. 163, 168 (2010)
(recounting that in 2004 the Beijing No. 1 Intermediate People Court held that
illustrations in a children's book were improperly reproduced but the court did not go
so far as to say they were protected or to describe how they fell into the Article 3
definition.).
1s0 See China Copyright Law 2001, supra note 85, at art. 3 (affording protection to

only oral, written, architecture, musical, photographic, cinematographic, engineering
design, and computer software works).
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Additionally, the original pattern of the dress is not protected under the
2001 Copyright Law for the same reason as the overall appearance of the
garment. 

151

The rights afforded to fashion designers in China are extremely limited
because China's Copyright Law only protects works that are written, orally
communicated, or drawn in relation to engineering or product designs. 152 If
China's fashion industry is going to grow as expected, the country should
consider amending its copyright laws once again.153

C. Current U.S. Protection Afforded to Designers: The United States
Copyright Act may protect the sketches and original pattern of a designer's

dress line but not the garment itself

When applying the current United States copyright law to the
hypothetical designer's dilemma, the creative aspects of the dress will have
to be separated from the dress's functional aspect because only the former
is copyrightable.1 1

4 In the United States, copyright protection cannot apply
to fashion design because clothing's utilitarian nature cannot be separated
from its original and artistic nature. 55  The designer's dress design
therefore cannot be copyrightable by virtue of its utilitarian function. 156

The United States Copyright Act is intended to establish economic rights
as well as to encourage production of literary or artistic works.1 57 Works
that are subject to copyright protection are diverse and include literature,

151 See id (not including patterns and textiles from the works afforded copyright
protection under the China Copyright Law).

152 Id.
153 See Brent T. Yonehara, Enter the Dragon: China's WTO Accession, Film Piracy

and Prospects for the Enforcement of Copyright Laws, 9 UCLA ENT. L. REv. 389, 416,
419 (2002) (acknowledging China's Copyright Law as a "work in progress" but calling
for stronger enforcement of China's intellectual property laws via WTO dispute
settlement).

154 See Brandon Scruggs, Comment, Should Fashion Design be Copyrightable?, 6
Nw. J. TECH. & INTELL. PROP. 122, 127 (2007) (identifying the separability test for
copyrighting fashion garments).

155 Compare Scruggs, supra note 154, at 127 (noting that in the United States a
designer will have to pass the separability test to receive protection under U.S. law)
with Borukhovich, supra note 37, at 167-68 (noting that the French law provides the
most liberal protection to designs because it "forbids the exclusion of copyright
protection solely on the basis of the work's utilitarian function.").

156 See Express, LLC v. Fetish Grp., Inc., 424 F. Supp. 2d 1211, 1224 (C.D. Cal.
2006) (holding that, as a general rule, items of clothing are not afforded copyright
protection because they are considered useful articles).

157 See Washingtonian Pub. Co. v. Pearson, 306 U.S. 30, 36 (1939) (noting that the
1909 Copyright Act affords valuable rights to publishers and authors).
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art, music, and architectural drawings. 58 Only original works are entitled
to copyright protection. 159 The Supreme Court has stated that the test for
originality is low, requiring only a minimal level of creativity. 60  The
circuit courts have further refined this test by emphasizing that while the
test for establishing creativity is low, "it is not negligible."' 61 Under this
analysis, the designer's dress line, which is novel in both pattern and
design, should be protected under the Copyright Act's standard of
originality; however, it is not.

The seminal case of Mazer v. Stein established the "useful article"
doctrine.162 The useful article doctrine, also referred to as the utilitarian
doctrine, denies copyright protection to useful articles in the fashion
industry. 63  The statutory language of the Copyright Act states that a
design will receive copyright protection to the extent that the design's
features can be distinguished from the "utilitarian aspects of the article."' 164

Courts can deny copyright protection to clothing by invoking the utilitarian

158 17 U.S.C. § 102 (2006) ("Works of authorship include the following categories:
(1) literary works; (2) musical works, including any accompanying words; (3) dramatic
works, including any accompanying music; (4) pantomimes and choreographic works;
(5) pictorial, graphic, and sculptural works; (6) motion pictures and other audiovisual
works; (7) sound recordings; and (8) architectural works.").

159 See 17 U.S.C. §§ 101, 102 (stating that only original works are protected but that
such original works can be formed by a compilation of facts or materials to form a
novel work or by modifying a preexisting work to form a new derivative work); see,
e.g., Waldman Pub. Corp. v. Landoll, Inc., 43 F.3d 775, 782 (2d Cir. 1994) ("A
derivative work is copyrightable if it is sufficiently original .... The law requires more
than a modicum of originality. This has been interpreted to require a distinguishable
variation that is more than merely trivial.").

16 0 See Feist Publ'ns, Inc. v. Rural Tel. Serv. Co., 499 U.S. 340, 345 (1991) (holding
that even a minimal amount of creativity will suffice to deem a work original).

161 E.g., Satava v. Lowry, 323 F.3d 805, 810 (9th Cir. 2003) (internal quotation
marks omitted) ("There must be something more than a 'merely trivial' variation,
something recognizably the artist's own."); Coquico, Inc. v, Rodriguez-Miranda, 562
F.3d 62, 70 (1st Cir. 2009) (holding that the defendant's plush toy infringed on the
plaintiffs copyrighted plush toy even though there was a slight variation in color,
different hang tags, difference in the sizes of the faces and toes, and the appearance of
brass buttons).

162 Mazer v. Stein, 347 U.S. 201, 218 (1954) (upholding the validity of copyrights
obtained for statuettes of dancing figures despite the fact that they were used as bases
for table lamps).

163 See Susanna Monseau, European Design Rights: A Model for the Protection ofAll
Designers from Piracy, 48 AM. Bus. L.J. 27, 41 (2011) (concluding that the test would
not provide protection for the works of fashion designers).

164 See 17 U.S.C. § 101 (2006) ("[T]he design of a useful article, as defined in this
section, shall be considered a pictorial, graphic, or sculptural work only if, and only to
the extent that, such design incorporates pictorial, graphic, or sculptural features that
can be identified separately from, and are capable of existing independently of, the
utilitarian aspects of the article.").
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doctrine. 165  Many courts hold that most fashion designs fail this test
because, even if the designer's creation is original, the courts see the design
as serving the basic function of protecting and covering the body. 166

Therefore, no matter how original or creative the designs are, the artist's
original dress design, cut, and appearance will not be protected because the
article of clothing has "an intrinsic utilitarian function" that cannot be
separated from the original useful elements of the design.167

Fabric or pattern design alone, however, has received copyright
protection under the Copyright Act of 1976, despite its possible utilitarian
function. 168 The original pattern on the dress may be protected under the
Copyright Act because the pattern design can be separated from the
utilitarian function of the garment, making it subject to protection. 169 The
designer can have the pattern registered for copyright protection 70 with the
Register of Copyrights, which affords the designer the most extensive
copyright protection.171  In sum, U.S. law can protect the designer's
original pattern but cannot protect the creative cut and overall appearance
of her dress line. 172

165 See Sunila Sreepada, The New Black: Trademark Protection for Color Marks in

the Fashion Industry, 19 FORDHAM INTELL. PROP. MEDIA & ENT. L.J. 1131, 1135-36
(2009) (explaining that courts call upon the utilitarian doctrine to distinguish between
the artistic elements of a garment and its utilitarian function to cover the body).

166 E.g., Celebration Int'l Inc. v. Chosun Int'l, Inc., 234 F. Supp. 2d 905, 912 (S.D.
Ind. 2002) ("[C]lothing garments, clearly have a utilitarian aspect because they cover
the wearer's body and protect the wearer from the elements.").

167 See Whimsicality, Inc. v. Rubie's Costume Co., 891 F.2d 452, 455 (2d Cir. 1989)
(citing Fashion Originators Guild v. FTC, 114 F.2d 80, 84 (2d Cir. 1940), aff'd, 312
U.S. 457 (1941)) ("We have long held that clothes, as useful articles, are not
copyrightable.").

168 Hamil Am. Inc. v. GFI, 193 F.3d 92, 98, 99, 103 (2d Cir. 1999) (extending
copyright protection to fabric designs and finding that the defendant infringed on the
plaintiffs floral design on fabric); Folio Impressions, Inc. v. Byer Cal., 937 F.2d 759,
762-63 (2d Cir. 1991) (interpreting the word "writings" in the Copyright Clause of the
U.S. Constitution to include fabric design).

169 See Universal Furniture Int'l, Inc. v. Collezione Europa USA, Inc., 618 F.3d 417,
434 (4th Cir. 2010) (holding that the decorative elements of furniture design were
"conceptually separable from the furniture's utilitarian aspects").

170 See 17 U.S.C. § 408(a) (2006) (advising registration by mailing the work,
copyright application, and fee to the United States Copyright Office in order to register
and protect the creation). But see 17 U.S.C. § 408(a) ("Such registration is not a
condition of copyright protection.").

171 See Express, LLC v. Fetish Grp., Inc., 424 F. Supp. 2d 1211, 1217 (C.D. Cal.
2006) (stating that a certificate of registration of the copyright shifts the burden to an
alleged infringer to prove that the copyright is invalid).

172 See Jovani Fashion, Ltd. v. Cinderella Divine, Inc., 808 F. Supp. 2d 542, 547
(S.D.N.Y. 2011) (internal quotation marks omitted) ("It is well settled that dress
designs are useful articles for the purposes of the Copyright Act and thus are not
typically copyrightable.").
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As illustrated above, the United States, like India, affords copyright
protection for the designer's original patterns and sketches of the design. 17 3

Unlike India, the United States only protects the original cut of the
designer's garment. 74 Similar to China, the United States does not protect
a designer's entire three-dimensional garment. 175 Therefore, under current
copyright law, the United States is closer to China in the level of copyright
protection it affords to fashion designers, and both lag behind India.

IV. THE UNITED STATES' FAILURE TO AFFORD PROTECTION TO FASHION

DESIGNERS AND THE INNOVATIVE DESIGN PREVENTION & PIRACY
PROHIBITION ACT: THE UNITED STATES SHOULD AMEND THE 1976

COPYRIGHT ACT TO INCLUDE FASHION DESIGNS AS ORIGINAL WORKS TO

AFFORD COPYRIGHT PROTECTION TO DESIGNERS

The United States needs to afford copyright protection for the original
garments of a fashion designer, 176 for the overall design of the garment as
well as for the pattern. 177 The designer's garment should be protected for a
limited amount of time to keep up with the rapidly evolving nature of the
fashion industry. 178  The Innovative Design Protection and Piracy
Prevention Act ("IDPPPA" or "House Bill 2511") is proposed legislation
that will afford fashion designers copyright protection for their original
designs. 179  The IDPPPA is lobbied for by the Council of Fashion
Designers of America, which is a non-profit trade organization that consists
of North-American designers, 180 as well as by its sponsor, New York

173 Compare Indian Copyright Act, supra note 38, at ch. I § (2)(c) (granting
protection to sketches and drawings that are novel in nature), with 17 U.S.C. § 101
(affording protection to original drawing).

174 Compare Indian Designs Act, supra note 39, at ch. I, art. 2 (extending copyright
protection to the three-dimensional garment), with 17 U.S.C. § 101 (limiting copyright
protection to non-useful articles).

175 Compare China Copyright Law 2001, supra note 85, at art. 10 (not including
fashion design in the list of copyright works), with Express, 424 F. Supp. 2d at 1224
(affirming that, as a general rule, garments are not afforded copyright protection).

176 See Marshall, supra note 14, at 323-27 (arguing that an entire garment deserves
copyright protection to safeguard a designer's intellectual property rights and should be
treated like other forms of copyrighted art).

177 See id. (calling on Congress to adopt legislation that affords fashion designers
protection for their design).

178 See Emma Yao Xiao, The New Trend: Protecting American Fashion Designs
Through National Copyright Measures, 28 CARDOZO ARTS & ENT. L.J. 417, 431-32
(2010) (commenting that in the fashion industry trends last for one or two seasons and
therefore copyright law is the appropriate means of protection since the length of time
can be adjusted).

179 Innovative Design Protection and Piracy Prevention Act, H.R. 2511, 112th Cong.
§ 2 (2011).

180 See COUNCIL OF FASHION DESIGNERS OF AMERICA, http://www.cfda.com/about-
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Senator Charles Schumer, and nine other Senate co-sponsors.18' The 112th
Congress's Subcommittee on Intellectual Property, Competition and the
Internet held a hearing on the IDPPPA, but no further action has been taken
on the proposed legislation at the time of this Comment. 182 The IDPPPA
would amend Title 17 of the U.S. Code by adding "Fashion Design-A
fashion design is subject to protection under this chapter" to subsection (a)
of section 130 1.183 Under the IDPPPA, the copyrightable elements of a
fashion design would include the "original elements of the article of
apparel or the original arrangement or placement of original or non-original
elements as incorporated in the overall appearance of the article of
apparel.' 84 The proposed legislation would allow designers to copyright
their total design, including clothing, handbags, wallets, belts, and eyeglass
frames, 185 for a period of three years. 86 To fully comply with the IDPPPA
and receive protection, a designer must register her design "within six
months of the date the design was first publicly displayed."'' 87

Under the IDPPPA, copyright infringement will not occur if the design
"(A) is not substantially identical in overall visual appearance to and as to
the original elements of a protected design; or (B) is the result of
independent creation.'' 188 Notably, the IDPPPA creates an exception for
owning a single, home sewn piece' 89 which allows one to copy a garment

the-cfda/ (last visited Feb. 13, 2012) (explaining that the non-profit consists of more
than 400 of America's fashion and accessory designers).

181 See Jackson, supra note 13, at 50, 53 (noting that the IDPPPA has ten Senator co-
sponsors including Senator Charles Schumer and Senator Barbara Boxer).

182 See Bill Summary & Status 112th Congress (2011-2012) H.R. 2511 All

Congressional Actions, THE LIBRARY OF CONGRESS,
http://thomas.loc.gov/home/LegislativeData.php (search "H.R. 2511") (tracking the
history of H.R. 2511 and listing the last action on Aug. 25, 2011); see also Catlan
McCurdy, The Fashion Bill that Slowly Creeps Towards Becoming a Law,
DUETsBLOG, (Sept. 16, 2011), http://www.duetsblog.com/2011/09/articles/copyrights/
the-fashion-bill-slowly-creeps-towards-becoming-a-law/ (recounting the history of the
proposed legislation from the approval by the Senate Committee in 2010, but failing to
pass on the Senate floor, and now being heard by the Subcommittee as a House Bill).

183 H.R. 2511 § 2 (a)(1).
184 H.R. 2511 § 2 (a)(2)(B).
185 Id.
186 H.R. 2511 § 2 (d).
187 See Lucille M. Ponte, Echoes of the Sumptuary Impulse: Considering the Threads

of Social Identity, Economic Protectionism, and Public Morality in the Proposed
Design Piracy Prohibition Act, 12 VAND. J. ENT. & TECH. L. 45, 75 (2009) (remarking
that this provision was included in an earlier version of the proposed legislation as
well).

188 H.R. 2511 § 2 (e)(2).

"' See H.R. 2511 § 2 (e)(3) ("(h) HOME SEWING EXCEPTION.- (1) IN
GENERAL-It is not an infringement of the exclusive rights of a design owner for a
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design for personal use. Moreover, wholesalers and retailers may be
subject to secondary liability, 190 and damages are estimated to be five
dollars per copy of the registered creation.' 9'

Under the proposed legislation, the hypothetical designer could
copyright the pattern on her dress as well as the overall design of her
dresses. 92 The original pattern on the dress may qualify as "[a] pictorial,
graphic, or sculptural feature that can be identified separately from.., the
utilitarian aspects of the article" and thus be subject to protection. 193

Therefore, the appearance of the garment as a whole, including the pattern
and cut of the dress, would be protected under proposed House Bill
2511.194

The fashion industry invests a lot of capital and time towards creating
new and creative designs each season, just as artists of other art forms take
the time to build their name and audience. 95 For many designers, fashion
is art and they should be afforded the same rights as other artists, such as
sculptors and photographers. 96 Nevertheless, U.S. laws currently fail to
recognize fashion design as a form of art.197

Proposed legislation has created a heated debate within the fashion world
and there are important policy considerations surrounding the dispute. 98

At the forefront of this debate are Professors C. Scott Hemphill and Jeannie

person to produce a single copy of a protected design for personal use or for the use of
an immediate family member, if that copy is not offered for sale or use in trade during
the period of protection.").

190 See Ponte, supra note 187, at 75 (warning that secondary liability is imposed on
"wholesalers and retailers who purchase and distribute pirated designs" under an earlier
version of the bill, but the liability still exists under the current proposed legislation).
19' See id (noting that damages cannot exceed $250,000 total for an infringement

action under H.R. 2196, an earlier version of the bill).
192 See H.R. 2511 § 2 (a)(2) (including non-functional aspects of a fashion design and

the overall appearance of the design in the proposed legislation).
193 17 U.S.C. § 101 (2006).
194 H.R. 2511 § 2 (a)(2).
195 See WIPO MAG., supra note 7, at 16 (summarizing that the business of fashion

thrives on new designs each season).
196 See Jackson, supra note 13, at 53 (quoting Giacomo Corrado) ("Designers are

very emotional about their work because they're artists").
197 See Borukhovich, supra note 37, at 159-60 (noting that of the over seventy bills

Congress has heard about affording fashion designers copyright protection, not one has
passed).
198 Compare C. Scott Hemphill & Jeannie Suk, The Law, Culture, and Economics of

Fashion, 61 STAN. L. REv. 1147, 1154-55 (2009) (offering analysis in law and
economics, and cultural theory, to support the notion that fashion's intellectual property
should be protected), with Raustiala & Sprigman, supra note 131, at 1207
(hypothesizing that fast fashion and knockoffs keeps the fashion industry new because
designers constantly have to come up with new designs).
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Suk who recognize that the lifeblood of the fashion world is differentiating
one's self from another by expression through fashion and that "close
copying" does not contribute to the innovation of fashion.1 99 On the other
side of the debate, Professor Kal Raustiala and Professor Christopher
Sprigman, 200 along with others, argue that original designs, copied designs,

201and even pirated works perpetuate the fashion industry's creativity.
Nevertheless, to encourage designers' new expressions and ideas in
fashion, copyright protection must be afforded to them.2°2

Fashion is big business in the United States and has not been treated with
the same respect as other forms of art protected under the Copyright Act.2 °3

If new, talented designers start their careers overseas, there will be a
significant economic impact that could lead to the decline of the U.S.
fashion industry.20 4 If the United States adopts House Bill 2511, then the
United States will be more closely aligned with India's copyright
protection because it would protect the overall appearance of the garment
for a limited time.205

The United States should protect designers under the Copyright Act and
Congress should pass the IDPPPA because it is tailored to the needs of the
fashion industry.20 6 The proposed legislation is necessary to protect the

199 See Hemphill & Suk, supra note 198, at 1147, 1155 (noting that Professors

Hemphill and Suk are law professors at Columbia Law School and Harvard Law
School, respectively); see also Michael G. Bennett et al., Vogue Juridique & The
Theory Choice Problem in the Debate over Copyright Protection for Fashion Designs,
70 MD. L. REv. ENDNOTES 1, 3 (2010) available at http://www.law.umaryland.edu/
academics/j ournals/mdlr/documents/70 Bennett.pdf (summarizing Professors
Hemphill and Suk's argument that when consumers differentiate themselves within a
fashion trend, it leads to the development of new fashion forms).

200 See Raustiala & Sprigman, supra note 131, at 1201 (noting that Professors
Raustiala and Sprigman are professors at the University of California Los Angeles
School of Law and University of Virginia Law School, respectively).
201 Id. at 1203; see also Bennett et al., supra note 199, at 3 (agreeing with Professors

Raustiala and Sprigman's argument that fashion thrives off of copycats).
202 See Loni Schutte, supra note 8, at 17 (arguing that affording copyright protection

to fashion designers entices talented designers to enter the market).
203 See Jackson, supra note 13, at 50. (quoting Susan Scafidi, a Fordham University

law professor) (internal quotation marks omitted), ("Fashion [in the United States] is
treated as less important and it's that cultural denigration of fashion that has kept
protection from happening for a long period of time.").

204 See generally Design Piracy, COUNCIL FASHION DESIGNERS AM.,
http://www.cfda.com/design-piracy/ (last visited March 22, 2012) (stating that one of
the main objectives of the IDPPPA is to protect up-and-coming designers whose
development supports the $350 billion U.S. fashion industry).

205 See Indian Designs Act, supra note 39, at ch. I art. 2 (protecting the features of
shape, pattern, ornament, and composition of lines applied to any article in a three
dimensional object under copyright law).

206 See Sara R. Ellis, Comment, Copyrighting Couture: An Examination of Fashion
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originality and creativity of American designers and to ensure that the
United States maintains its market share in the global fashion industry.2 °7

V. CONCLUSION

The fashion industry is at a pivotal point in its history. It has become a
trillion dollar industry that employs a significant portion of citizens and is
vital to the world economy.20 8 Designers play a major role in the fashion
industry by constantly innovating new designs to help the business of
fashion maintain its share of the world economy. 20 9 The United States
should abandon its precedent of not protecting fashion designs and afford
intellectual property protection to these critical players so that it can keep,
and even expand, its current market share. As Ms. Anna Wintour once
said: "Fashion is not about looking back. It's always about looking
forward.

, 210

Design Protection and Why the DPPA and IDPPPA Are a Step Towards the Solution to
Counterfeit Chic, 78 TENN. L. REv. 163, 165 (2010) (advocating for the passage of
IDPPPA because it would protect the innovation of designers and fight against piracy
and the counterfeiting of goods).

207 See DATAMONITOR, INDUSTRY PROFILE: APPAREL RETAIL IN THE UNITED STATES

10, 12 (Dec. 2010) available at http://360.datamonitor.com/Product/Download?pid =

2F333CB9-243E-4BDC-A467-45399032E85D&role=MainDeliverable&mimetype =

application/pdf (reporting the United States apparel industry had a market value of
$305 billion in 2008 and accounted for 29.6% of the global apparel retail industry).

208 See GLOBAL APPAREL, supra note 6, at 8 (estimating that the global fashion
industry is a $1.4 trillion industry in 2010).

209 See Frederic C. Godart & Ashley Mears, How Do Cultural Producers Make
Creative Decisions? Lessons from the Catwalk, 88 SOCIAL FORCES 671, 672 (2009)
(noting that global Fashion Weeks happen twice a year where buyers, editors, critics,
and celebrities come to see a designer's show and a successful show secures the
designer major profits in the fashion market).

210 September Issue, supra note 1.
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ABSTRACT

Recent news reports have documented how some employers have
collected social networking passwords from employees and job
applicants in an attempt to evade privacy protections that might prevent
them from tracking employees and applicants' online activity. The
Federal Stored Communications Act ("SCA ") requires an employer to
secure an employee or applicant's knowing and voluntary authorization
before she can view the employee or applicant's social media account,
with recent case law emphasizing that compelled authorization is not
voluntary authorization. These password collection policies have

sparked public outrage, resulting in their retraction before litigation
can test whether they are SCA compliant. This Note argues that because
employers' direct demands and requests for passwords are apt to
compel disclosure, employers can only access an employee or
applicant's social networking account when she volunteers the
password or when the employer provides her the ability to limit when
and how the employer can view the information in her account. This
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Note further recommends that while an SCA-compliant password
collection policy is feasible, collection still poses too great of a liability
risk for employers to seek passwords. Instead, employers should satisfy
their social networking concerns through well-drafted social media
policies.

I. Introduction ............................................................................................ 398
II. Defining Authorization under the SCA ................................................. 400
III. You Can't Force It: Why Employers' Demands and Direct

Requests for Passwords are Banned by the SCA ............................ 402
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A uthorization ..................................................................... 403
B. Employers' Password Requests Also Will Not Produce
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D. The Trouble with Indirect Password Collection ................. 408

IV. Employers' Best Course of Dealing with Employees' Social
Media Use is Adopting Well-Drafted Social Media Policies ......... 410

V . C onclusion ............................................................................................ 4 11

I. INTRODUCTION

Over the past decade, employers have often faced lawsuits because
of their efforts to gain access to information stored within employees'
private, web-based accounts such as social media. They have installed
keystroke loggers to collect information entered into employee
workstations.' They have hired forensics experts to scrape the electronic
residue of employees' private communications off employer hardware.'
They have digitally masqueraded as co-workers to obtain the credentials
needed to read employees' web posts about work life.3

Maybe they could have asked?

Over the past two years, some employers have reportedly demanded or
requested that employees and applicants turn over passwords to social
media services such as Facebook and MySpace so that they can look for
signs of impropriety. 4 Employers have usually couched these policies as a

1See Brahmana v. Lembo, No. C-09-00106 RMW, 2009 U.S. Dist. LEXIS 42800, at
*4 (N.D. Cal. May 20, 2009) (allowing the plaintiff to cite an email from defendant to
support plaintiff's claim against defendant for being offensive).

2 See Stengart v. Loving Care Agency, Inc., 990 A.2d 650, 655 (N.J. 2010) (holding
that Loving Care misused emails between plaintiff and plaintiffs attorney, which were
acquired through a computer forensic expert, during the course of the litigation).

3 See Konop v. Hawaiian Airlines, Inc., 302 F.3d 868, 873 (9th Cir. 2002) (noting
that employer logged in using pilot names to access employee's website).

4 See Matt Gouras, Montana City Asks Job Applicants for Facebook Passwords,
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desire to avoid hiring someone unsavory, 5 but a shifting legal landscape
may also prompt them to seek access to employees' accounts: while no law
places an imprimatur on employers to collect passwords, rules recently
adopted by regulators such as the Federal Trade Commission and the
Financial Industry Regulatory Authority ("FINRA") at least require a
higher level of mindfulness about what employees do and say online.6

Yet these recently reported employer password collection policies have
been fleeting because social media users have had a virulent reaction to
stories detailing what they see as an employers' invasion, if not attempted
takeover, of a key part of their private lives.7 As a result, a key legal issue
posed by these policies lacks a clear answer: whether such password
collection is in step with the Federal Stored Communications Act ("SCA"),
which bans unauthorized access to computer systems or parts of computer
systems that facilitate services such as social media.8

HUFFINGTON POST, (June 19, 2009, 8:58 PM), http://www.huffingtonpost.com/
2009/06/19/montana-city-asks-job-app n 218152.html (reporting how a city required
job applicants and employees to disclose their passwords); Nick Madigan, Officer Says
He Had to Give Facebook Password for Job, BALT. SUN, Feb. 24, 2011, at 3A
(outlining a Maryland Department of Corrections policy that asked applicants and
recertifying officers to share their social media passwords to vet the applicants for signs
of gang ties); Molly DiBianca, Employee Must Give Employer His Facebook
Password, Says ACLU, DEL. EMP'T. L. BLOG (Feb. 21, 2011),
http://www.delawareemploymentlawblog.com/2011/02/employeemust-giveemploye
r hi.html (recounting how financial services firms asked University of Pennsylvania
students to log on to social media accounts when interviewing).
5 See, e.g., Declan McCullagh, Want a Job? Hand Over Your E-Mail Login, CBS

NEWS (June 19, 2009, 1:02 PM), http://www.cbsnews.com/stories/2009/06/18/
national/main5096450.shtml (quoting a Montana city official as saying that his
government collected social media passwords to avoid hiring sexual predators).

6 See FIN. INDUS. REGULATORY AUTH., REGULATORY NOTICE 11-39, SOCIAL MEDIA

WEBSITES AND THE USE OF PERSONAL DEVICES FOR BUSINESS COMMUNICATIONS 1-2
(2011) available at http://www.finra.org/web/groups/industry/@ip/@reg/@notice/
documents/notices/p124186.pdf [hereinafter "FINRA"] (noting the confusion caused
by a previous notice requiring social media recordkeeping, attempting to clarify what
communications must be recorded, and charging firms to only approve an employee's
social media use for work purposes when they are certain that the employee will
comply with FINRA rules and federal law); Scott J. Slavick, Online False Advertising
Risks, BUS. L. TODAY, October 2010, at 1, available at
http://apps.americanbar.org/buslaw/blt/content/2010/10/article-slavick.pdf (describing
how employers could violate Federal Trade Commission online endorsement rules if an
employee endorses the employer's product on a social media site without noting her
connection to her employer).
7 See, e.g., Alexis Madrigal, Maryland Agency Stops Asking Interviewees for

Facebook Login, ATLANTIC MONTHLY (Feb. 22, 2011, 4:58 PM),
http://www.theatlantic.com/technology/archive/2011/02/maryland-agency-stops-
asking-interviewees-for-facebook-login-info/7 1582/ (noting that thousands of
Facebook users had recommended the author's previous post criticizing the Maryland
Department of Corrections' password collection policy and that "[m]ost readers have
responded with dismay").
8 See Stored Communications Act, 18 U.S.C. § 2701 (2006) (creating criminal

and civil penalties for those who "intentionally access[] without authorization a

2012



AMERICAN UNIVERSITY BUSINESS LAW REVIEW

This Note argues that the SCA bars employers from directly demanding
or requesting passwords or obtaining passwords through indirect methods
because authorization under the statute must be produced by a knowing and
voluntary choice. It further concludes that the best way for employers to
deal with new legal pressures that push them to be mindful of what
employees do and say on social sites is to adopt a set of clear social media
policies.

II. DEFINING AUTHORIZATION UNDER THE SCA

The SCA bars parties from accessing computerized information that
they are not authorized to see. 9 Courts have limited the application of the

SCA to information on social media sites that cannot be seen without a
user's permission-for example, private messages exchanged between
users or social media activity hidden behind social media services' privacy

settings. 10

Authorization to access these protected areas is determined through
an objective standard that, while courts have superficially differed in their
individual analyses, boils down to two tests: did the authorizing party know
or should they have known the effect of their apparently authorizing action,
and did the authorizing party voluntarily grant permission to access the
computer system that contained their otherwise hidden information? 1

The knowing test gauges whether a party had at least constructive
knowledge that their actions authorized access to a computer system. That
is usually an easy standard to satisfy. For example, in Shefis v. Petrakis,
the court held that a company president should have known that his
company archived messages he sent on his phone.12 The court noted that as
president he had helped shop for the computer system that recorded his

[computer system] through which an electronic communication service is
provided; or intentionally exceed[] an authorization to access that facility and
thereby obtain[], alter[], or prevent[] authorized access to a wire or electronic
communication while it is in electronic storage").
9 See, e.g., Sherman & Co. v. Salton Maxim Housewares, Inc., 94 F. Supp. 2d 817,

821 (E.D. Mich. 2000) ("Because [the SCA] prohibits only unauthorized access and not
the misappropriation or disclosure of information, there is no violation ... for a person
with authorized access to the database no matter how malicious or larcenous his
intended use of that access.").

10 See Crispin v. Christian Audigier, Inc., 717 F. Supp. 2d 965, 981-82 (C.D. Cal.
2010) (holding that the SCA applies to social media account information that is not
readily viewable to the public or that the user has prohibited from being readily
viewable to the public).

"1 See, e.g., Pure Power Boot Camp v. Warrior Fitness Boot Camp, 587 F. Supp. 2d
548, 561 (S.D.N.Y. 2008) (holding that a former employee of a fitness center did not
know, nor could have known, that storing his email password on a company computer
authorized his boss to probe his private messages and thus he could not have made a
voluntary choice giving her permission to root through his personal messages).
12 758 F. Supp. 2d 620, 630 (C.D. I11. 2010).
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messages and he was aware that an employee had been appointed to help
monitor company employees' digital activity.' 3 In contrast, the court in
Pure Power Boot Camp v. Warrior Fitness Boot Camp held that an
employer's access of an employee's private, web-based email accounts
violated the SCA because the employee did not know that storing his email
password on a company computer system authorized the employer to use it
to view his private messages.1 4 The court hinged its ruling on the wording
of a provision in an employee manual, which it interpreted as only advising
employees that the company would monitor messages sent from email
systems that the company owned, not those of third-party, web-based email
services. '

5

The voluntary test is less easily satisfied in the context of the
employer relationship, as shown in Pietrylo v. Hillstone Restaurant
Group.16 In Pietrylo, restaurant managers requested and obtained an
employee's social media password so they could monitor a forum where
her co-workers discussed their workplace. 17 The employee testified that she
thought she would have gotten in trouble if she did not give the managers
her password.' 8 The managers testified that they knew the employee felt
uneasy about giving them her password. 9 This lead the court to rule that
the managers' access violated the SCA because they knew the employee
did not willingly share her password. 20 The Pietrylo decision has been
criticized by some commentators because it did not ground its holding in
the language of the SCA or the prior case law interpreting it. 2

1 The ruling,
however, fits firmly within court interpretations of the SCA. For example,
in Konop v. Hawaiian Airlines, the plaintiff employee had not intended for
an airline executive to review his password-protected site.22 Thus, the

13 id.
14 587 F. Supp. 2d 548, 562 (S.D.N.Y. 2008).
15 See id. at 552-53 (quoting the policy, which alerted employees that they had "no

right of personal privacy in any matter stored in, created on, received from, or sent
through or over the system," including "the use of personal e-mail accounts on
Company equipment.").

16 No. 06-5754 (FSH), 2009 WL 3128420 (D.N.J. Sept. 25, 2009).
"7 Id. at *3.
18 id.

1
9
1d.

20 Id.
21 See Philip Gordon, Is It Really Illegal to Require an Applicant or Employee to

Disclose Her Password to a "Friends-Only" Facebook Page?, WORKPLACE PRIVACY
COUNSEL (Mar. 8, 2011), http://privacyblog.littler.com/2011/03/articles/social-
networking- 1/is-it-really-illegal-to-require-an-applicant-or-employee-to-disclose-her-
password-to-a-friendsonly-facebook-page/ ("[T]he question remains wide open
whether the purportedly 'disparate bargaining power of the employer and employee'
does, in fact, convert any employee's apparently voluntary disclosure of a Facebook
password into 'forced authorization."').

" 302 F.3d 868, 873 (9th Cir. 2002).
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Ninth Circuit determined that when the executive obtained access by using
the names of two co-workers who had not yet set up passwords to view the
site, he did not receive authorization because it had not been directly
granted through a voluntary action of the plaintiff.23

Once proper authorization has been given to access a computer
system, the SCA contemplates that a system user can limit what
information another is allowed to view. For example, in International
Ass'n of Machinists and Aerospace Workers v. Werner-Masuda, a union
member working to establish a rival union used her authorized access to a
password-protected website to gather information from her old union to aid
her new union.24 The old union did not place limits on what she could
view; therefore, the court ruled that no violation occurred simply because
the employee used information she had properly accessed but in a way that
the old union disliked.25

III. YOU CAN'T FORCE IT: WHY EMPLOYERS' DEMANDS AND DIRECT
REQUESTS FOR PASSWORDS ARE BANNED BY THE SCA

In many reports on employer collection of social networking passwords,
employers dispute employee and applicant claims that the employer made
password disclosure a requirement of getting or keeping a job, saying they
only requested voluntary access to online accounts.26 The remainder of
Part III will show that both demands and requests made to employees and
applicants violate the SCA, as do backdoor efforts to obtain authorization,
such as attempting to secure implicit authorization through employees'
access of social media accounts on work computers.

In situations where an employer directly informs an employee or
applicant that the employer wants her password, the knowing prong of the
authorization test is satisfied, meaning that authorization turns on whether
the employee or applicant voluntarily granted access to an employer. With
that prong satisfied in the direct-contact password collection scenarios
discussed below, analysis of these scenarios in the remainder of Part III
will concentrate on whether the voluntary prong of the SCA authorization

23 Id. at 880.
24 390 F. Supp. 2d. 479, 483-84 (D. Md. 2005).251 Id. at 498.
26 See Aaron C. Davis, Md. Corrections Department Suspends Facebook Policy for

Prospective Hires, WASH. POST (uploaded Feb. 22, 2011, 9:58 PM),
http://www.washingtonpost.com/wp-dyn/content/article/2011/02/22/
AR2011022207486.html (reporting denials by Maryland officials that they demanded
that corrections officers turn over social media passwords, with officials saying that
they only requested passwords); see also ACLUMaryland, Want a Job? Password
Please!, YOUTUBE (Feb. 10, 2011), http://www.youtube.com/
watch?v=bDaX5DTmbfY (interviewing a Maryland corrections officer who said that
an investigator demanded his Facebook password during a recertification interview).
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test has been satisfied.

A. Employers'Password Demands Do Not Produce Authorization

Here, the employee essentially has a choice: her password or her job.27

Thus, the employer knows or should know that she has prevented the
employee from freely and voluntarily granting the employer access to her
account, meaning that any use of employees' passwords in this scenario
violates the SCA.28

Arguably, the employee is "voluntarily" choosing to grant her password
over the option of losing a job or finding another.29 In reality, most
employees' heavy reliance on their continued employment obliterates any
meaningful choice they theoretically could have in whether they disclose
their password.3° Jobs often bundle income with benefits that many
describe as essentials, such as health and life insurance.31 Most Americans
do not have multiple job opportunities at the same time. As such,
employees who disclose their passwords in this scenario do not so much
choose to reveal them as they are compelled.32 Employers should know
such disclosure is not voluntary; therefore, successful demands for
employee passwords do not produce SCA authorization.

Unlike employees, applicants lack the same dependency on an

27 See, e.g., Pauline T. Kim, Privacy Rights, Public Policy, and the Employment

Relationship, 57 OHIO ST. L.J. 671, 720 (1996) ("[C]ourts have increasingly been
willing to acknowledge that in the employment context 'freedom of contract' may at
times be illusory.").

28 See Theofel v. Farey-Jones, 359 F.3d 1066, 1073 (9th Cir. 2004) ("[A]n overt
manifestation of assent or willingness would not be effective ... if the defendant knew,
or probably if he ought to have known in the exercise of reasonable care, that the
plaintiff was mistaken as to the nature and quality of the invasion intended." (quoting
PROSSER AND KEETON ON THE LAW OF TORTS § 18, 119 (5th ed. 1984))).

29 Cf Gordon, supra note 21 (asserting that job candidates can find another
opportunity instead of disclosing passwords).

30 Cf Dave Jamieson, Walmart Job Applicants: 'I'll Take Anything', HUFFINGTON

POST (Oct. 11, 2011, 6:12 AM), http://www.huffmgtonpost.com/2011/08/11/walmart-
job-seekers-desperate n 924419.html (discussing how well-educated applicants
desperately sought a low-paying Walmart job because of the poor job market); Derek
Thompson, What You Don't Get About the Job Search: Voices of the Jobless,
ATLANTIC MONTHLY (Aug. 22, 2011, 12:47 PM), http://www.theatlantic.com/business/
archive/2011/08/what-you-dont-get-about-the-job-search-voices-of-the-jobless/243942/
(quoting an unemployed woman's envy of her contemporaries who have health
insurance and other benefits of steady employment).

31 See Jamieson, supra note 30 (telling of unemployed workers' desperate need for
income and lack of health insurance coverage); Thompson, supra note 30 (reporting an
unemployed worker's dismay over lack of health insurance, especially among the older
unemployed).

32 See, e.g., Kim, supra note 27, at 720 (detailing how courts have come to realize
that employees' freedom to make independent decisions that could cost them their jobs
is illusory because of at-will employment).
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employment relationship because they have not yet attained it. 33 In theory,
a job candidate told that they must disclose a password or be disqualified
from consideration has the choice to decline and move on to another
opportunity. Extrapolating that logic, an applicant who agrees to disclosure
has taken the voluntary act needed to grant authorization.

Such reasoning, however, does not account for the realities of the
relationship between an employer and a job applicant, where the necessity
of maintaining employment will often take precedence over quitting or
refusing a job because of a condition of the employment.34 So many life
essentials are tied into employment that an applicant is primed to share
their personal information in order to obtain work. Again, most Americans
lack multiple job opportunities at the same time. Also, the opportunity to
leave one job for a better job can be hard to come by.35

A demand for a password compels compliance; therefore, it should be
reasonably apparent that it takes the choice out of the employee or
applicant's hands. Again, SCA authorization must originate from a
voluntary choice, as determined objectively. Thus, when an employer
demands a password from an applicant and receives it, the employer has
not been granted authorization under the SCA to use it.

B. Employers'Password Requests Also Will Not Produce SCA
Authorization

A request, superficially, does not carry the same coercive threat of
retaliation as a demand.36 But a request from a workplace superior often
will not produce voluntary-and thus valid-SCA authorization because it
still pressures an employee into compliance.37

The line between a request and a demand may be indistinguishable for

33 See Gordon, supra note 21 (arguing that applicants have a completely voluntary,
uncoerced choice in whether they turn over a password requested by an employer
because they can always find another open position).

34 Cf Michael Ford, Two Conceptions of Worker Privacy, 31 INDUS. L.J. 135, 154
(2002) ("An individual model of information and consultation is hardly sufficient,
since it will suffer from the same difficulties which bedevil consent: in the context of
unequal bargaining power it will rarely be genuine.").

3' See, e.g., Neil Irwin, Holding Back Job Growth? Workers' Awesome Output,
WASH. POST, Mar. 31, 2010, at A01, available at http://www.washingtonpost.com/wp-
dyn/content/article/2010/03/30/AR2010033004091.html?hpid-topnews (relaying that,
between 2007 and 2010, American businesses produced only three percent fewer goods
despite the fact that "Americans are working nearly 10 percent fewer hours because of
a mix of layoffs and cutbacks in the work week.").

36 Cf Gordon, supra note 21 (arguing that applicants can simply refuse a password
request and find another job opportunity).

37 See Pietrylo v. Hillstone Rest. Grp., No. 06-5754 (FSH), 2009 WL 3128420, at *3
(D.N.J. Sept. 25, 2009) (ruling that managers who requested an employee's password
lacked authorization when they knew that the employee did not want them to use it).
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the average employee. 38 As the employee in Pietrylo testified, a manager
asked for her password, but the request had the effect of compelling her
disclosure to avoid retaliation. 39 Since so many essentials of American life
are tied to employment, most employees are likely to comply with a
password request to avoid possible retaliation.

Employers are likely to know that a request will be perceived as a
demand or they should know it.40 In fact, they probably expect requests to
be given such effect. 4' Therefore, an employer who collects an employee's
social networking password by directly requesting it is unlikely to receive
SCA authorization to access the employee's account.

Since a request will likely carry the same compelling force of a demand
for a password, any social media access granted in response to a request is
not authorized under the SCA. Again, as cases such as Konop show, a

42voluntary act is needed to produce authorization. Once more, some have
argued that an applicant's decision is voluntary because she is otherwise
free to turn down a job and move on to another employer.43

Due to the stakes associated with obtaining steady employment,
employers should know that applicants likely feel compelled to comply
with requests for their passwords. 4  Job opportunities usually come in
drips, not deluges. Sometimes an applicant will have multiple job
opportunities and, in turn, theoretically have more freedom as to whether
she wishes to share her password with a potential employer. But this
premise also will often fail to produce authorization: if the request is made
by an employer from whom the candidate would accept a job offer, the
candidate is likely predisposed to share her password-locked information to

38 See Larry 0. Natt Gantt, II, An Affront to Human Dignity: Electronic Mail
Monitoring in the Private Sector Workplace, 8 HARV. J.L. & TECH. 345, 407 (1995)
(describing how employer requests are essentially demands on employees and
applicants).

31 Pietrylo, 2009 WL 3128420, at *3.
40 See id. at *3 (concluding that managers knew or should have known that their

employee did not authorize use of her social media password because she feared
retaliation).

41 Cf Gantt, supra note 38, at 407 (noting that the decreasing percentage of
employees involved in collective bargaining has led to more employee compliance with
employer requests).

41 See 302 F.3d 868, 879-80 (9th Cir. 2002) (finding that an airline executive lacked
authorization to view a private website when he did not receive voluntary permission
from a "user" of the site as defined by 18 U.S.C. § 2701(c)(2)).

43 Gordon, supra note 21.
44 Cf Thompson supra note 30 (printing the comments received from several people

who have struggled to find work during the recent recession about how obtaining a job
would solve many of their needs-not just because they will be more financially
secure, but also because they will have benefits such as health insurance that would let
them finally deal with nagging maladies).
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improve her chances of getting the position.45

In short, the effect of a request-either intentionally by the employer or
as perceived by an employee or applicant-will be the same as that of a
demand for a password, especially as part of the vetting for highly
competitive job openings where the slightest differentiation from an
employer's expectations likely spoils an applicant's chances.4 6 As covered
above, a demand compels compliance and thus cannot reasonably be seen
as originating from a voluntary choice, meaning it does not fulfill the
voluntary prong of the SCA authorization test.47 Therefore, a password
disclosed in response to an employer request does not meet the voluntary
test under the SCA and does not produce the valid authorization needed to
access an employee's social media account underneath the law.

C Is There Any Way Employers Can Directly Obtain Authorization?

As should be evident from the above discussion, the only surefire way an
employer can obtain SCA-authorized access to an employee or applicant's
social networking account is if the employee or applicant shares her
password without any prompting whatsoever by the employer.48 It is likely
beyond wishful thinking for employers to believe that employees and
applicants will part with their private information so easily.49

A more direct password collection method that produces authorization
could exist somewhere conceptually between a request and an employee or
applicant's unprompted disclosure of her password. 50  Employers have
prompted employees and applicants to give up passwords on written

45 See id. (using testimonials to show the level of desperation that the difficulty in
finding a job creates in job seekers). Cf Gantt, supra note 38, at 407 (describing how
the reduction of collective bargaining power makes it more likely that employees are
going to accede to employers' requests).

46 See Gantt, supra note 38, at 407 ("Most applicants must adhere to the employer's
unilateral terms or they will not be hired.").

47 Cf Pietylo v. Hillstone Rest. Grp., No. 06-5754 (FSH), 2009 WL 3128420, at *3

(D.N.J. Sept. 25, 2009) (finding an SCA violation where an employer knew that an
employee disclosed her password only to avoid employer retaliation).

48 See Sherman & Co. v. Salton Maxim Housewares, Inc., 94 F. Supp. 2d 817, 821
(E.D. Mich. 2000) (finding that an authorized party faces no liability under the SCA,
here referred to as Title II of the Electronic Communications Privacy Act, for viewing
information that it is authorized to access).

49 Cf Chloe Albanesius, Facebook Rolling Out Security Update, Taking Page From
Google+?, PCMAG.COM (Aug. 23, 2011, 4:36 PM), http://www.pcmag.com/article2/
0,2817,2391644,00.asp (describing Facebook features introduced to allay user concerns
over who can view their activity and speculating that the site is mimicking Google's
new privacy-focused social networking service).

50 Cf Marjorie J. Peerce & Daniel V. Shapiro, The Increasing Privacy Expectations
in Employees 'Personal Email, 13 J. INTERNET L., Feb. 2010, at 1, 19 (determining that
indirectly obtaining valid SCA authorization that opens up access to an employee's
private, online email account is plausible, but likely difficult to achieve and maintain).
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applications or through disclosure agreements. 51 A successful direct
method of password acquisition would likely employ such an agreement-
one making its intent and purpose clear-to assuage concerns about
retaliation and allow the employee or applicant to set the terms of the
employer's access.52

First, the agreement must not be coy.53 As established in SCA case law,
an employee or applicant must know that her actions will grant access and
the extent of the access that will be granted.54 Accordingly, the employer
would likely need to share when and how she will review the employee or
applicant's social media account information to satisfy the knowing prong
of the authorization test.

Second, the agreement must be conditioned to assuage employee and
applicant retaliation fears that typically prevent employer requests from
producing voluntary choices and thus valid authorization.55 Thus, an
agreement that seeks passwords must expressly and emphatically make
clear that nondisclosure will not result in any retaliation.

Yet cases such as Pure Power Boot Camp show that a stray word or two
in a monitoring agreement can spoil authorization. 56 As detailed above, the
inherent pressure of the employment relationship makes an uncompelled

51 See, e.g., Amanda Ricker, City Requires Facebook Passwords from Job

Applicants, BOZEMAN DAILY CHRON. (June 18, 2009, 11:00 PM),
http://www.bozemandailychronicle.com/news/article a9458e22-498a-5b71-bO7d-
6628b487f797.html (reporting that a Montana city asked for passwords on its job
applications).

52 See, e.g., Pure Power Boot Camp v. Warrior Fitness Boot Camp, 587 F. Supp. 2d
548, 562 (S.D.N.Y. 2008) (concluding that wording of employer's computer-use policy
made it inadequate notice that workers' use of personal email accounts on work
computers authorized employer access to those accounts); see also Philip L. Gordon,
Houston's Case Might Shed Light on How Far Employers Can Go to Access
Employees' Restricted Social Networking Profiles, WORKPLACE PRIVACY COUNS. (May
14, 2009, 11:35 AM), http://privacyblog.littler.com/2009/05/articles/social-networking-
1 /houstons-case-might-shed-light-on-how-far-employers-can-go-to-access-employees-
restricted-social-networking-profiles/ (recommending that employers who collect social
networking passwords do so without coercion, provide written notice on what will be
monitored and when, and obtain written authorization to decrease the likelihood of
litigation).

53 Cf Molly DiBianca, Employers, Don't Despair. Social-Media Policies Are Not
Prohibited by the NLRA, DEL. EMP'T. L. BLOG (Nov. 15, 2010),
http://www.delawareemploymentlawblog.com/2010/11/employersdont despair social
m.html (describing vague and broad social media policies as legally perilous).

54 See Gordon, supra note 21 (synthesizing developments in SCA case law to
recommend that employers take a clear and uncoerced approach to directly collecting
social media passwords from employees).

55 See Gantt, supra note 38, at 406-07 (opining that employees' informed permission
to monitor likely will not be voluntary because of the pressures of the employer-
employee relationship).

56 See 587 F. Supp. 2d. at 552-53, 562 (determining that the placement of a few
words made a computer-use policy inadequate for giving an employer tacit
authorization to use a stored password to view her employee's private email account).
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choice hard to secure; therefore, an employer must ensure a voluntary
choice by allowing employees and applicants to set the terms of the
employer's access of her account.57  Again, the SCA's language
contemplates that a party can limit information that another can legally
view when she authorizes access to a computer system under the Act.58 By
returning a monitoring agreement that limits what an employer can and
cannot view, an employee or applicant makes an un-compelled choice to
allow the employer to use her password to view her private social media
activity, thus satisfying the voluntary prong of the authorization test.59

Employers could dismiss such strictly limited access as not worth the
effort because it gives employees and applicants the freedom to only
submit a sliver of their accounts for employer review. Additionally, the
steps detailed above could conceivably fail to produce authorization
since SCA authorization inquiries are so fact dependent and the ever-
present pressure on employees and applicants to comply with employers'
every request is so great.60 But because of that inherent pressure, this
approach is likely the most feasible way employers' password collection
can produce valid SCA authorization.61

D. The Trouble with Indirect Password Collection

As shown in the discussion of Shefts and Pure Power Boot Camp above,
employers with the technological means might try to indirectly obtain the
knowing and voluntary authorization needed from employees to collect and
use their passwords. 62 An employer could distribute a computer-use policy

17 Cf Gantt, supra note 38, at 406-07 (saying that informed consent alone does not
make employer monitoring of employees voluntary).

58 See 18 U.S.C. § 2701(a)(2) (2006) (creating a violation when a party accesses areas
of a computer system that she is not authorized to view).

Cf Int'l Ass'n of Machinists & Aerospace Workers v. Wemer-Masuda, 390 F.
Supp. 2d 479, 497 (D. Md. 2005) (describing a situation where a union knowingly and
voluntarily authorized a woman to view a secured website without limiting what she
could view, though it had the option to do so).

60 See, e.g., Pure Power Boot Camp, 587 F. Supp. 2d. at 552-53, 562 (presenting an
employer's computer-use policy that the employer claimed gave her the ability to
inspect employees' private, web-based email accounts and the court's opinion that the
specific wording of the policy only applied to emails created on employer-owned email
servers); Ariana R. Levinson, Carpe Diem: Privacy Protection in Employment Act, 43
AKRON L. REv. 331, 359-60 (2010) (arguing that permission-to-monitor employment
laws overlook that employees are likely to submit to monitoring to avoid employer
retaliation).

61 See Pietrylo v. Hillstone Rest. Grp., No. 06-5754 (FSH), 2009 WL 3128420, at *3
(D.N.J. Sept. 25, 2009) (finding that an employer violated the SCA when managers
knew or should have known that they pressured an employee into disclosing her
password).

62 See Corey A. Ciocchetti, The Eavesdropping Employer: A Twenty-First Century
Framework for Employee Monitoring, 48 AM. Bus. L.J. 285, 206-15 (2011) (listing the
various and relatively easily obtained programs and devices that employers can use to
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informing incoming or present employees that any use of social media
websites on work computers will record their password. 63 The policy could
also inform employees that, by accessing social media sites with the
knowledge that their passwords will be recorded, they have authorized the

64employer to use their passwords to access their accounts. Conceivably,
such a policy gives employees the information that they need to satisfy the
knowing prong of the authorization test and sets up an act that will meet the
voluntary test.

65

While theoretically sound, this approach is far too difficult to
consistently execute because of the rigorous precision needed to draft a
policy that satisfies the knowing prong of the authorization test.66  The
employer's attempt in Pure Power Boot Camp to draft such a policy
seemingly granted her authorization to view an employee's web-based
email accounts, but due to the placement of a few words, the judge
concluded that it only applied to messages created by computer systems
that the company owned.67  Since employees could bristle at employers
seeking indirect permission to pry into their personal information,
employers may seek to avoid causing a stir by being coy about an
agreement's legal effects, preventing employees from divining what their
actions mean under the policy. 68 Rank-and-file employees also likely lack
the detailed knowledge of their employers' computer systems such as the
kind that supported the finding of the company president's authorization in
Shefts.

69

Additionally, such a policy would likely be unruly to manage in a way

record and retrieve data from employees' work computers).
63 See, e.g., Pure Power Boot Camp v. Warrior Fitness Boot Camp, 587 F. Supp. 2d

548, 552-53 (S.D.N.Y. 2008) (detailing a similar policy that an employer attempted to
use to gain access to an employee's web-based email accounts).

64 See, e.g., id. (describing a right to access information stored in work computers).
65 See id. (quoting the policy, which alerted employees that they are entering into a

policy agreement with the employer that will allow the employer to access information
stored on the work computer).

66 See, e.g., id. at 562 (holding that employer's policy did not clearly articulate that
employees' use of online accounts at work authorized the employer to access those
accounts).

6 7 id.
68 Cf Molly DiBianca, How to Become an Employer of Last Resort: Require

Applicants' Facebook Passwords, DEL. EMP'T. L. BLOG (June 28, 2009),
http://www.delawareemploymentlawblog.com/2009/06/how to become an employer
of l.html (arguing that young, talented professionals value social media use and

personal privacy and may be unwilling to work for an employer who asks for social
media passwords).

69 See 758 F. Supp. 2d 620, 634 (C.D. I11. 2010) (finding that a company president
should have known his messages would be copied by a computer system because he
helped select the system).
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that preserves voluntary authorization. 70  As some commentators have
noted, an indirect authorization policy would likely have to be uniformly
and painstakingly enforced to maintain its legal effect. 71  If many
employees openly access their social media accounts at work and those
accounts are rarely-if ever-accessed by the employer, the employer
could have difficulty showing that a particular employee should have
known that her voluntary action created authorization.72

IV. EMPLOYERS' BEST COURSE FOR DEALING WITH EMPLOYEES' SOCIAL
MEDIA USE IS ADOPTING WELL-DRAFTED SOCIAL MEDIA POLICIES

In general, password collection is a bad idea legally for employers, even
if it is done in step with the SCA. The personal information an employer
can learn from scouring social media accounts can prompt employment
discrimination litigation 73 and spur labor law investigations, among other
legal risks.74

Employers who have been reported as collecting passwords have
generally done so to feel secure about their employees.75 Yet, the gains
employers make in ease of compliance with agency regulations and general
peace of mind through examining a sliver of an employee's private life
usually will not be worth the exposure to liability inherent in password
collection policies.76 Because most problems caused by employees' social

70 See Peerce & Shapiro, supra note 50, at 18-19 (explaining how an employer policy
aimed at securing implicit authorization to indirectly collect and use employees'
personal internet account passwords would have to be tightly managed by employers to
maintain its legal effect).

71 E.g., Peerce & Shapiro, supra note 50, at 18-19 (explaining that the Ninth Circuit
held that there was a legitimate expectation of privacy because the supervisor's
informal actions led employee to believe otherwise).

72 See Peerce & Shapiro, supra note 50, at 18-19 (stating it is "equally important"
that employers' actions follow the indirect authorization policy).

73 See, e.g., Gaskell v. Univ. of Ky., No. 09-244-KSF, 2010 WL 4867630, at *5-8,
*11 (E.D. Ky. Nov. 23, 2010) (declining to grant summary judgment to end
employment discrimination litigation prompted by university officials discovering an
astronomy professor's religious views through an internet search that turned up a
personal website and then discussing those views via email when deciding whether to
give him a job).

74 See, e.g., Press Release, Nat'l Labor Relations Bd., Chicago Car Dealership
Wrongfully Discharged Employee for Facebook Posts, Complaint Alleges (May 24,
2011), available at http://www.nlrb.gov/news/chicago-car-dealership-wrongfully-
discharged-employee-facebook-posts-complaint-alleges (summarizing the National
Labor Relations Board General Counsel's complaint against a Chicago BMW
dealership for violating the National Labor Relations Act ban on prohibiting concerted
speech to change work conditions after the dealership fired a salesman who complained
on Facebook about the food being served to car buyers).

75 See, e.g., McCullagh, supra note 5 (quoting a Montana city official who said his
government gathered passwords to avoid hiring pedophiles).

76 Cf Peerce & Shapiro, supra note 50, at 19 (charging that an indirect employee
password collection policy is a bad idea for employers because of the risks involved
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media use--especially when it is subject to regulators' rules--can be
prevented if employees are aware of what they should and should not do
online, a well-drafted social media policy advising employees on the issues
at play is the most prudent method of reducing the risk of an employee's
social media use being harmful to an employer.77

Granted, some employers may believe they have greater justification to
collect passwords than others. 78 For example, FINRA requires covered
securities firms to keep records of employees' social media contact with
customers. 79 FINRA's view essentially requires that employers actively
monitor employees' communications with customers via social media to
gauge whether the communication should be recorded.80 FINRA, however,
requires recordkeeping of customer interaction and assurances that
employees shall comply with FINRA rules and federal law. 8' Those
requirements do not necessitate that a securities employer take as drastic of
an action as rounding up all of her employees' social media passwords.
Thus, given the legal risks posed by collecting passwords, a clear and
openly drafted social media policy is probably the best approach for the
difficulties posed by FINRA's rules because it meets what FINRA requires
at the bare minimum: that securities employees have an understanding that
certain types of customer contact must be recorded.

V. CONCLUSION

While a method seems feasible for employers to collect passwords and
use them without violating the SCA, the reasons for doing so have not quite
ripened enough to justify the great effort that must be put into securing
SCA authorization and the other, severe legal risks of password collection.
Still, as FINRA's guidelines hint, social media will eventually become as
key in Americans' business lives as it has in Americans' personal lives. As
a result, perceived legal obligations to collect passwords may eventually

and the difficulty in maintaining such a policy).
77 See, e.g., Molly DiBianca, Are You Monitoring Your Employees' Facebook

Pages?, DEL. EMP'T. L. BLOG (June 15, 2010),
http://www.delawareemploymentlawblog.com/2010/06/are youmonitoringyour em
ploy.html (arguing that employers' social media fears can be disarmed with a clear
social media policy).

78 See, e.g., FINRA, supra note 6, at 3 (asserting that securities employers must attain
assurances from employees that they will adhere to FINRA's recordkeeping guidance
in dealing with customers on social media sites).

79 See, e.g., FINRA, supra note 6, at 3.
80 See FINRA, supra note 6, at 3. (noting that the content of a securities firm

employee's communication with a customer determines whether the communication
should be recorded).

81 See FINRA, supra note 6, at 1-2 (summarizing the duties of securities firms under
FINRA's social media rules).
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become quite concrete requirements. At that point, the law and judicial
thinking must be ready to accommodate those requirements in a way that
best suits both the employers' needs and the employees and job applicants'
desire to maintain their personal privacy. Until then, the best and most
legally safe way for employers to minimize the dangers of employee social
networking use is not to collect passwords and review every piece of
employees' social media lives into which they can wriggle. Instead,
employers should adopt social media policies that make employees aware
of the risks and responsibilities they must mind when they are clicking and
commenting on social networking sites.
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