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THE AGENCY PROBLEM OF LEHMAN BROTHERS’ BOARD
OF DIRECTORS
By: Young Ah Kim

Introduction

Lehman Brothers is often cited as an example of corporate governance failure
largely due to poor oversight by the board.[1] Richard Fuld, former CEO of
Lehman Brothers during its bankruptcy in 2008, still does not agree with this
general evaluation. Seven years later in 2015, he gave a speech at a conference in
New York.[2] Fuld spoke about Lehman’s risk management, as quoted
in The Wall Street Journal: “Regardless of what you heard about Lehman’s risk
management, we had 27,000 risk managers because they all had a piece of the
firm.”[3] The problem, however, remains that Lehman’s employees owned a very
small portion of the company stock, which did not solve its agency problem.
Lehman Brothers had a high-leverage, high-risk-taking business strategy
supported by limited equity.[4] For instance, it took its leverage ratio up to 30
times its equity.[5] It also had a culture of aggressive growth strategy, which
focused on risky and complex financial products such as subprime, derivatives
and commercial real estate markets, and failed to carry out deleveraging strategy
in 2007 when the commercial real estate market slowed down.[6]
Why did Lehman’s board of directors not effectively oversee Lehman and leave it
bankrupt? Their responsibilities are the oversight of and advisory to the company.
After Lehman Brothers collapsed, many obervers have pointed out that it should
not have taken excessive debts, diversified product portfolio and the board of
directors should have monitored its strategy and risk management more
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carefully.[7] All of the root causes of Lehman’s failures can be traced back to the
dysfunction of the board of directors and the agency problem.
What is the agency problem of the board of directors?

The agency problem arises in a situation where an agent (i.e. a director of a
company) does not act in the best interests of a principal (i.e. a shareholder).
When a principal chooses to act through others and its interest depends on others,
it is subject to an agency problem. “The problem lies in motivating the agent to
act in the principal’s interest rather than simply in the agent’s own
interest.”[8] The main problem is the asymmetrical information between a
principal and an agent. An agent is hired in the first place largely because an agent
can carry out the tasks a principal may not be able to perform due to lack of time
commitment, skillsets or specific knowledge to run the business. After the agent
starts working for the principal, he will likely have a greater level of information
for the company, because he is the one who actually performs specific tasks on a
regular basis.
The principal, on the other hand, can easily be left in the dark because she is not
sure the performance that the agent carries out is exactly what is promised in their
contractual relationship.

[T]he agent has an incentive to act opportunistically, skimping on the quality of
his performance, or even diverting to himself some of what was promised to the
principal. This means, in turn, that the value of the agent’s performance to the
principal will be reduced, either directly or because, to assure the quality of the
agent’s performance, the principal must engage in costly monitoring of the agent.
The greater the complexity of the tasks undertaken by the agent, and the greater
the discretion the agent must be given, the larger these “agency costs” are likely
to be.[9]
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Lehman Brothers’ employees’ having a very small piece of the company
ownership does not guarantee that they will act in the best interest of Lehman and
effectively manage its risks. If Lehman were incorporated as a partnership firm
such as general partnership or limited partnership where general partners put their
own capital on the firm and personally assume personally unlimited liability,
those partners would object to such a high risk. In other words, Lehman’s taking
excessive risks was a classic example of the agency problem because employees
and executives acted in their own best interest, which was performance-based
compensation. To avoid this problem, the board of directors is formed. However,
do directors effectively function as a safeguard for the interests of shareholders?
The board itself often creates the agency problem. A large public company such
as Lehman has so many shareholders, and the composition of the shareholders
constantly changes even by minute on the stock market. It is almost impossible
for shareholders to directly run the company. Thus, shareholders hire third parties,
directors, to minimize such agency problem between shareholders and employees
including executives. Directors’ roles are to monitor and incentivize management
on behalf of shareholders, their principal, including oversight of the company’s
external audit (the audit committee), setting of the compensation scheme for
executives (the compensation committee), evaluation of the company’s
governance structure and processes (the governance committee), nomination of
new directors (the nominating committee) or making decisions on the distribution
of dividends.[10]
Under corporate law, the board of directors has the “ultimate responsibility for
managing the business and affairs of a corporation.”[11]. In carrying out their
responsibilities, directors have a fiduciary duty to act in the interest of the
corporation and should exercise the duty of care and duty of loyalty. For instance,
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under the Delaware General Corporation law, directors may exercise their
business judgment in the fulfillment of their obligations to the
corporation.[12] Consequently, Delaware’s case law imposes fiduciary duties on
directors to ensure their duty of loyalty and care toward the company.[13] “[T]he
fundamental principle of Delaware law [is] that the business and affairs of a
corporation are managed by or under the direction of its board of directors.
8Del.C. § 141(a). In exercising these powers, directors are charged with an
unyielding fiduciary duty to protect the interests of the corporation and to act in
the best interests of its shareholders.”[14]Black’s Law Dictionary defines
“fiduciary relationship” as: “A relationship in which one person is under a duty to
act for the benefit of another on matters within the scope of the relationship.
Fiduciary relationships . . . require an unusually high degree of care.”[15] Once
elected, directors become fiduciaries with powers to act on behalf of the
shareholders and are bound by two important duties: (i) duty of care, “[d]irectors
are not merely bound to be honest; they must also be diligent and careful in
performing the duties they have undertaken,”[16] and (ii) duty of loyalty, “[t]he
rule that requires an undivided and unselfish loyalty to the corporation demands
that there be no conflict between duty and self-interest. . . . the duty of loyalty
mandates that the best interest of the corporation and its shareholders takes
precedence over any interest possessed by a director, officer or controlling
shareholder and not shared by the stockholders generally.”[17]
However, a director may choose his own interests rather than shareholders’ in
conflicts of interest or if he is not fully engaged in his responsibilities. “A director
is interested if he will be materially affected, either to his benefit or detriment, by
a decision of the board, in a manner not shared by the corporation and the
stockholders.”[18] Directors own interests are more closely aligned with
executives than with shareholders because executives protect their jobs. Once
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hired, a director maintains a closer relationship with executives, who he is
supposed to monitor, than with shareholders, who elect him. It is probably
because 1) the board of directors meet executives in person on a regular basis,
thus developing interpersonal relationships with executives while indirectly
communicating with shareholders through the company’s employees, executives
or indirect communication channels such as investment relations (IR) information
and 2) the job security of directors in fact lies in the hands of executives. CEOs
often use their own contacts or executive search firms that the company has been
using to hire directors and the nominating committee comprising of directors
themselves control the hiring and firing process of directors. [19] Thus, the job
security of directors is actually determined by executives and directors (agents),
not shareholders (principals). The agency problem is subject to arising if directors
and executives continue to have authority over controlling directors.
Effective ways to mitigate the agency problem of the board of directors
In fact, several safeguards have been developed to solve the agency problem such
as director stock ownership and mandatory appointment of independent directors.

Director Stock Ownership
One of the ways to reduce agency costs is to align an agent’s interest with a
principal’s interest, because the agency problem arises due to divergent interests.
For example, requiring directors to own company shares can motivate directors to
work for the company’s best interest, rather than directors’ interest. However,
because directors are monitors and advisors, not managers, tying directors’
compensation with the company’s financial success may compromise their ability
to provide effective oversight.[20] For instance, a director may become unwilling
to approve risky projects that will negatively affect the company’s short-term
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profits but create long-term value,[21] if he prefers immediate financial gains
from the company.

There is mixed evidence on this issue. Some scholar such as Mehran did not find
a relationship between director stock ownership and improved company
outcomes.[22] However, Cordeiro and other scholars found that there is a positive
correlation between equity ownership among directors and future stock price
performance.[23] Even if there is a positive correlation, is it sufficient to eliminate
the agency problem? Lehman Brothers’ 27,000 employees and directors had a
small piece of the company, but Lehman collapsed. It is questionable that
retaining a very small piece of shares will trump a director’s strong interest in job
security and the reputational benefits from serving on the board.

Independent Directors
The New York Stock Exchange (“NYSE”) requires that listed companies have a
majority of independent directors.[24] To be independent, directors should have
“no material relationship with the listed company.” [25] For example, a director is
not considered independent if the director or an immediate family member 1) has
been employed as an executive officer at the company within the last three years,
2) “[has] received, during any twelve-month period within the last three years,
more than $120,000 in direct compensation from the listed company, other than
director and committee fees and pension or other forms of deferred compensation
for prior service,” 3) has been employed as an internal or external auditor of the
company in the last three years, 4) is an executive officer at another company
where the listed company’s present executives have served on the compensation
committee in the last three years, or 5) is an executive officer at a company whose
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business with the listed company “exceeds the greater of $1 million, or 2% of
such other company’s consolidated gross revenue” [26]
Unfortunately, the requirements do not stop directors from acting in their own
intersts; they only “reduce” the possibility that a director makes a judgment based
on his immediate personal gains such as approving and overly risky project that is
directly aligned with another business he has interests in. In fact, many studies fail
to find a significant correlation between board independence and improved
market returns or long-term performance.[27] The NYSE also acknowledges the
risks that directors do not reliably make independent judgment even though they
meet the NYSE independence standards.[28]

In Lehman, 8 out of 10 directors met the independence of standards of the NYSE
in 2006,[29] but they lacked the financial expertise and failed to reliably monitor
Lehman. For example, the finance & risk committee met only two times a year
and the compensation committee met more times (eight) than the audit committee
(seven).[30] Berlind was a theatrical producer, and Evans was a career officer and
rear Admiral in the United States Navy.[31] Retired CEOs’ professional
experience inclued Sotheby’s, Vodaphone Group, IBM, Telemundo Group, which
are not financial services areas.[32] Until 2006, Lehman’s board included Dina
Merrill, an 83-year-old actress.[33] In addition, there were no current CEOs of
major public corporations and former CEOs were well into retirement.[34] Did
the board properly understand the complexity and severity of financial markets
well enough to weather the storms when the financial market slowed down?
Could these “independent” directors who did not have most updated financial
expertise represent the shareholders’ best interests? Did they exercise fully their
fiduciary duty that they owe to Lehman and act in good faith in exercising their
oversight responsibilities solely in the best interests of Lehman’s shareholders?
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It is very difficult to raise doubts when a company’s financial performance has
been very strong, because it is a good way to evaluate executives’ capabilities of
running the business whose purpose is often to maximize the profits. Fuld was the
embodiment of Lehman’s huge success. During Fuld’s tenure, Lehman’s revenues
grew 600%, from $2.7 billion in 1994 to $19.2 billion in 2006.[35] A culture was
created where employees were afraid to ask questions.[36] Lehman’s directors
failed to challenge Fuld. “[T]his [risky] strategy was fully endorsed by Lehman’s
board of directors.”[37] In this dynamic, executives such as Fuld become a
principal and the board of directors become executives’ agents, not shareholders’.
This reversed relationship resulted in the agency problem between Lehman’s
shareholders and directors.

Conclusion

The agency problem cannot be eliminated as long as there is an agent who is not
the 100 percent true owner of the company. Regulators have been recognizing this
problem and trying to safeguard listed companies by requiring them to comply
with numerous regulations designed to promote the independence of the board of
directors. However, such compliance with regulations is not sufficient to ensure
that directors would act in the best interests of the company and its shareholders.
Companies need to develop more effective ways to minimize agency costs and
maximize the shareholders’ benefits, rather than relying on compliance with
federal regulations. It may be too late to fix the problem at Lehman Brothers
because, the 158-year-old firm with 25,000 employees, no longer exists, but other
companies should consider ways of avoiding an agency problem of their
own.[38] In addition, directors should keep in mind that they are bound by the
fiduciary duty to ensure that they govern the company in the best interests of the
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company and its shareholders, not themselves, including the duty of care and the
duty of loyalty to the company.
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LIFTING THE INJUNCTIONS: THE END OF “THE TRIAL OF
THE CENTURY” IN SOVEREIGN DEBT
By: Luis F. Gomezm Alfaro

Introduction

The newly-elected government of Argentina has offered to pay all the holders of
its sovereign debt.[1] This proposal is a striking reversal of Argentina’s decadelong position of only making payments to the holders of it restructured debt
(“exchanged creditors”), but not to those that had refused to exchange their bonds
at a 65% loss (“holdout creditors”).[2] If the negotiations are successful, and the
injunctions against Argentina are lifted, these developments will bring an end to
the so called “trial of the century in sovereign debt restructuring,” [3]and cement a
remarkable empowerment of holdout creditors in sovereign debt restructuring
processes.
Argentina’s newly elected President, Mauricio Macri, has vowed to regain access
to the sovereign debt markets.[4] Currently a series of judgments and
injunctions[5] have rendered Argentina unable to make payments only to the
exchanged creditors, and has effectively forced the South American nation to
default on its sovereign debt. To illustrate the significance of Judge Thomas P.
Griesa’s injunctions, and how lifting these equitable remedies will determine the
resolution of this sovereign-debt landmark case, this note will: (1) present a short
overview of Argentina’s sovereign-debt debacle; (2) explain how the failed debt
restructuring process lead to the District Court for the Southern District of New
York issuing the unprecedented injunctions; and, (3) explain how Argentina’s
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new settlement offers will lead to a permanent lifting of the injunctions and the
amicable resolution of the most contested sovereign-debt litigation.
Argentina’s sovereign debt debacle
Argentina’s great depression, from 1998 to 2002 generated the largest sovereign
debt default in history.[6] After a surprising economic recovery, Argentina began
restructuring a debt worth well over $100 billion.[7] The first restructuring
attempt occurred on 2005 and it was followed on 2010 by a reopened
restructuring exchange that had an even less attractive offer.[8] At the end of the
two restructuring processes, Argentina had successfully exchanged almost 93% of
its sovereign debt with the participating creditors securing an average of $.30 for
every $1 owed by Argentina.[9]

An otherwise successful debt restructuring process began spiraling out of control
with the emergence of a group of recalcitrant creditors refusing to exchange their
bonds. These holdout creditors were led by investment funds that had purchased
secondary-market Argentine debt with the intention to sue and hold out until they
were paid in full.[10] These investors followed a litigation strategy, previously
employed against Peru, and sued Argentina in the Southern District of New
York.[11]

In making a case for full payment, the holdout creditors first relied on an
alternative understanding of the pari passu clauses in the bonds,[12] followed by
a request of equitable remedies to force Argentina to the negotiating
table.[13] On December 07, 2011, Judge Griesa of the Southern District of New
York ruled for the holdout creditors finding that Argentina had violated the pari
passu clause in its bonds by making interest payments to the exchanged creditors
without also making payments to the holdout creditors.[14] On February 23,
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2012, Judge Giresa not only ordered Argentina to make ratable payments to the
holdout creditors but also issued injunctions[15] blocking financial institutions
from making payments to the exchanged creditors until the holdout creditors also
received payments.[16]

After Argentina pursued several appeals, the Supreme Court of the United States
refused to take the case against Judge Griesa’s orders to pay the holdout creditors
in full when it made any payments to the exchanged creditors.[17] With the
Second Circuit Court of Appeals lifting its stay, and the orders and injunctions in
full effect, Argentina’s refusal to make payments at this stage would again have it
defaulting on its debt and completely cut off from the international credit
markets.[18]

The injunctions

After the holdout creditors secured partial summary judgments, some tried to
enforce their judgments by seizing eligible Argentine property. Through this
efforts, creditors attempted to seize: other defaulted bonds; Argentina’s central
bank funds on deposit at the Federal Reserve Bank of New York and at the Bank
for International Settlements; taxes and revenues owed to Argentina; the
Argentine President’s airplane; and even a military ship docked abroad.[19]Since
the holdout creditors couldn’t have realistically seized enough eligible assets to
satisfy their judgments,[20] the court also granted their requests for specific
performance and of equitable remedies against Argentina’s continued violation of
the pari passu clause.[21] These unexpected injunctions[22]mandated that
“whenever the Republic paid on the exchange bonds, it needed to make a ratable
payment to plaintiffs” (holdout creditors).[23]
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The injunctions were supported by the holdout creditor’s argument that two
Argentine laws left them without an adequate remedy at law, and that the equities
and the public interest supported the injunctions due to Argentina’s “repeated
failures to pay plaintiffs and its unprecedented, systematic scheme to pay other
debts without paying plaintiffs”.[24] These two Argentine laws were Law 26,017
(known as the Lock Law) and Law 26,547.[25] The “Lock Law” plainly prohibits
future settlements to holdout creditors, and Law 26,547 prohibits offering more
favorable settlements to the creditors that have sued Argentina.[26] Thus, these
laws amounts to a legislatively blockade to compliance with the Court’s
judgments and the injunctions. Further, the passing of a third Argentine law, the
Sovereign Payment Law or Law 26,984, led to the Court holding Argentina in
contempt for attempting to evade the injunctions through a complex scheme of
transactions within Argentina.[27]

These injunctions were consequential because they had very effective
extraterritorial effects on a sovereign debtor. Extraterritorial compliance was
assured because the court threatened to also sanction the trustees (like to The
Bank of New York Mellon); the exchanged creditor as and their depositaries (like
Cede & Co. and The Bank of New York Depositary); financial market utilities
(like the Depository Trust Company, Clearstream Banking, and Euroclear);
trustees (like the Bank of New York Luxembourg and The Bank of New York
Mellon); and, their attorneys and other agents.[28] The order’s in terrorem effect
on third parties was designed to force Argentina back to the
negotiations.[29] These injunctions were also sui generis because instead of
requiring payment to any of the creditors, they left Argentina with the choice of
either paying every creditor ratably or defaulting on all of its debt by being unable
to make payments directly or through any financial institutions.[30]
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Faced with the holdout creditors strategy, and unable to receive the agreed
exchange payments, many of Argentina’s exchanged creditors became “me too”
plaintiffs by also filing motions for partial summary judgments in 2015. These
exchanged creditors obtained the same pari passu summary judgments as the
holdout creditors due to Argentina’s course of conduct that has led to not paying
any plaintiff.[31] Further, the court also extended “me too” injunctions to the
exchanged creditors, citing Argentina’s failure to entertain meaningful settlement
negotiations and its scheme to make payments only to the exchange bondholders
in violation of the court’s original injunctions.[32]Argentina’s appeal of these last
orders is pending before the Second Circuit.[33]

The resolution of the case

Having defaulted on its debt, unable to pay its restructured creditors, mired in
litigation, and cutoff form the sovereign debt market, the newly elected Argentine
government reopened negotiations through the court-appointed mediator, Special
Master Daniel A. Pollack.[34] After his election, President Macri dispatched its
newly appointed Secretary of Finance and a delegation of senior government
officials to hold talks with the representatives of the holdout creditors leading the
case in New York. On January 2016, discussions began under the auspices of the
Special Master.[35] One month later, on February, 2016, Argentina had presented
a settlement offer which lead Mr. Pollack to declare that the case was “now well
on its way to being resolved,”[36] and that “Argentina has continued to reach
Agreements in Principle with its Bondholders, large and small.”[37]
As a product of the negotiations, Argentina proposed an offer with two settlement
categories: the Standard Offer and the Pari Passu Offer.[38] The Standard Offer
provides for a cash payment equal to the original principal of the bond plus 50%
as interest.[39] The Pari Passu Offer provides that (1) creditors with injunctions
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and judgments are to receive the full amount of that judgment, less a 30%
discount, and (2) that creditors with judgments are to receive payment equal to the
current accrued value of the claims, less a 30% discount.[40] Importantly,
Argentina conditioned the offers to obtaining legislative approval by the
Argentine Congress and the vacating of the injunctions by the District Court of
the Southern District of New York.[41]
Together with the removal of the holdout creditors’ injunctions, Argentina also
moved to vacate all the “me-too” injunctions; however, because Argentina still
has an on-going appeal (remnant of its previous strategy) the court couldn’t vacate
the injunctions, and instead gave Argentina an indicative Ruling.[42] In that
decision, the court stated that it has the inherent power to vacate the injunctions if
the requested modification would not thwart the purpose behind
them.[43] Affirming that a total compliance with the injunctions was not an
absolute precondition to their modification,[44] and that the court may vacate an
injunction even though the purpose of the decree has not been completely
realized,[45] the court stated a willingness to lift the injunctions in light of
Argentina’s good-faith willingness to negotiate with the holdouts.[46]
The court also explained that since the pari passu clause never required that
injunctions be granted, the injunctions have always been a discretionary remedy
and not an entitlement.[47] It further explained that the changed circumstances
have now render the injunctions inequitable and indicated, through the indicative
ruling, that it would vacate the injunctions upon the occurrence of two conditions
precedent: (1) The repeal of all Argentinian legislation hampering a settlement
with the holdout creditors, including the Lock Law and the Sovereign Payment
Law; and (2) for all creditors in the case to enter into agreements in which they
receive full payment in accordance with the specific terms of each such
agreement.[48]
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Conclusion
In the aftermath of Argentina’s new offers, the sovereign debt market was left
with the blueprint for how to effectively request and use injunctions to force
recalcitrant sovereigns to the negotiating table. The District Court for the
Southern District of New York, with its effective use of its equitable remedies,
has effectively brought the most-contested sovereign debt case to a resolution by
actively rebalancing the bargaining power between the sovereign debtors and its
holdout creditors.
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FOUL OR DIVE? OUTLINING THE UNITED STATES
WOMEN’S NATIONAL SOCCER TEAM’S PAY FOR PLAY
LAWSUIT
By: Alexander Karl

American women have been constantly fighting to have their voices heard and to
achieve equal rights. It took until 1920 for women to receive the right to
vote.[1] But it goes beyond voting as they sought to establish representation. For
decades, women in the workforce have been underpaid to work in hazardous
conditions. Eventually they began to strike, and in 1920, formed the U.S.
Department of Labor Women’s Bureau aimed at representing the needs of wageearning women in public policy.[2] Ultimately, laws such as the Equal Pay Act
were put into place to “prohibit discrimination on account of sex in the payment
of wages by employers engaged in commerce or in the production of goods for
commerce.”[3] Nearly a century since the formation of the Bureau and decades
since the passing of the Equal Pay Act, women are still fighting for fair
compensation today.

A 2014 study reported that women were paid 79% as much as men.[4] While this
number is staggering, the study did not control for the difference in type of job,
level of employment, or hours worked; it simply compared full time employees
for each state.[5] However, it is still clear there is a problem and the wage gap
must be closed. One field where this gap is often overlooked is women’s athletics.
Recently, the United States Women’s National Soccer Team (“USWNT” or
“Women”) filed a lawsuit against the U.S. Soccer Federation. The USWNT claim
that despite being more successful the Federation pays the U.S. Men’s National
Team (“USMNT” or “Men”) significantly more than it pays the women for the
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same work.[6] The lawsuit has been gaining steam and has even been endorsed by
members of the men’s team. Landon Donovan, arguably the best American player
of all time, stated via Twitter, “USWNT absolutely deserve to be treated fairly in
all ways”.[7] Although the women have support from many people, the
Federation has strongly disputed these claims. This lawsuit is still relatively
young and could potentially jeopardize the USWNT’s play in this year’s Summer
Olympics. This article aims to layout both sides of the lawsuit in an effort to
understand the best outcome for both parties.

The USWNT Claims Foul

The USWNT filed their complaint alleging they have not received equal
compensation for their play and performance. Analyzing the merit of the claim is
difficult because the Men and Women have different pay structures. Despite
receiving a $72,000 per year salary, which the Men do not receive, the Women
claim the total payment they receive is far less; their claim strictly revolves
around the differences in bonus structure.[8] When analyzing the numbers, the
Men receive $1,400 more per game and nearly $7,000 more per win.[9] In
addition, the bonuses the Women receive for medaling in the World Cup is
significantly less.[10] The complaint does not stop there: the Women allege the
financial support they receive is much less than the Men, and they have numbers
to back them up. In 2015, U.S. Soccer spent $30 million to run the Men’s
program, compared to $11 million for the Women’s. Not only do they receive less
funding, but they have been forced to play on artificial turf; a faux pas the
Federation would never ask the Men to do because of injury risk.[11] In sum, the
Women’s complaint states there are “no legitimate, non-discriminatory reasons
for this gross disparity of wages, nor can it be explained away by a bona fide
seniority, merit or incentive system or any factor other than sex.”[12]In
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anticipation of filing, the Women proposed a new Collective Bargaining
Agreement (“CBA”) as they no longer agreed to the payment stipulations in the
old CBA.[13] This caused the Federation to sue and, with the CBA up in the air,
the Women have significant bargaining power as the Summer Olympics
approaches.[14]
The Women’s claims are not unfounded, as they have cited statistical findings in
support. Last season, the Women’s team generated nearly $20 million more than
the Men’s team.[15] Furthermore, the Federation’s annual projections expect
USWNT international games to bring in more revenue than the Men’s team in
2016, and significantly more in 2017.[16] While the Women lay out a detailed
case, they face a stringent standard to prove they have been wronged. As
highlighted by Michael LeRoy, a University of Illinois professor who teaches
collective bargaining and, the market conditions of men’s and women’s sports
vastly differ.[17] Furthermore, the Women have the difficult task of proving
equality of work within similar market conditions.[18] Although the lawsuit has
some teeth to it, the Women still have a ways to go in the battle and the U.S.
Soccer Federation is not going to roll over.

The Federation Claims Dive

The Federation adamantly denies any wrongdoing and claim the Women are
fairly compensated. Their argument centers around two main themes. First, they
claim the Women assented twice to their current pay structure.[19]Second, the
Federation claims the Women are paid proportionately to their market
share.[20] U.S. Soccer initially argues they cannot be liable for unequal pay
because the Women consented to the terms within their previous CBA. The
Federation claims the Women wanted a more conservative structure with a set
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salary, rather than a bonus-ridden agreement like the Men. This argument directly
ties to contract law in regards to mutual assent and consideration. The Women
were clearly worried about having a set amount of pay, as evidence by their
yearly wage of $72,000.[21] However, this does not seem to be enough to get the
Federation off the hook. Part of the intended scope of the Equal Pay Act states an
employer may not use a CBA to justify unequal pay.[22] This means the Women
can file a lawsuit regardless of their agreement to the pay. The second of the
Federations defenses carries more weight and the Women will have difficulty
proving they were unfairly compensated for their market share. U.S. Soccer
claims the Women have brought the lawsuit using skewed data, which only
highlights one year of numbers.[23] They further elaborated stating, “If you look
at four or eight years cumulatively, the men’s national team revenues are almost
twice that of the women’s national team.”[24] However, this may be slightly
overstated as within the last four years the Men have generated $60 million in
comparison to the Women’s $51 million.[25] Although the numbers are slightly
exaggerated, the sentiment still holds as the Men have a drastically larger
following. In the last three years the Men had an average home attendance of
29,781, compared to 16,229 for the Women.[26] In addition, television
viewership is much higher for the Men. The Federation’s president claims
television viewership is not 30 or 50 percent higher, but rather multiple times
higher.[27] Even as the Federation denies any wrongdoing, they have been open
to working with the Women to address their issues. The Federation takes great
pride in the USWNT, recentl winners of the 2015 Women’s World Cup, and the
Federation’s President stated he has no doubt a new CBA will be reached by the
start of 2017.[28]

The Referee has a Close Call
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This lawsuit is still very young, and it is unclear how it will unfold. However, a
general sense is that both sides want to handle this sooner rather than later. While
the Women have power to potentially boycott this years Summer Olympics, their
claim is centered on an extraordinary year of revenue generation. The women
played, and won, a World Cup in Canada where many Americans were able to
flood the stadiums. In comparison, the men participated in a World Cup in 2014.
This, in turn, made 2015 a down year for the USMNT. The Federation’s argument
also has its weaknesses. Although the Women agreed to their current pay and the
Men have a strong control over the market, U.S. Soccer projects the Women to
generate more revenue within the coming years. Because of this, the Federation
must be eager to cement a deal. Finally, as mentioned above, the Women have the
power to boycott the summer games and neither party would benefit from this
threat coming to fruition. The U.S. Women’s National Team is the most dominant
women’s soccer team in the world and wants nothing more than to add another
trophy to the collection. They are constantly finding themselves with chances to
win, as evidenced by finishing second and first in the last two World Cups. The
Federation also prides itself in showing off the Women’s team as a powerhouse.
The Men’s success pales in comparison to the Women’s, as their best ever World
Cup finish was third in 1930. There is clearly some animosity between the two
sides. Dowever, with forces pushing from each end to settle, do not expect the
Women to stop playing anytime soon.

[1] Women in Labor History Timeline, http://www.afscme.org/formembers/womens-leadership-training/leadershiptools/body/Women_in_Labor_History_Timeline.pdf.
[2] Id.
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CHIPOTLE AND THE NEED FOR HR OVERSIGHT IN
SETTLEMENT AVOIDANCE STRATEGIES
By: Matthew Lowe

Introduction

When litigation looms for large corporations, settlement becomes a key part of the
strategy discussion. In order to avoid the costliness associated with, and
reputational damage from, lengthy trials, it is not unexpected for a company to dip
into its litigation budget and pay a premium to avoid the hassle. Some companies,
however, adopt the opposite strategy: settlement avoidance. If a company is to
adopt such a strategy, it will also need to adopt proper defensive measures, such
as the implementation of adequate Human Resources (“HR”) oversight, in order
to effectively ride out the storm of the trial.

Background
Following Chipotle Mexican Grill, Inc. (“Chipotle”) going public in January of
2006, it came to be known as an “industry darling”.[1] Recognized for its
transparency and its commitment to utilizing farm-fresh, high-quality ingredients,
Chipotle was a trendsetter and leader in the fast-casual movement in dining.[2] In
2009, the restaurant was even featured in a subplot of the popular animated
television series, South Park.[3] However, proving that what goes up must come
down, the restaurant’s success has come to a screeching halt – in fact, it is
currently on the decline. As of January 2016, Chipotle’s sales have sunk 36%,
following a previous drop of 14.6% for the October-to-December quarter of 2015,
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which marked the first quarterly decline since Chipotle’s IPO in 2006.[4] Further,
its stock has fallen 31% over this same period.[5]

One likely culprit for this downward spiral is the reputational damage Chipotle
has incurred following the myriad lawsuits filed against it over the years. In the
past five years alone, Chipotle has had to manage 115 federal employee
lawsuits.[6] While dealing with many lawsuits – often many at once – is
commonplace for large companies, this number far exceeds what would typically
be expected in this industry for a company of similar size. The 115 federal suits
represent approximately “4.85 legal actions per 100 stores, more than three times
the rate of two of its peers, Panera Bread and Starbucks”.[7]Justin Swartz, a
lawyer at Outten & Golden, has described the number of suits as
“striking”.[8] Mr. Swartz and his firm are currently representing over 500 former
Chipotle employees.[9] Indeed, while the types of lawsuits filed against Chipotle
in the past half-decade have varied, the vast majority has been employmentrelated, with former employees citing, inter alia: underpayment, termination
without just cause, and discrimination.[10] Even the recent outbreak of E.
coli found in Chipotle foods has been speculatively attributed to high levels of
labor law violations by industry experts. These violations have led to working
conditions conducive to the spreading of illness.[11]

In March of 2013, three former employees of Chipotle filed a lawsuit on account
of alleged gender discrimination. Stephanie L. Ochoa, Tina M. Reynolds, and
Elizabeth A. Rogers, all general managers in the Greater Cincinnati locations,
claim that they were fired from their positions unfairly. Ochoa, who was
commended for her helping to improve her location by “100%” by supervisors
and who had previously been earning bonuses every six months, was fired in
March of 2012 and replaced by a male employee.[12] Reynolds had been
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promoted numerous times, receiving a bonus, an “above expectations” in two
categories of her employee evaluation, and an increase in pay in 2011. Later that
same year, she was terminated and replaced by a male employee.[13]Finally,
Rogers, following a series of allegedly hostile encounters with an area manager,
Herman Mobbs, was fired in November of 2011; the facts surrounding the
termination alluded to the termination allowing for the hiring and retention of
male employees.[14] What’s more is that all of these women were terminated
when similarly situated males with worse evaluation scores were not.[15]

Analysis

Studies show that settling cases is often the best choice. This is reflected by the
fact that the vast majority of cases do settle 80%-92% of the time.[16] In a study
published in the Journal of Empirical Legal Studies, it was found that in only
15% of cases that went to trial were both sides right to have done
so.[17][18] Thus, there is a statistical misalignment in the thought process
between the decision to go to trial and the outcomes of trials. Jeffrey J.
Rachlinksi, a law professor at Cornell, has concluded that “most of the time, one
of the parties has made some kind of miscalculation or mistake.”[19] Despite this
empirical reality, Chipotle seems to adopt a strategy, or, at the very least, a
tendency to attempt to avoid settlements, according to Katherine Neff, an attorney
at Freking Myers & Reul LLC, who worked on the aforementioned gender
discrimination suit against Chipotle.[20]

On February 8, 2016, an Ohio federal jury ordered Chipotle to pay approximately
$607,000 to the three plaintiffs. Jurors awarded the women between $111,000 and
$123,000 in back pay, along with $85,000 each in punitive damages.[21] For
those seeking to mount effective defensive strategies and to learn from past
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mistakes, the question is: where did Chipotle go wrong? Embracing an aversion to
settlement options necessarily requires tight oversight measures and, especially
with regard to labor and employment disputes, an effective human resources
department to monitor that oversight.

The importance of an HR department cannot be overstated. Katherine Neff
explained:
Chipotle eliminated its “on the ground” HR folks a few years before our
Plaintiffs were terminated. As such, there was no HR oversight for the
termination decisions. Chipotle also eliminated the use of progressive discipline,
so Plaintiffs had not received warnings prior to their terminations. Therefore,
Chipotle neither had a “paper trail” nor a “neutral” review by HR to support the
manager-bad actor’s decision. According to the jury, this was a fatal flaw for
them. Most large companies have both HR review and some form of progressive
discipline that they follow before terminating an employee. It simply makes
business sense to have this in place. That way if an employee disputes the
termination decision, the company has something to point to in support of the
termination decision. While progressive discipline and HR oversight is not
always full proof, it makes it harder for employees to demonstrate discrimination
if there is a paper trail and HR involvement. Also, in this case, several of the
plaintiffs received positive performance reviews shortly before their
terminations. One received a raise and a bonus in her final paycheck. Receiving
good reviews, raises and/or bonuses does not support the employer’s claim that
these folks were poor performers. These are things that perhaps a skilled HR
person would catch prior to authorizing a termination decision. I would guess
that any HR person that has undergone training on EEO laws would question the
mixed signals being sent to the employee that received a good review/raise,
and/or bonus at the same time the manager is recommending termination.[22]
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In this case, Chipotle essentially had to justify its termination of women who had
evidence to show that their performance exceeded expectations and received high
praise from superiors. To do that without an established HR team and without a
paper trail to at least counter the one that the plaintiffs had accrued made the steep
hill ultimately insurmountable. The organizational procedures put in place by
Chipotle’s management are questionable because those measures, absent HR
oversight, also contributed to their loss at trial. In other words: one wonders why
they would use the evaluative means discussed when doing so would amount to
an easy and unfavorable comparative metric. At the end of the day, it was proven
difficult for defense counsel to talk its way out of the fact that the women
terminated excelled and the males retained or hired after-the-fact did not. But the
devastating illustration made possible by these evaluative tools were not the silver
bullet; they were one of quite a few factors that went into a decision for the
plaintiffs. As Neff notes, “I’m not sure whether we would have defeated summary
judgment if all that we had were the audit scores of other male comparators who
were not terminated. With this particular judge, that may not have been enough,
but with others it may have been.”[23]
In order to ensure short-term success in defeating Chipotle’s motion for summary
judgment and long term success in the trial, Neff had to delve into two crucial
factors: 1) the comparator evidence, which was the evidence that showed that
other individuals outside of the protected class engaged in similar conduct but
were not terminated;[24] and 2) changing reasons, which exist “when different
witnesses provide varying testimony about the reasons for the termination, but
also changing justifications offered by management for the terminations.”[25] In
addition to these factors, Chipotle made the case even easier for the plaintiffs
through an overall lack of a paper trail and a lack of notification.[26] With regards
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to notification, “one of the plaintiffs received a warning prior to her termination.
In the warning she was told her manager would follow up with her in 2 weeks, but
he ended up deciding to terminate her just a couple of days later.”[27] The role of
HR is to address all of the issues that culminated in bringing Chipotle to its knees.
Since Chipotle did not have an “on the ground” HR staff to ensure compliance
with labor laws, follow-through of the organization’s procedures, and proper
execution of hiring-and-firing techniques, the outcome of this lawsuit should not
have come to a surprise for the severely exposed restaurant.

If one were to imagine how things would have played out for Chipotle had they
not eliminated its HR forces, the evaluations would likely have been put to better
use such as the use for which they were intended: to ensure that good employees
like plaintiffs were retained and employees with actually poor scores would be
terminated. If plaintiffs had to be terminated, they would have received proper
notice. Further, the uniformity of such procedures would have been offered to
justify the terminations. In other words, because HR plays such a crucial role in
termination decisions, they could have been called upon to testify and provide
uniform justifications for those decisions. While HR oversight may not have
guaranteed summary judgment, its presence would have made it significantly
harder for the plaintiffs to win at trial.

Conclusion

Chipotle has found its way into a crisis and with all of the decisions it could
pursue in an attempt to crawl out of its hole, it seems to be making the wrong
ones. While it still has a chance to turn things around, lesson here is for other
companies that should more successful in avoiding the circumstances plaguing
Chipotle. While there have been myriad exposure points outlined, the key
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takeaway is to rely more on the establishment and role of HR. Companies should
defer less to regional decision-makers when it comes to labor and employment
matters and more so to those who specialize in the area, in order to ensure that
they are not making drastic missteps. Something as seemingly simple as hiring
and firing can get very complicated and corporations need to appreciate that and
allocate resources accordingly. At a time when its sales have been declining for
two fiscal quarters in a row, its stock value has fallen, and these issues are being
attributed at least in part to reputational and financial cost of employment-related
litigation, reducing HR’s local capacity has proven to be a very bad decision.
Chipotle should amend that decision and other companies should try to avoid the
same mistake.
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IT’S A BIRD . . . IT’S A PLANE . . . IT’S A DRONE! STATE AND
LOCAL DRONE APPLICATIONS IN LAW ENFORCEMENT
By: Steven Wittenberg

Introduction
Drone technology is here to stay. They are the Obama administration’s instrument
of choice for high-level officials to execute “lawful . . . lethal operations in a
foreign country” aimed at enemy combatants (who can be U.S. citizens) who
happen to be an “operational leader.”[1][2] To qualify, there must be an
“imminent threat,” capture must not practical, and the slaying must be consistent
with the laws of war. “Imminent” is a self-defense term, which demands that the
official must “know, in a detailed manner, who poses such a threat, in what
circumstances, and how and when such persons can be targeted.”[3] At the
intersection of intelligence gathering and the decision to strike are the so-called
“kill lists,”[4] which are maintained to ensure the targets satisfy all the conditions
of a lawful targeted killing.
As a vestige of President Obama’s grand strategy to forge a “leaner” military to
sustain prolonged military engagements in 2012,[5] the Pentagon planned a
“sharp increase” in drone flights in August 2015.[6] Drones are both harshly
criticized and reluctantly praised as the centerpiece weapon against enemy
combatants. [7] The question is whether this new technology can be harnessed (or
abused) within the fifty states and how.

Today, the proliferation of drones in civilian society is palpable. One need not
look further than the website myfirstdrone.com, which is a one-stop shop for all
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things drone. Moreover, the headline, “Man Detained Outside White House for
Trying to Fly Drone” sums up the current drone climate.[8] The Consumer
Technology Association estimated 400,000 drones were sold over the past holiday
season.[9] Legislatures have not been inactive. In Illinois, drones may not be used
to frustrate another person’s hunt: either “wildlife or aquatic life.”[10] Indeed,
Illinois formed a drone task force because “[i]t is clear that increased drone use
creates emerging conflicts and challenges to providing guidance into the safe
operation of drones, while not infringing upon the constitutional rights of
others.”[11]
The typical drone is an “unmanned aircraft” as a part of an “unmanned aircraft
system.” The system contains the required “support equipment, control station,
data links, telemetry, communications and navigation equipment necessary to
operate the unmanned aircraft.” In December 2015, the Federal Aviation
Administration (FAA) released a “Fact Sheet” advising state and local authorities
on drone regulation.[12] According to the Illinois Freedom from Drone
Surveillance Act, a “drone” is “any aerial vehicle that does not carry a human
operator.”[13]

There are two ways for people to receive federal authorization to use drones for
non-governmental use. You can get a Section 333 Exemption for “commercial
operations in low-risk, controlled environments.”[14] Alternatively, you might try
getting a Special Airworthiness Certificate (SAC), which requires you to describe
the drone, its intended use and its quality assurance procedures.[15] Currently,
“carrying persons or property for compensation or hire is prohibited.”[16] Lastly,
if you can get federal authorization, you must also comply with state law.
The FAA fact sheet advises cooperation with federal authorities on areas of
regulation regarding “navigable airspace” and mandatory training. It also noted
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the capacities where state governments would have exclusive control under their
police power not delegated to Congress secured by the 10th Amendment to the
U.S. Constitution.[17] The areas traditionally under state police power include
land use controls, zoning policy, privacy, trespass, and law enforcement
operations.[18]

Law Enforcement Drone Application

U.S. states possess the inherent power as once-sovereigns to implement a law
enforcement drone program under their police power. Drones may work in
concert with the state’s local law enforcement officers. In fact, today, drones are
used for surveillance and have reportedly added great value in search-and-rescue
operations.[19] They improve “situational awareness” through their cameras and
sensors for border control situations.[20] In addition to working in concert with
law enforcement, drones might also be used to workindependently through a
leading role. Independent drones would be a primaryagent of the
state;[21] however, they would still require an unmanned aircraft system to
support their operations, but their objectives could be crime prevention.
Crime prevention would be premised on a similar self-defense justification the
Obama administration marshals for its targeted killing program. Under Article 51
of the United Nations Charter, the U.S. holds a self-defense privilege to use lethal
force against individuals planning attacks within and without warzones.[22] For
individuals, “self-defense is a primary law of nature.”[23] Just as a police officer
may use necessary and reasonable force prevent harm to himself or others when
he reasonable believes the response was required to avert the harm,[24] so too
could a drone defend others (technology permitting).
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State law enforcement application of drones could include patrolling
neighborhoods with high crime rates. In practice, drones could surveil their
vicinity with their sensors and detect firearm discharges and cross-locate origin
points, expediting police response times. However, this model is merely
responsive and not preventive. As the technology develops, there may be a way
for special types of drones, as primary actors of the state, to incapacitate would-be
violent criminals by disabling the actor under the self-defense and defense of
others justifications. But this application of drones sounds of science fiction and
invasion of privacy. Therefore, incapacitation by drone may be applied, if applied
at all, only in limited situations.

The real benefit of drones as a policing agent, consequently, would be in their
deterrent effect against criminal behavior as mentioned above. A study in 2005
found a fifteen percent reduction in crime when extra officers were on duty during
“high terror alert days.”[25] University of Chicago Professor of Economics
Steven Levitt estimates that with every ten percent increase in the amount of
police, violent crime is reduced by four percent and property crime is reduced by
five percent.[26]

The average annual salary of a police officer is $52,810.[27] The average police
drone would cost between $20,000 to $30,000.[28] If police drones can quickly
summon their human counterparts and apprehend criminals, then crime could
feasibly go down with greater economic efficiency than putting more cops on the
street. Indeed, the greatest criminal deterrent is certainty about being
caught.[29] If criminals acquire the knowledge they will likely be caught through
the presence of drones, then crime should go down.
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Police State Considerations
The greatest concern about employing drones under the auspices of a state’s
police power is the fear of an authoritarian police state. There may be worries
about the potential invasion of privacy of which drones are capable.[30] It is quite
plausible for state and local governments to use drones to invade privacy with the
backdrop of the National Security Agency’s ever-monitoring presence.[31]
It also might be tempting with the advent of drones to use the technology
toassassinate criminal ringleaders and dangerous felons within the United States,
especially those who are wanted dead or alive, similar to federal government’s
use of drones abroad. Critics would rally behind the potential violation of the
target’s right to a trial by jury under the 6th Amendment of the U.S. Constitution
and the 14th Amendment’s guarantee to not be “deprived of life, liberty or
property, without due process of law” by a state.[32] However, at the same time,
it could be argued the slaying was necessary for the defense of others if the target
was deemed an “imminent” threat, which would echo the Obama administration’s
authorization to kill U.S. citizen Anward al-Awlaki.[33]

The Current Drone Landscape

The Illinois state legislature has regulated drone use in law enforcement to
assuage privacy concerns. The Act provides:

(a) Except as provided in Section 15, a law enforcement agency may not acquire
information from or direct the acquisition of information through the use of
a drone owned by a private third party. In the event that law enforcement
acquires information from or directs the acquisition of information through the
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use of a privately owned drone under Section 15 of this Act, any information so
acquired is subject to Sections 20 and 25 of this Act.
(b) Nothing in this Act prohibits private third parties from voluntarily submitting
information acquired by a privately owned drone to law enforcement. In the event
that law enforcement acquires information from the voluntary submission of that
information, whether under a request or on a private drone owner’s initiative, the
information is subject to Sections 20 and 25 of this Act.[34]
Part (b) may indicate that neighborhood watch groups may help police with their
own drones with surveillance footage. However, the above act has plenty of
exceptions for extreme circumstances. For example, law enforcement agencies
may use drones to counter high-risk terrorist threats, or where “a law enforcement
agency possesses reasonable suspicion that, under particular circumstances, swift
action is needed to prevent imminent harm . . . .”[35]

The use of drones are undeniably valid exercises of state police power within the
law enforcement sphere. There are valid fears of constant overhead surveillance,
but there certainly is a potential to use drones for criminal deterrence in high
crime areas. Moreover, drone manufacturers can partner with state governments
to experiment with the immeasurable applications of drone technology in local
law enforcement.
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A FIDUCIARY DUTY REQUIREMENT FOR FINANCIAL
PROFESSIONALS IS GREAT, IN THEORY
By: Joe Zender

On April 6, the Department of Labor released a new regulation pertaining to the
duties owed by financial advisors to their clients.[1] The new regulation, which is
scheduled to go into effect on January 1, 2018, transforms fundamental aspects of
the financial services industry.[2] The new rule, called a fiduciary duty rule,
requires financial professionals to act in the best interest of their clients.[3] While
a savvy investor or an ethical advisor may have already required this as part of
their relationships, many retail investors do not know the ramifications of such a
duty. The new rule forces this type of duty. Opponents of the rule argue that the
new regulation will increase costs across the financial services industry, which
could force small budget investors out of the advising market, during a time when
they could use it. At the same time, those who can still afford the advice should
receive better tailored and more transparent advice from their financial
professionals. On the other hand, the new regulation adds one more hurdle for an
industry that can ill afford one at this time, when robo-advising is becoming more
prevalent.
Financial advisors meet with their clients to discuss the clients’ goals, objectives,
and long term plans.[4] They explain the types of financial services available to
the client and offer advice on the course the client should take.[5]Registered
investment advisors have already been held to the fiduciary standard.[6] However,
the new Department of Labor regulation would clarify who the duty would cover,
because financial advisors use a wide array of titles, from wealth managers to
financial planners.[7]
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Prior to the Department of Labor’s new regulatory changes, financial
professionals, other than registered investment advisors, were only required to use
a “suitability standard”, which required them to sell suitable products for the
needs of their clients.[8] Often times an advisor suggests investment options like
stocks or mutual funds, and places trades for the client in conjunction with advice
and guidance.[9] Financial brokers on the other hand can only sell stocks and
financial instruments.[10] These two financial professionals also differ on how
they charge for their services. Brokers make their money on commissions per
trade, while financial advisors typically charge a percentage of total assets on an
annual basis, typically ranging from 1% to 2%.[11]

While a savvy investor would make sure that their financial professional held a
fiduciary duty towards them, many investors do not. Under the suitability rule, a
broker could legally steer clients towards investments that paid out larger
commissions or were even products managed by their own company.[12] The
new rule allows those that can afford a financial professional to receive more
transparency, particularly, that their broker is not selling them products which
enrich the broker at their expense.[13] Not all finance companies are opposed to
the new regulation. Merrill Lynch said that they, “support a consistent, higher
standard for all professionals who advise the American people on their
investments.”[14] The higher standard appears to be a good change for retail
investors, however, as with all governmental regulations, there will be unintended
consequences. In addition, if investors were more intelligent on who they selected
to be their financial advisor, this regulation would be entirely unnecessary.
Opponents of the higher duty rule argue that their new duties will prevent them
from helping more people with their retirement planning.[15] The Securities
Industry and Financial Markets Association, an industry trade group, one of the
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largest opponents of the new higher standard, said it remains “concerned that the
DOL’s rule could force significant changes to current relationships, which may
leave clients without the help they need to prepare for retirement, at a time when
we all agree that more can and should be done.”[16] The new rule could be costly
to firms, adjusting the entire way they do business, which could force budget
investors out of the advising marketplace because it just is not profitable for
advisers to take them as clients.[17] The people that most need help with
retirement advice, the poor and downtrodden, could have less access to that
advice because of the new regulation. Just because financial professionals will be
required to act in the best interest of their clients, does not mean they need to take
on clients if they do not want to.

In addition, as the new rule burdens financial companies more, they may have to
increase their fees in order to cover the additional costs.[18] In 2012, federal
regulation compliance encompassed $2 trillion in costs in the United
States.[19]To argue that more regulations and costs are needed, is counter to
economic thought, which would say increased costs lead to more market
concentration as companies attempt to spread out the fixed costs of complying
with the regulations.[20] Furthermore, economics would say that more market
concentration can lead to even higher prices.[21] While the intentions of the
regulation might be pure, the consequences of it could be to prevent the poorer
segments of the population from getting important financial advice and could also
raise the costs to other clients of advising services.

The opponents of the new fiduciary rule are also poised to challenge the
regulation in court under the Administrative Procedure Act.[22] The opponents
would likely argue that the new regulation is arbitrary and capricious, and the
courts need not defer to it.[23] They are unlikely to succeed however, because of

Page 62 of 113

Ill. Bus. L.J. | Vol. 21

the difficulty proving the arbitrary and capricious nature of the
regulation.[24]Additionally the opponents cannot rely on Congress overturning
the regulation because too many Democrats would not want to counter a
regulation promulgated and supported by President Obama.[25] While legally, it
appears the regulation will survive, it does not mean the costs associated with it
should be allowed to enter the market.

The financial advising industry is bombarded on a number of fronts. While some
projections say that the industry may add as many as 74,000 jobs over the next ten
years, the future looks bleak.[26] The advent of the so called robo-advisor has
caused significant strain in the financial services industry. A robo-advisor is a
wealth management service that provides automated, algorithm-based portfolio
advice without the use of a financial advisor.[27] While there are countless
services, robo-advisors are becoming increasingly sophisticated.[28]Like other
industries that have been replaced by automation, financial advisors are
progressively needing to provide value to their clients that computer
cannot.[29] New regulations like those posed by the Department of Labor, only
make it more difficult for human advisors to compete with robo-advisors. While
many advisors charge 1 to 2% in annual fees, robo-advisor firms can afford to
charge a lot less for the same service, sometimes as low as .25%.[30] The costs
associated with possessing a fiduciary duty will only make normal advising less
viable.

Robo-advising might seem like a great idea, as it could offer those pushed out of
traditional advising because of the costs, an avenue to receive advice about their
investments. However, some of the robo-advising firms do not offer well-tailored
enough advice to help plan for retirement and some investors like the ‘human
touch’.[31] Whereas robo-advisors are great at directing investments, analyzing
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betas, or finding values in the stock market, they are ill-equipped in understanding
the goals and objectives of an individual person.[32] Planning an estate, for the
purchase of a house, or in analyzing the risk tolerance of an investor is something
an experienced advisor can do much better than a computer. Only one third of the
American population would be comfortable using a totally automatized advising
service.[33] While robo-advisors still are not fully capable of displacing
traditional advisors, they are eating into a market segment that may not be able to
withstand more compliance and regulatory costs.
The Department of Labor’s new regulation, requiring a fiduciary relationship
between financial professionals and their clients is a great idea in theory. It allows
those who can afford it a guarantee that their financial professional is doing what
is in their best interest. However, a savvy investor would have already been in a
fiduciary relationship with their advisor, and that savvy investor is now going to
be punished for others’ ignorance with higher costs. Additionally, the added cost
of compliance may force those who most need the investment and financial
advice out of the market. Lastly, the added costs to the financial advising industry,
is not what it needs during the ascension of robo-advisors, who are a cheaper
alternative, even though less people feel comfortable with them at this time.
While the new Department of Labor’s regulation will be heralded as a success for
the common man, as a destruction of ‘greed’, it may end up having the exact
opposite effect as it was intended to have, less access and worse financial advising
available for everyone.
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THIRD-PARTY LITIGATION FINANCE: LEVELING THE
PLAYING FIELD OR OVERSTEPPING ETHICAL
BOUNDARIES?
By: Alexander Karl

A teacher of mine once described capitalism as taking piles of money and making
them grow. While this is a somewhat elementary definition, the idea is on the
right track. The American economy proudly boasts of its capitalist background.
We paint a picture (though some say it’s wrongly painted) in which an immigrant
with no money to his name can strike it rich with a little sweat and elbow grease.
Capitalism and its general principles resonate with many Americans to this day as
they are finding new unique ways to watch their piles of money grow. As many
Americans have figured out, there is no better way to grow your money than
investments. When pondering the investments prevalent within today’s society a
few come to mind such as stocks, bonds, real estate, and gold. However,
capitalists are always on the cutting edge of new investment trends and few are
larger than Third-Party Litigation Finance (TPLF). The purpose of this article is
to give an overview of TPLF and discuss the impact it will have on the judicial
system.

What is TPLF?
TPLF is an opportunity to fund other people’s lawsuits in a hope of retaining a
portion of the potential winnings.[i] The earnings potential of this investment is
very large. Initially focusing personal injury claims, investors looked to tap into
the $140 billion insurance companies paid out in 2014.[ii] But as more people
catch onto this new trend, it is expanding into other fields such as divorce claims
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and class-action lawsuits against large corporations.[iii] The business model for
the investment is simple. Investment firms will give thousands, or even millions,
of dollars on speculation there will be damages paid to the plaintiff.[iv] Then the
investment firm recoups a portion of the winnings with interest usually around 2530%.[v] This opportunity allows investors to further diversify, and earn interest
on an asset with no other correlation to previous investments.[vi] The investment
money is then given to the plaintiff’s counsel who delegates it as needed. While
the funds can be used within the lawyer’s discretion, often times it is to pay for
expensive expert testimony and to keep cases moving forward.[vii] Upon initial
discovery of this new investment trend, I lauded at how the capitalists had done it
again. But the more I began to think about it, ethical considerations crept into the
back of my mind. This is what makes TPLF so enthralling: the investment realm
of capitalism versus the ethical and prevailing justice of the American Judicial
system.

TPLF is a Key to the Courtroom

The main benefit of allowing TPLF is it generates opportunities for citizens to
bring cases which would otherwise go unheard.[viii] It is no secret that litigation
is expensive. In 2009, the average civil litigation case in federal court cost
roughly $15,000.[ix] This cost could go up drastically if expert testimony is
involved. For example, medical malpractice claims often have numerous experts,
and cases can quickly climb over $100,000.[x] For the average American who is
unsure of the strength of their claim, or simply lacks funding, TPLF can be an
enticing option. Not only does funding help get the ball rolling on cases, but it
also keeps them going. Individuals in malpractice, or personal injury claims are
often pitted against large corporations. These corporations have pockets which are
bottomless pits compared to the average plaintiff. It’s a true David versus Goliath
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showdown, and one in which corporations attempt to drag on for as long as
possible. Corporations drive up the cost of litigation through delay tactics and
appeals in an attempt to force the plaintiff into a financial corner and cause them
to settle for less.[xi] Often times, knowing the plaintiff has funding will lead to
quicker settlements because instead of being armed with a slingshot, David now
has a handgun. While TPLF may initially sound like a great idea to level the
judicial playing field, there are still ethical considerations and the potential for
greedy attorneys and investors to unduly capitalize from client’s dire situations.

Is TPLF the Next Capitalist Monster?

Some have deemed TPLF to go against judicial principles. Lisa Rickard, from the
Institute for Legal Reform, describes this new investment as “the biggest single
threat to the integrity of our justice system.”[xii] Her worries have justification for
various reasons. First and foremost, what was once meant to be a system of
promoting justice could turn into an avenue for third-party investment
growth.[xiii] The notion justice may ride on how much investment backing a
party has may be unsettling. Cases have already arisen which were manufactured
in order to make money. One such case involves a Nevada company which
conducted free home inspections and had homeowners unknowingly sign a waiver
allowing the company to seek suits on their behalf.[xiv] This led to hundreds of
lawsuits which saw the inspectors act as an investor by providing their reports to a
law firm.[xv] Their suits eventually got shut down and a court ruled no more suits
of its nature could be filed.[xvi] While this is the main concern with TPLF, it is
not the only one. The confidentiality of clients can be jeopardized. Funding a
lawsuit is like any other investment venture where investors want to gather
background information about cases and plaintiffs.[xvii] This puts law firms in
the precarious situation of attempting to maintain their client’s confidentiality
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while maximizing their chances for success. Finally, often times firms do not
properly communicate to clients they are borrowing funding for their cases, and
this can significantly cut into the clients payout.[xviii] One example of this is a
plaintiff who only took home $800,000 from a $25 million settlement after fees
reduced his stake to roughly 3%.[xix] It’s clear these worries have hit legislative
ears because some states, such as Nevada and Minnesota, have specifically stated
investing in lawsuits is illegal.[xx] Yet, this relatively new form of investment has
left officials not knowing how to react. While TPLF has its upsides and
downsides, the issue must be looked into more and regulation must be increased.

What Should Be Done

TPLF has the potential to revolutionize the judicial system. No longer must an
individual with low income fail to have their claim heard. Nonetheless, there
needs to be a set standard for acceptable funding practices, and I believe this
begins with controlling the portion of profits investors can retain. This would
sway the investing feel towards the promotion of justice. Investors can now
charge around 30% interest and, as mentioned above, this can dramatically impact
the plaintiff’s stake. Regulating a lower interest rate would allow investors a large
return on a potentially risky investment while better serving the injured party.
Furthermore, increased regulation would create competition amongst investors to
offer lower interest rates. This would in turn benefit the plaintiff by allowing them
to maximize the amount of damages they retain. Not only must there be rules
regulating the investors interest rates, but there must also be strict punishments for
manufactured lawsuits. Companies, such as the inspection company in Nevada,
who are found to have thrust parties into unwanted litigation should be forced to
pay for all litigation fees. This puts the burden on investors and law firms to make
sure the claims they are bringing are legitimate and not wasting the courts
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valuable time. Finally, law firms must be more upfront to clients about
investments and divulge who is investing in the lawsuit before litigation. Not only
will this keep clients more informed about their own case, but it will also prevent
any potential market manipulation from investors.
TPLF points to the very fundamentals of capitalism and has the power to either
grow or destroy the American judicial system. As more cases begin to have
outside investors, the regulations suggested above would be a good start to
harnessing its potential to promote justice. It could lead to the inclusion of every
citizen to a system in which high litigation costs may have once precluded them
from. While the wary may see another opportunity for the rich to abuse their
power at the expense of injured parties, this funding can be revolutionary if it is
controlled with the larger picture in mind.
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NEW LEGAL PROBLEMS CREATED BY WEARABLE
DEVICES
By: Young Ah Kim

I. Introduction

Wearable devices have been drawing serious attention in the media as the next big
thing since Google glass, a wearable device with an optical head-mounted
display, was launched in 2013.[1] Fitbit, the maker of fitness-tracking wristbands,
went public in 2015 after its sales rose 174% to $745 million in 2014.[2] Since
GoPro’s initial public offering in 2014, the maker of the action camera has
climbed over 100% from its top-of-the-range IPO price-per-share.[3] Apple
unveiled the Apple watch that can monitor heart rate and activity and create a
one-stop shop for health information of consumers.[4] Apple CEO Tim Cook
called the Apple Watch “the most personal device we’ve ever
created.”[5]According to Statista, an Internet-based statistics provider, “the global
wearable device market is expected to grow from $5 billion in 2014 to $12.6
billion by 2018.”[6] In a 2014 PwC survey, fifty-six percent of the respondents
believed that wearable health devices could extend their life expectancy by 10
years.[7]Similarly, forty-six percent thought that wearable technology will
decrease obesity by helping consumers to monitor nutrition and exercise, and
forty two percent expected that the devices would improve athletic ability over
time.[8]
Wearable devices are defined as electronic technologies that are “incorporated
into items of clothing and accessories which can comfortably be worn on the
body.”[9] “Wearable computers may be worn under, over, or in clothing, or may
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also be themselves clothes.” The difference between mobile phones and these
wearable devices is that wearable devices have much greater performance and are
more sophisticated in providing sensory and scanning features such as tracking of
physiological function than hand-held devices.[11] Wearable technology has far
reaching impacts in the fields of health and fitness education, finance, aging,
disabilities, gaming and entertainment.[12] For instance, a “Smart Shirt” can
monitor vital signs and send that biofeedback information to a hub center in real
time.[13] With the increasing popularity of wearable devices, consumers are
willing to provide their sensitive information in exchange for the benefits of “selfprofiling” and thorough analysis of their health.[14]
These characteristics of wearable devices are likely to create new legal problems
regarding privacy and product liability. These legal issues are not novel per se,
but the ability of wearable technology to capture real-time information and
images in a user’s and someone else’s life creates many new legal questions.

II. Privacy

Since wearable technologies gather and process considerable amounts of sensitive
personal data, they raise a broad range of privacy issues such as identity theft,
stalking or discrimination.[15] The International Privacy Conference of 2014
stated in a declaration that big data, a term that describes the large volume of
data[16], derived from technologies such as wearable technology should be
treated as personal data.[17] Personal information is generally defined as
“information relating to an individual that can be used to identify, locate or
contact that individual, alone or when combined with other personal or identifying
information.”[18] Examples of personal information include a person’s name,
home address, email address, social security number, photographic image, audio
and video recordings, or fingerprints.[19]
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The precise definition of personal information varies depending on the specific
jurisdiction.[20] In Illinois, for instance, under the Personal Information
Protection Act, personal information is limited to “an individual’s first name or
first initial and last name in combination with any one or more of the following
data elements, when either the name or the data elements are not encrypted or
redacted: (1) Social Security number; (2) Driver’s license number or State
identification card number; (3) Account number or credit or debit card number, or
an account number or credit card number in combination with any required
security code, access code, or password that would permit access to an
individual’s financial account.”[21]

As long as the user of the device consents to such data collection explicitly or
implicitly, data collected and processed through wearable devices may be justified
in most jurisdictions. Illinois courts have recognized consent as a defense to a
publication of private facts claim.[22] In Illinois, “the right of privacy is not
absolute but is subject to limitations where there is express or implied consent and
legitimate interests.”[23] A more serious problem is someone else’s privacy,
because they would not even be aware that their personal information is collected
and processed without their express or implied consent. Since wearable devices
collect information about the environment in which the wearer is present, the
devices can be used to invade someone’s privacy. Since such devices are attached
to the body of a person or her clothing and are therefore constantly in motion, the
device will generate new data wherever the wearer goes. For instance, Google
Glass is able to record real-time facial images of someone walking down the
street and search and post data on that person on the spot.[24] Thus, the scope of
data collected and processed by such devices should be taken into serious
consideration to protect third parties’ sensitive and personal data.
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III. Product Liability

In March 2014, the U.S. Consumer Product Safety Commission (CPSC) ordered a
recall of the Fitbit Force, one of the most popular wireless activity-tracking
wristbands, due to the risk of skin irritation.[25] Fitbit sold more than one million
Fitbit Forces in the U.S.[26] According to the official CPSC recall notice, “[u]sers
can develop allergic reactions to the stainless steel casing, materials used in the
strap, or adhesives used to assemble the product, resulting in redness, rashes or
blistering where the skin has been in contact with the tracker.”[27]

The increasing use of wearable devices raises various issues regarding potential
product liability for manufacturers because they may malfunction and/or
protected data may be lost. Since wearable devices are always turned on as long
as the user wears it, the risk of product liability also increases. If a healthcare
monitoring device that measures heart rate or glucose level for diabetes fails to
correctly identify the symptoms of a patient, or if such device has inherent
defects, dangerous medical situations may happen. Then, should the manufacturer
be liable for the risk of bodily injury?

If wearable devices were designed so defectively that a reasonable patient could
still suffer injuries although he used them as instructed, she may be able to
recover damages. She may be able to obtain punitive damages as well if she can
prove that the device maker knew or should have known about the defects during
the manufacturing process. However, if injuries are caused because the device
automatically makes an incorrect critical decision, such as incorrect frequency or
amount of an insulin injection, the question of the manufacturer’s liability
becomes even more complicated.
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IV. Conclusion

Wearable devices provide comfort and safety by letting users easily locate
information, gauge their body conditions such as pulse, heart rhythm or skin
temperature and by giving them personalized recommendations based on the
analysis of human outputs. At the same time, however, wearable devices may
invade someone’s privacy or cause serious injuries if they are not properly
operated or manufactured. These concerns will increase as wearable devices
become more popular. Manufacturers of wearable devices should take into
consideration a series of new legal problems, not just current federal and state
regulations. Wearable devices producers should follow the proper security
procedures when developing their products and services.
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NEW YORK’S LEGALLY DUBIOUS AND HARMFUL SODIUM
LABELING SCHEME
By: Joseph Zender
In September, New York City’s Board of Health (“Board”) passed an ordinance
that requires restaurants to post warnings on items on their menus that are have
high sodium content.[1] The National Restaurant Association is challenging the
new law in state court on the grounds that it is overly burdensome and that it
circumvents the legislative process.[2] The new law would require restaurants with
more than 15 locations nationwide to place a black triangle next to any item on
their menu that contains more than 2,300 milligrams (0.08 ounces) of
sodium.[3] Not only is the New York City Board of Health’s move legally dubious
by circumventing the legislative process and overly burdening the restaurants, it
will also have unintended consequences that will affect the community at large in
adverse ways.

The sodium posting requirement is reminiscent of another action by the Board
back in 2012, when they attempted the so-called ‘Soda Ban’.[4] The Soda Ban
restricted restaurants and convenience stores from selling soft drinks greater than
16 ounces, in the name of obesity prevention.[5] In the instant case, just like the
Soda Ban case, the Board has worked without any legislative guidance and
sidestepped the city council to pass a first in the nation type rule.[6] The sodium
plan is enacted to prevent cardiovascular disease much like the Soda Ban was
enacted to prevent obesity.[7] And while less cardiovascular disease is a scourge, it
is not likely that the Board can legally regulate it by enacting such a law.
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The Soda Ban was struck down by the New York Court of Appeals in 2014 for
three reasons.[8] Firstly, the city Board of Health did not have inherent legislative
powers separate and apart from the City Council to enact the law.[9]Secondly, the
Board, when promulgating the rule, chose between public policy ends, thereby
engaging in law-making beyond its regulatory authority.[10] And lastly, the board
did not supplement existing legislation when promulgating the Soda
Ban.[11] Because the Board is appointed by the Mayor, they are not a designated
legislative body in New York and thus do not have the power to legislate.[12] In
addition, only regulations are within the purview of the Board because the New
York Court of Appeals held that policy making, which is the process of solving
difficult social problems, is reserved to the legislature.[13] It likely will not be
difficult for the National Restaurant Association to show that the board is
participating in policy making by attempting to legislate on this difficult social
issue. By doing so, the board is exceeding its powers as a mere regulatory agency
and the sodium labeling scheme will likely be struck down.

Beyond the legality, which will likely be in favor of the National Restaurant
Association, the institution of a sodium labeling program will have many
unintended consequences. For example, a new study of the comprehensive
literature surrounding the health consequences of sodium intake reduction at a
community level is inconclusive.[14] Startlingly, the study was completed by a
former member of the Board and states that there is a true polarization of the
literature, between those who posit no health changes across the population when
sodium intake is decreased and those who think there is.[15] So while the
consequences of sodium consumption are in doubt, the Board desires to pass a
law warning of its consumption. Thus, burdening the restaurants in New York
City with this addition law is potentially unnecessary.
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In addition to the dubious legality and rationale surrounding the passage of the
Board’s new ordinance, there are far ranging economic ramifications. The first
and most obvious of which is adding an addition cost to restaurants in New York
City. Proponents of the new law may say that the requirement of adding black
triangles to a menu is not particularly expensive and only targets restaurant
‘chains’ with more than 15 locations nationwide.[16] However, if individual
franchise owners are forced to comply without the help of the corporate entities, it
may do more to burden individuals than the corporate ‘chains’. This is just one
more cost placed on business owners who are tasked with creating jobs and
products for consumers. It is difficult to consider how burdensome additional
regulations are without considering how expansive regulation already is in the
United States. Just on the federal level, the total costs of business regulation was
over 2 trillion dollars in 2012.[17] Forcing restaurants to research and analyze each
product in order to determine if menu items exceeds the 2,300 milligram
threshold just burdens restaurant businesses even further. Moreover, for every
new product these businesses want to develop, they’ll have to do the same
analysis for fear of accidently violating the regulation. This type of increased
regulation in business only creates higher costs, which in turn effects the services
businesses can provide and the prices of those services.

These higher costs are not all going to be paid by the corporate entities or persons
who own restaurants in New York City, a portion of them will be passed off to the
consumer. The restaurant industry in New York City would be considered in
monopolistic competition. Monopolistic competition is a form of imperfect
competition where sellers sell products that are differentiated and thus not perfect
substitutes.[18] Which means restaurants have some price setting power and can
profit in the short run by setting their marginal revenue of producing another good
at the marginal cost of producing another good.[19] This allows some of the costs
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to be passed onto the consumer through higher prices.[20] The consequences of this
is that some consumers will be pushed out of the market. The greatest burden may
be felt by those that can least afford it. By increasing the costs and thus the prices,
the Board is making it more difficult for those in poverty to find a cost effective
meal. All governmental regulations pick winners and losers, in this case, the
losers are both the restaurants and the consumers.

Furthermore, the higher costs associated with the regulation may prevent some
companies from expanding into the New York City market. As the barriers to
entry increase, the amount of competition will decrease overtime as firms exit the
market due to higher costs more quickly than firms enter it.[21] With less
competition, prices will rise further.[22] This would create even worse outcomes
for the consumers. Not only would existing firms increase prices in the short run
due to the market structure, but the lack of new competition due to the higher
costs of moving into the market may lead to even higher prices.[23]Which would
disadvantage consumers even further. As Christin Fernandez, the spokesperson
for the National Restaurant Association, said in a statement to announce their suit,
“While the Board of Health thinks they are targeting corporate ‘chains’, in reality
they are dealing yet another blow to many of New York’s small businesses that
have been working and continue to work hard to provide nutritional access to
their customers.”[24]

Lastly, the Board is using a paternalist rationale to pass a regulation, when
consumers are better placed to know their own preferences. Each individual has
preferences that through rationality allow them to choose what they want to spend
their money on and thus the restaurants they want to go to in order to maximize
their utility. If consumers prefer to not eat sodium, determined through their own
rational decision making, they can choose not to eat salty foods. It is much
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simpler, and conforms much more closely with notions of liberty than allowing a
quasi-governmental board of health to make decisions for others by marking
foods with an ominous black symbol.
New York City’s Board of Health attempted to pass a restrictive law in September
for which is had no legal authority. And beyond the move’s legal dubiousness, it
will increase costs for businesses and prices for consumers. If the Board truly was
concerned about the wellbeing of the residents of New York, they would make
nutritional access and competition more accessible not less. The sodium
regulation should easily be struck down by the New York Court of Appeals, but
hopefully this ‘first of its kind’ regulation does not start a trend across the nation.
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THE ALIENABILITY OF DIGITAL DISTRIBUTION LICENSES
By: Steven Wittenberg

We hold these truths to be self-evident, that all men are created equal, that they
are endowed by their Creator with certain unalienable Rights, that among these
are Life, Liberty and the pursuit of Happiness.[1]

Evidently, digital distribution licenses should have also been listed with the other
“unalienable Rights…”
Digital distribution describes the system in which non-tangible digital content –
such as movies, music, books and video games – is delivered to consumers. To
analogize, think of the internet as the river of commerce and the online delivery
medium (e.g. a Kindle or a PlayStation 4) as the port where goods are unloaded;
the articles of online electronic commerce include digital products (e.g. a novel or
standalone video game) and their sub-products including downloadable content
and other add-ons.

Depending on the demands of the consumer, the product might be streamed or
downloaded. To illustrate, it might be more convenient for someone to purchase a
subscription[2] to “HBO NOW” and stream all HBO shows online for $14.99 per
month, while another consumer might only desire one episode of The Wire, an
HBO show, and would be willing to purchase a special license to just watch that
episode.[3] Another consumer, however, might prefer to own the product as if it
were tangible, thereby securing her right to transfer the product at a later time.
“Transfer” (a/k/a alienation) describes the giving of ownership in property to
another individual. Transfer can be accomplished in several ways: through a gift,
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sale, will, trust, etcetera. Property is, therefore, deemed freely alienable or freely
transferrable when the owner’s interest can be given to others without restraint.
Under the doctrine of first-sale, purchasers of copyrighted products may resell,
rent, lend or destroy the physical copies of the good.[4] Rather than conveying
title (i.e. legal ownership) for digital products to enhance alienability, companies
ought to permit consumers to gain freely alienable licenses to (1) gain a
competitive advantage and (2) improve sales. This article explores the limited
property rights provided for in contemporary digital distribution licenses and
offers a compromise between full-blown digital personal property and modern
limited licenses, viz., transferrable licenses.

I. Personal Property vs. Limited Licenses

Personal property ownership confers many benefits often unavailable with digital
licenses. In the context of digital products, the right to include (i.e. to share)
friends and family may be the most important because it enhances the enjoyment
of the product through community participation. The free alienability of property
rights is also significant to ownership. For example, buying a DVD copy of Star
Wars: Episode I – The Phantom Menace conveys the right totransfer (per the
aforementioned doctrine of first-sale), in addition to the rights to include and
exclude. It is worth noting that the right to exclude (i.e. to deny use to others) is a
fundamental requirement of true ownership.[5]

For digital distribution products, personal property ownership, of course, would
not be unlimited. It would still be subject to the copyright restrictions that the
holder of the intellectual property enjoys. Owners would be able to freely transfer
their interest in the digital product by any conveyance. Today, however, freely
transferrable ownership of copies of digital products is almost unheard of for fear
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of copyright infringement. Moreover, another hurdle lies with the intermediary
instrument that conveys the intellectual property (e.g. a video game) to the digital
distributor. Under the principle of nemo dat quod non habet(“no one gives what
he does not have”), this intermediary licensing instrument would need to be
enlarged to account for the additional rights being conveyed to the end consumer
(e.g. the video gamer). Thus, to avoid unduly excessive costs, the most reasonable
compromise between the competing interests of the consumer and the producer is
a marketplace of freely alienable licenses.

Indeed, some consumers may want more than a mere license to use the
product.[6] Licenses restrain the alienability of property by preventing the
licensee from transferring her interest to another who would value the digital
product more. A fundamental goal of contract law and economics is to allocate
resources from a low value user to a higher value user, thereby achieving a more
efficient allocation of resources.[7] In an ideal system, as suggested through a
system of transferrable licenses, people would enjoy the convenience of digital
distribution and gain the benefits of personal property ownership.[8]
Nonetheless, digital distribution licenses (DDLs) are still justifiable because they
fill a niche in the market in which some consumers are willing to buy fewer rights
(i.e. the right to use (subject to ever more restrictions), but not transfer) in
exchange for the convenience of digital access. Furthermore, the limited nature of
end user digital distribution licenses may even be necessary for the continued
vitality of its constituent industries. Intellectual property, by its nature, is unexcludable (i.e. the inability to prevent others from using it freely, hamstringing
profitability) and tends to be under-produced because its creators must overcome
threshold risks and costs. In addition to their convenience and protective
mechanisms, digital distribution platforms promote smaller game companies
(a/k/a indie) and stimulate sales through discount seasons,[9]which are routine
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and offer hefty price cuts.[10] For example, Steam, a digital distribution platform
that sells downloadable DDLs for computer games, uses discount sales for indie
game companies to invite more consumer participation.[11] On the discount
extravaganza, a Steam Community post discussed the discount sales, noting:
Both [Autumn and Winter] sales can have great discounts. The Christmas Sale is
just a much grander event. It’s longer, usually has some kind of “Mini Event” that
has giveaways attached to it . . . . Although, honestly, if you can get any of the
above listed [games] for 66-75+% off during this sale then I’d go for it. You’re
unlikely to see a deeper discount.[12]
Note that the Steam subscription license is non-exclusive and emphasizes, “The
Content and Services are licensed, not sold. Your license confers no title or
ownership in the Content and Services.”[13]

II. Alienable Licenses

Although its license subscriptions do not convey title to its digital products, Steam
does something quite unique: it permits the alienation of licenses for add-ons to
games.[14] The so-called Steam Community Market allows subscribers to buy
and sell digital add-ons at market rates.[15] While Steam’s license transfer market
does not allow users to exchange actual video games, it has at least experimented
with the concept of alienable digital products. Another permutation of consumerfriendly licenses includes PlayStation 4. A user can log-in with her PlayStation
Network account on a friend’s PS4 and permit inclusion of the non-licensee to use
the game.

Digital distribution platforms should offer consumers digital products that can be
freely alienated through mechanisms like Steam’s Community Market. As it is
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consumer-friendly, it would likely incentivize more purchases because a
transferrable license has great value. For example, people can hedge their bets
with a freely alienable license that they can always sell later if they no longer
want it. Moreover, selling transferrable licenses may also add a competitive
advantage for one digital distribution platform. To demonstrate, if PlayStation
offered a transferrable license on their video games, they would likely gain more
market share from its competitors.[16]

A possible rebuttal to a freely alienable license regime for digital distributor
products would be a robust second-hand market where “new” products are no
longer purchased, thereby leading to fewer video games being produced,
especially for indie game developers. However, it is unlikely the benefits of a
transferrable license regime to the public and businesses would be outweighed by
any potential decline in primary sales resulting from a secondary market. In the
1990s, for example, people were able to sell their video games and VHS cassettes
on the second-hand market without debilitating developers of new media and
intellectual property.

The video game industry grew at a rate of 10 percent each year from 2009 to 2012
while the rest of the U.S. economy only grew at a rate of 2.4 percent
annually.[17][18] It seems unlikely the creation of transferable licensee rights
would slow the growth of the industry, especially if it arose internally from digital
distributor platforms as a means to gain a competitive advantage. Moreover,
secondary markets for used digital products will increase affordability and
accessibility.[19] Further, the addition of freely alienable licensee rights will
uphold the digital distributor platform industry’s reputation as an innovative and
consumer-friendly marketplace.[20] In sum, a system with freely alienable
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licenses for digital distributor products is better for consumers and businesses
than the restrained system of digital licenses that exists today.
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THE BEST OFFENSE IS A GOOD DEFENSE: THE STRATEGIC
VALUE OF BUILDING A STRONG CORPORATE CULTURE
By: Matthew Lowe

I. Introduction

In 2014, a University of Virginia Law Professor, Brandon L. Garrett, wrote a
book entitled: Too Big to Jail: How Prosecutors Compromise with Corporations.
In his book, Garrett inadvertently outlined a strategy for companies to follow,
which would allow them to increase morale and productivity while also putting
measures in place to avoid damaging litigation. Relying on the development and
successful implementation of a healthy, viable corporate culture, the benefits of
this strategy should serve as the catalyst for wide scale adoption.

II. Background

In the 1930s, a Republican attorney by the name of Conrad Printzlien left his
position in the district attorney’s office in the Eastern District of New York to
work as a probation officer.[1] While this voluntary career shift meant a 50%
salary reduction, Printzlien accepted the position partially due to the urging of the
court, but also because he was concerned over the plight of
offenders.[2]Specifically, he recognized issues faced by young offenders who had
a tendency to be socially stigmatized by prosecution and conviction.[3] Thus, in
1936, he proposed an idea to the district attorney to divert situational juvenile
offenders from the criminal justice system before arraignment.[4] On April 26,
1937, the first referral of an arrested offender to the probation department was
made.[5] It was at this point that this style of deferred prosecution, known as the
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“Brooklyn Plan”, truly became an optional feature of criminal litigation. The
initial design of the Brooklyn Plan relied on the potential for rehabilitation for
juvenile offenders and was conditional on the juvenile’s adherence to the
following:

(a) to refrain from the violation of any state and federal penal laws; (b) to live a
clean, honest, and temperate life; (c) to keep good company and good hours; (d)
to keep away from all undesirable places; (e) to work regularly and, when out of
work, to notify the probation supervisor at once; (f) to leave or stay away from the
city or town where the juvenile resides only with permission of the probation
supervisor and to notify the probation supervisor at once of any intended change
of address; (g) to contribute regularly to the support of those for whom the
juvenile is legally responsible; (h) to follow the probation supervisor’s instruction
and advice; and (i) to report promptly on the date set forth in the probation
supervisor’s instructions.[6]

Over six decades following the proposal of the Brooklyn Plan, another
Republican would repurpose the Brooklyn Plan for matters pertaining to corporate
oversight. In 2002, President George W. Bush created the Corporate Fraud Task
Force[7], which would later become the Financial Fraud Enforcement Task
Force[8] (“Task Force”). The Task Force is comprised of prosecutors who work
with various U.S. Attorney’s offices around the country, regulators (e.g.,
Securities and Exchange Commission (“SEC”) and the Internal Revenue Service
(“IRS”)), and some state prosecutors to coordinate investigation and prosecution
of companies. Under this Task Force, a new strategy began to emerge that relied
on the application of the basic tenets of the Brooklyn Plan to major
corporations.[9] Following this strategy, the Task Force treats offending
corporations like juveniles would be treated under the Brooklyn Plan, seen as “not
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entirely innocent, but mainly in need of guidance, rehabilitation, and
supervision.”[10] As Garrett notes, the modern corporate culture revolution dates
back to 1991 following the implementation of the U.S. Sentencing Guidelines,
which emphasize rewarding a company for efforts to “promote an organizational
culture that encourages ethical conduct and a commitment to compliance with the
law.”[11]
In his book, Garrett notes that by 2003, “the overriding goal” of corporate
prosecutions has been to “rehabilitate a firm’s culture, not to punish.”[12] This
notably ambitious approach includes efforts to put systems in place to detect and
prevent crime among a company’s employees and to foster a true culture of ethics
inside of the economy.[13] Thus, it is imperative for large corporations to use this
knowledge to their benefit and to construct prevention strategies around it in order
to minimize exposure to costly litigation risks. “Costly” in this context does not
equate solely to budgetary woes. “Costly” here takes into account all of the hits a
company can take during the litigation process. For example, one of the biggest
corporate downfalls in recent decades was that of one of the former “Big 5”
accounting firms, Arthur Andersen.

On June 15, 2002, the lower courts found Andersen guilty of obstructing justice
relating to the downfall of Enron.[14] As Garrett notes in his coverage of the
Andersen catastrophe, before the unfavorable decision was handed down,
Andersen was already smoldering in the flames of the ancillary impacts of
litigation. Indeed, by the time the verdict to convict was handed down, Andersen
had lost a quarter of its clients, laid off 7,000 of its employees, and had been
forced to sell off many of its US practices.[15] This is not to suggest that the
verdict’s ultimate effect was minimal. In fact, the verdict provided the kill shot. In
illustrating the weapons the government has at its disposal, the verdict meant that,
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under SEC rules, Andersen had to stop doing accounting work for public
companies — a demographic vital to the operations of the
company.[16]Eventually, Andersen fell and became a cautionary tale.

III. Analysis

Corporate culture can be understood as the shared assumptions, values, and
beliefs that guide the actions of a company’s members. The strategic benefits of
building a strong corporate culture are myriad. On a fundamental performance
level, culture can account for 20-30% of the differential in corporate performance
when compared with ‘culturally unremarkable’ competitors.[17] But perhaps more
importantly, a strong culture can be the difference between life and death for a
company that finds itself under the prosecutorial gun for any number of reasons.
However, a corporate culture is not born overnight: there are no quick and easy
techniques for building a new organizational culture.[18] Thus, if it is to be
incorporated into a business strategy and be maximally effective, companies
should start developing their cultures long before fraud charges fall into their laps.
While building a corporate culture from the ground up could be an overwhelming
and time-consuming endeavor, from a legal perspective, a good defense can be
simpler to construct. Prosecutors are concerned primarily with compliance with
laws, so this aspect of corporate culture should be a main point of focus.
Some companies may forego an opportunity to build a particularly strong cultural
defense, seeing as many large companies budget for anticipated legal
costs.[19] This is ill advised. It is likely that a massive accounting firm like Arthur
Andersen had such a budget, yet its ability to withstand the monetary costs of
litigation were, as described above, not the dagger to its heart. In fact, even
winning the type of case Andersen had to defend itself against does not guarantee
survival.
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In 2005, following the Fifth Circuit’s 2004 upholding of the lower court’s verdict
to convict Andersen, the Supreme Court reversed.[20] However, by then, the
damage was done, there was no way that Andersen could recover, and, alas, it
never did. As the defense attorneys in this case commented: the win at the
Supreme Court level may have been “an incredible triumph for the judicial system
in America,” but at the end of the day, “the company has been destroyed and the
employees are scattered to the winds.”[21] This illustrates a crucial lesson:
throwing money at fire is simply not the best method of extinguishing it. In this
arena, preventative measures are what are needed.

The keyword here is: compliance. Of course virtually every large corporation has
compliance measures put in place, but perhaps it is best to reevaluate the efficacy
of these measures. As Garrett advises, it is imperative that employees be engaged
during training sessions and it would also help if they actually read their corporate
ethics handbooks.[22] Tools that companies can and ought to utilize include:
testing employees’ understanding of the rules, creating anonymous reporting
hotlines, and performing random audits.[23] Adopting one or even all of these tools
cannot guarantee that fraud claims, for example, will not slip through the cracks.
There is no reasonable method of preventing against all exposure. However, the
benefits of adopting these tools are not derived solely from direct outcomes.
Adoption, instead, is a long-term strategy that has the potential to pay dividends if
the SEC winds up knocking at the door. This is because prosecutors are, as the
DOJ described, tasked with being “a force for positive change of corporate
culture” and with “alter[ing] corporate behavior.”[24]

While punishment is a possible outcome when litigation against a company
proceeds, it is not the only outcome and it is not the main goal of such
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proceedings. In fact, the central goal of prosecutors’ involvement, harking back to
the Brooklyn Plan, is to rehabilitate corporations and make them better and more
ethical, which is the foundation of the modern deferred prosecution
agreement.[25] That being said, it is crucial to identify which companies are more
likely to be offered governmental rehabilitation and which are not. When
prosecution is threatened, the preferred route is rehabilitation. This is where
strategic defense comes into play. This defense, predicated on a strong
organizational culture, does not mean simply espousing slogans like Google’s
classic: “Don’t be evil,” which drew attention to its ethical duties, while
describing a bare minimum standard of ethics.[26]

At the end of the day, prosecutors and regulators (including the SEC) alike create
incentives for self-policing by “giving credit for good compliance.”[27]However,
prosecutors look at the history of a company up until the moment that it is
investigated. This is, again, why putting those aforementioned tools in place is a
company’s best route to receiving a deferred prosecution agreement. “[I]f an
agency thinks a … corporation is being defiant or has violated the rules in an
egregious way, it may decide that the case should be criminal.”[28]Demonstrating
cooperation before an investigation begins is the most effective means of having
the government see a company through rehabilitation. The benefits of which
include: avoidance of litigation costs (monetary and non-monetary) and avoidance
of bad public relations. With regards to the latter, a company will be seen as
cooperative and working towards fixing a problem it helped to identify or, in a
best-case scenario, a company may never even have to accept responsibility or
admit guilt, thus keeping it out of the public eye entirely.[29]

Page 111 of 113

Ill. Bus. L.J. | Vol. 21

IV. Conclusion

For large corporations, merely having a litigation budget is not a sufficient failsafe when looking to protect against the severe damage that can be incurred from
prosecution. Instead, companies should look to protect themselves by building
strong corporate cultures to not only serve as a performance-enhancing perk, but
to also establish a powerful defensive measure if the worst case comes to fruition.
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