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This year’ s Volume 5 includes four very high quality articles. We begin with Maria Domingo
who provides a comprehensive tax-related discussion of multi-national corporate inversion
transactions, analogizing this tax game involving the I.R.S., the Treasury Department, and these
multi-national corporations to the recent Pokémon craze. Cynthia Gentile and Brian Halsey
provide a follow up to a 2012 article related to how flashing motor vehicle headlights to warn
opposing traffic of the presence of police radar in Pennsylvania cases and legislation can be used
by instructors in the classroom and pedagogical environment. This time, however, the article
explores other jurisdictions and more recent cases as well. Charlie Penrod, Matthew Ruckman,
and Matthew Leight explore slip-and-fall cases from 20 states and 500 cases. Finally, Julie Pfaff
and Cynthia Gentile explore Burn Pit litigation in the context of sovereign immunity and the
political question doctrine as they relate to government contractors.
I would like to thank all of you who reviewed for the Rocky Mountain Law Journal this year as
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screening articles and providing comprehensive suggestions to make the articles even better.
Clearly our Journal continues to head in the right direction and remains in good hands.
Our website is updated, and the 2016 conference provided us with great reunions and many
newcomers. Thank you to all the attendees who literally came from around the world this year,
and to the Rocky Mountain Academy of Legal Studies in Business conference organizers who
continue to support this Journal.

ADAM EPSTEIN
EDITOR-IN-CHIEF
OCTOBER 10, 2016
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CORPORATE INVERSIONS: THE UNFOLDING BATTLE BETWEEN THE IRS AND MULTINATIONAL
CORPORATIONS
By
Maria S. Domingo*
I.

Introduction

Pokémon Go,1 a “ location-based and augmented reality game,” hasbecome aworldwidesensation
capturing the attention of the public, social media, and even governments across the globe.
Although Pokémon Go is a new phenomenon, the Pokémon media franchise itself began about 20
years ago and has grown to be a “ lucrative video game-based media franchise.” 2 Whether in the
Pokémon video games, trading cards, and now Pokémon Go, the games involve an element of
strategy in catching the elusive Pokémon characters and battling and defeating opponents. Success
depends on the following factors: “the right force, the right time and the type of Poké Ball used”
to lure the Pokémon. With each battle, a Pokémon can gain “experience points,” raise its“ battling
aptitude,” learn new techniques, and may even transform and evolve into a “ stronger species” of
Pokémon.
Oddly enough, corporate inversion transactions have developed much like a game of strategy, and
in fact, began to gain traction in the marketplace around the same time as Pokémon did. Although
corporate inversions have in recent years become the focus of media and government attention,
they have been around for quite some time increasing in popularity during the 1990’ s and early
2000’ s. The mantra for corporate inversions seems to parallel the theme, “ I can do that,” used in
a Pokémon commercial.3 Only in recent years with the inversion or potential inversion of big
name companies has this strategy fallen under public scrutiny. Corporate inversions followed by
base erosion techniques could be lucrative and result in huge tax savings for multinational
companies. Congress has yet to pass stronger legislation that effectively shuts down these
transactions. The Treasury Department and IRS for their part have issued a series of regulations
under I.R.C. Section 7874 to “ catch” the often elusive inverters and defeat these transactions.
Although each set of regulations may impedecertain transactions, thetaxpayersappear to “ evolve”
and develop new techniques in “battle.” Absent stronger legislative action, how long before
taxpayers evolve and find ways to work around the latest regulations?
The remainder of this article proceeds as follows: Parts II and III compare the U.S. worldwide tax
system to the territorial tax system. Part IV provides an overview of corporate inversions (i.e.,
structure of transactions, reasons why a corporation would seek to invert). Part V navigates
through the treatment of corporate inversions under I.R.C. Section 7874 and the regulations
thereunder. Part VI discusses proposals for reform. Lastly, Part VII concludes.

*

Assistant Professor, The College of New Jersey.
WIKIPEDIA, Pokémon Go, at https://en.wikipedia.org/wiki/Pok%C3%A9mon_Go (last visited Oct. 5, 2016).
WIKIPEDIA, Pokémon, at https://en.wikipedia.org/wiki/Pok%C3%A9mon (last visited Oct. 5, 2016).
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II.

U.S. Worldwide Tax System

For U.S. tax purposes, a parent corporation’ s corporate residence plays a significant role in the
U.S. tax treatment of a multinational corporate group (i.e., worldwide enterprise). A corporation
that is incorporated under U.S. law is treated as a domestic corporation whereas a corporation that
is incorporated under a foreign country’ s laws is treated as a foreign corporation. Whether a
corporation is domestic or foreign for U.S. tax purposes depends on where the corporation is
incorporated irrespective of seemingly relevant factors such as the location of the corporation’ s
management, employees, business assets, operations, or revenue; the stock exchange where the
corporation’ s stock is traded; or the shareholders’ domicile.
A.

Domestic Corporations

The U.S. imposes a “ worldwide” tax regime in which domestic corporations are subject to U.S.
tax on a worldwide basis. In general, domestic corporations are subject to U.S. income tax on all
income irrespective of whether the corporation derived income from a U.S. source4 or a foreign
source. The U.S. imposes entity-level taxation on a C corporation’ s taxable income at statutory
federal income tax rates of up to 35%. U.S. corporations of a substantial size may be subject to a
combined federal and state income tax rate of up to 40%.5 To ameliorate the potential for double
taxation that may result from U.S. taxes imposed on a domestic corporation’ s foreign source
income, the domestic corporation may claim a foreign tax credit for income taxes already paid to
foreign countries, subject to certain restrictions.6 The effect of the foreign tax credit and the foreign
tax credit limitation is to decrease or eliminate the U.S. tax on foreign source income such that the
domestic corporation pays no more (but not less) than the applicable U.S. tax rate on foreign source
income.7
A domestic parent corporation is subject to U.S. tax when its foreign corporate subsidiaries (which
conduct foreign operations) repatriate their earnings to the domestic parent corporation—that is,
the foreign subsidiary distributes income as a dividend to the U.S. parent corporation. As a result,
the U.S. tax on such income is generally deferred until the foreign subsidiary repatriates the
income, i.e., U.S. multinationals can potentially defer U.S. tax indefinitely on their foreign
subsidiaries’ active income until the foreign subsidiary repatriates the income as a dividend to the
U.S. parent corporation.8 Therefore, if a foreign subsidiary does not distribute its earnings to the
U.S. parent, the foreign subsidiary’ s income earned abroad can persist without recognition in the
U.S. However, under Subpart F9 and the passive foreign investment company10 provisions of the
Internal Revenue Code (anti-deferral tax provisions), the domestic parent corporation is subject to
4

Source refers to the country in which a taxpayer’ s income and expenses are allocated. I.R.C. §§ 861, 865.
See KPMG Corporate Tax Rates Table, at https://home.kpmg.com/xx/en/home/services/tax/tax-tools-andresources/tax-rates-online/corporate-tax-rates-table.html (last visited Oct. 5, 2016).
6
I.R.C. § 901.
7
I.R.C. §§ 901, 904.
8
See I.R.C. §§ 951–965.
9
See I.R.C. §§ 954–964. The Subpart F provisions require U.S. shareholders of “controlled foreign corporations”
(“CFC” ) to recognize their pro rata share of and pay U.S. tax on certain CFC income. In general, a CFC is a foreign
corporation owned by U.S. shareholders who own more than 50% of the vote or value of the CFC’ s outstanding
shares. I.R.C. § 951(b).
10
See I.R.C. §§ 1291–1298, which impose current tax on U.S. shareholders of foreign investment companies.
5
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immediate U.S. tax on certain items that its foreign subsidiaries earned as passive income (e.g.,
interest, dividends, annuities, rents and royalties) or highly mobile income irrespective of whether
the foreign subsidiaries distributed the income as a dividend to their U.S. parent corporation. The
U.S. parent corporation, though, may use a foreign tax credit to offset the U.S. federal income tax
on foreign source income whether in the form of a dividend or as recognized income under the
anti-deferral provisions.
In summary, U.S. multinationals owe U.S. tax on their controlled foreign corporations’ profits.
However, theU.S. multinationalsdo not pay tax on their CFC’ sdeferred earningsuntil theearnings
are repatriated back to the U.S. parent, typically, in the form of a dividend. But if the CFC has
certain passive income, the U.S. parent is treated as if it received a deemed dividend subject to
immediate U.S. taxation.
B.

Foreign Corporations

In general, foreign corporations are subject to U.S. tax only on income with sufficient nexus to the
U.S—that is, income “ effectively connected” with the conduct of a trade or business in the U.S.
In other words, the U.S. taxes a foreign corporation’ s income generated within U.S. borders.
“ Effectively connected income” is taxed the same as income of a U.S. corporation (e.g., same tax
rates). However, tax treaties between the U.S. and the applicable foreign country may cap the
amount of U.S. tax on a foreign subsidiary’ s income.11 Moreover, foreign corporations are
generally subject to a U.S. withholding tax of 30% on interest, dividends, rents, royalties and
certain types of income from U.S. sources, which a treaty may also decrease or eliminate.
III.

Territorial Tax System

In contrast, many other countries have adopted the “ territorial” tax regime, in which a country
taxes a multinational’ s income sourced only within its borders (i.e., income earned within the
country’ s tax jurisdiction). Foreign source income (i.e., income generated outside of the country’ s
borders) is not subject to tax by the corporation’ s country of residence under this system.
Therefore, the territorial tax system generally exempts from taxation the distributions of controlled
foreign subsidiaries. As such, it is important for countries that have implemented a territorial tax
regime to determine accurately the source of a multinational’ s revenues and expenses. Notably,
the U.S. corporate tax rate exceeds the corporate tax rates of many comparable jurisdictions (e.g.,
Ireland’ s 12.5% tax rate, United Kingdom’ s 20% tax rate) which apply to all sources of the
corporation’ s income.12
IV.

Corporate Inversions

A.

What are corporate inversions?

11

For example, a foreign corporation may be subject to U.S. tax only on income from business operations that the
foreign corporation conducted through a “permanent establishment” in the U.S.
12
See KPMG CORPORATE TAX RATES TABLE, at https://home.kpmg.com/xx/en/home/services/tax/tax-tools-andresources/tax-rates-online/corporate-tax-rates-table.html (last visited Oct. 5, 2016).

In general, a corporate inversion is a transaction in which a U.S.-based multinational group
reorganizes and changes its tax residence so that a foreign parent replaces the former U.S. parent.
The foreign parent is usually incorporated in a low tax or no tax jurisdiction. For example, a U.S.
multinational group acquires a smaller foreign company and then locates the tax residence of the
merged group outside the United States in a low tax jurisdiction.13 In another example, a U.S.
corporation merges with a larger foreign corporation. The U.S. corporation’ s shareholders then
own a minority share of the merged corporation. As a result, the majority shareholders of the
merged corporation are located outside of the U.S.14 The multinational corporations often follow
an inversion with other restructuring transactions or base erosion transactions. Therefore, a
corporate inversion can result in significant tax benefits.
Historically, the most common forms of inversion transactions have been structured via stock
transactions, asset transactions or drop-down transactions.
1.

Stock Transactions

During a stock transaction, the U.S. corporation shareholders exchange their stock for shares in a
newly-formed foreign holding corporation that will become the parent of the multinational
inverted group (“ foreign parent” ). The foreign parent is generally incorporated in a low tax or no
tax jurisdiction (e.g., Bermuda).
The newly-formed foreign parent acquires the former U.S.
parent’ s stock either through a direct stock for stock exchange or through a reverse subsidiary
merger. As a result, the former U.S. parent’ s shareholders own stock in the newly-formed foreign
parent, which in turn, owns the former U.S. parent’ s stock (simply put, the former U.S. parent is
now a subsidiary of the newly-formed foreign parent).15 For example, a U.S. parent company
(US1) formed a new foreign corporation (FC1). FC1 formed a new U.S. merger subsidiary (MS1),
which subsequently merged into US1. During the merger, US1’ s shareholders exchange their
stock for FC1’ s stock.
In an example of a reverse subsidiary merger, a foreign acquiring corporation (FC1) formed a
merger subsidiary (MS1). MS1 merged with a U.S. target corporation (US1). US1’ sshareholders
receive FC1 stock. FC1 became the parent of US1 including all of US1’ S subsidiaries.
Accordingly, FC1 isowned by former US1 shareholdersand FC1’ soriginal shareholders, typically
within the boundaries of the thresholds under I.R.C. Section 7874.
Moreover, several inversions have involved a U.S. corporation’ s transfer of its existing foreign
operations, or a part thereof, to the new foreign parent or foreign affiliate. In this type of
transaction, the U.S. corporation contributes foreign subsidiaries’ stock and/or assetsto theforeign
parent in exchange for non-voting stock of the foreign corporation ("tail" or "hook" stock), which
carries certain rights. As a result, cross-ownership occurs with the former U.S. parent or its U.S.

13

Donald J. Marples & Jane G. Gravelle, CONGRESSIONAL RESEARCH SERV., CRS Report R43568, Corporate
Expatriation, Inversions, and Mergers: Tax Issues, 4–5 (Apr. 27, 2016),
https://www.fas.org/sgp/crs/misc/R43568.pdf.
14
Id.
15
OFFICE OF TAX POLICY, DEP’ T OF THE TREAS., Corporate Inversion Transactions: Tax Policy Implications 4–5
(2002), https://www.treasury.gov/resource-center/tax-policy/Documents/Report-Preliminary-Inversion-2002.pdf.
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subsidiaries maintaining stock in the foreign parent.16 Effectively, the transfer of the foreign
subsidiaries moves the multinational group’ s foreign operations beyond the U.S. tax jurisdiction.
2.

Asset Transactions

In an asset transaction, the U.S. parent corporation directly reincorporates in a foreign country
typically via a merger transaction. For example, a U.S. parent corporation merged into a newlyformed foreign corporation in a low tax or no tax jurisdiction. During the merger, the U.S. parent
was deemed to transfer its assets to a newly-formed foreign corporation in exchange for the foreign
corporation’ s stock. The former U.S. parent was deemed to distribute the foreign parent stock to
its shareholders. The former U.S. parent’ s shareholders exchanged their stock in the U.S.
corporation for stock in the foreign parent. As a result, the former U.S. parent’ s shareholders
owned the stock of the new foreign parent, which in turn held the stock of the corporate group
previously owned by the former U.S. parent.17 Moreover, the former U.S. parent may transfer its
controlled foreign subsidiaries to the new foreign parent as part of the reincorporation. 18 As an
alternative example, a U.S. corporation (US1) created a new foreign parent corporation (FC1), and
US1 merged with FC1. US1’ s assets were then dropped-down into a newly-formed U.S.
corporation (US2). US1’ s former shareholders received FC1 shares, and US1 ceased to exist.
3.

Drop-Down Transactions

A drop-down transaction includes characteristics of stock and asset transfers. In a drop-down
transaction, the U.S. parent corporation transfers its assets to a newly-formed foreign corporation,
which in turn immediately contributes a part of these assets to a newly-formed U.S. subsidiary of
the new foreign parent. As a result, the former U.S. parent’ s shareholders own stock in the new
foreign parent, which holds the corporate group’ s stock.19 For example, a U.S. corporation (US1)
transferred its assets to a newly-formed foreign subsidiary (FC2) of a newly formed foreign parent
corporation (FC1) and US1’ s shareholders exchanged their shares for stock in FC1. FC1 then
dropped down certain assets to a newly-formed U.S. subsidiary (US2).20
Effectively, there is no real change in the company’ s operations from any of the above inversion
transactions21—that is, the multinational group is able to expatriate to a foreign country while
physically maintaining its operating company in the United States. Furthermore, the former U.S.
parent transfers the multinational’ s foreign subsidiaries to the new foreign parent enabling the
foreign subsidiaries’ profits to escape U.S. taxation.
B.

16

Why do corporations want to invert?

Peter Canellos, et al., N.Y. State Bar Ass’ n Tax Section, Report on Outbound Inversion Transactions 15–17
(2002).
17
OFFICE OF TAX POLICY, DEP’ T OF THE TREAS., Corporate Inversion Transactions: Tax Policy Implications 4–5
(2002).
18
Id. at 5.
19
Id.
20
Peter Canellos, et al., N.Y. State Bar Ass’ n Tax Section, Report on Outbound Inversion Transactions 18–19
(2002).
21
However, the transaction may be taxable to the U.S. shareholders or the company itself. See I.R.C. § 367(a).

Several contributing factors have prompted multinational corporations to consider inversions—
that is, the high U.S. corporate income tax rate, U.S. tax imposed on repatriated foreign income,
the Subpart F income regime, and the potential for significant tax savings via base erosion. One
reason, at the forefront of inversions, appears to be the potential for significant tax savings through
base erosion transactions following an inversion. For example, after a corporate inversion,
multinational corporations often use earnings-stripping strategies to minimize U.S. taxes by paying
interest (deductible for U.S. tax purposes) to their new foreign parent or a foreign affiliate in a low
tax jurisdiction.
1.

Corporate Income Tax Rate

The United States corporate tax rate is among the highest in the world. The U.S. federal corporate
income tax rate can reach 35%. Although deductible for federal purposes, state and local income
taxes at the top marginal rates can average around 7.5% resulting in a net effective tax rate of
approximately 40%. In comparison, Ireland’ s corporate tax rate for active income is 12.5% and
the United Kingdom’ s corporate tax rate is currently 20%.22 Because of the high U.S. corporate
tax rate, many U.S. corporations have yielded to the siren’ s call of low tax or no tax jurisdictions
(preferably under a territorial tax system) to achieve significant overall tax savings by investing,
moving operations, and shifting income and activities overseas. 23 By doing so, the multinational
is able to leverage the tax rate differential between the U.S. and tax favorable foreign jurisdictions.
2.

Repatriated Foreign Source Income

Because of the U.S. worldwide tax regime, multinational groups with a U.S. parent are potentially
subject to greater taxation of domestic and foreign earnings than multinational groups with a
foreign parent. U.S.-parented groups are subject to U.S. tax for their foreign branches’ earnings
in the current year (i.e., no deferral) and foreign subsidiaries’ earnings upon repatriation (i.e.,
dividend distribution) to the parent company. Moreover, a U.S. parent is subject to tax when a
foreign subsidiary loans funds to or makes an equity investment in a U.S. shareholder. However,
foreign parented groups are generally not subject to U.S. tax on their foreign earnings nor
intercompany debt or equity investment in a foreign affiliate.24
Although U.S. corporations are subject to tax on their worldwide income, active foreign source
income is generally deferred until a U.S. parent corporation receives a distribution from a foreign
subsidiary, e.g., foreign subsidiary repatriates its earnings back to the U.S. parent corporation in
the form of a dividend subject to a 35% tax.25 Because many U.S. multinational groups have
significant amounts of unrepatriated earnings in their foreign subsidiaries, these groups are
potentially subject to substantial U.S. tax liabilities upon repatriation or access of these earnings

22

See KPMG CORPORATE TAX RATES TABLE, at https://home.kpmg.com/xx/en/home/services/tax/tax-tools-andresources/tax-rates-online/corporate-tax-rates-table.html (last visited Oct. 5, 2016).
23
OFFICE OF TAX POLICY, DEP’ T OF THE TREAS., Corporate Inversion Transactions: Tax Policy Implications 21
(2002).
24
OFFICE OF TAX POLICY, DEP’ T OF THE TREAS., Corporate Inversion Transactions: Tax Policy Implications 64
(2002).
25
See supra Part II. U.S. Worldwide Tax System.
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in the U.S.26 As a result, multinational companies have accumulated an estimated $2.6 trillion27
in cumulative foreign earnings, which are “ indefinitely reinvested” overseas28 until the
multinational group can access these funds without triggering U.S. tax or repatriate the earnings at
a lower tax rate. Multinationals have used corporate inversions as a vehicle to access their
cumulative foreign earnings. For example, multinational corporations engaged in “ hopscotch”
loans (prior to the 2016 regulations,29 which treat these transactions as deemed dividends to the
former U.S. parent) to access the cumulative foreign earnings post-inversion. After a corporate
inversion, the new foreign parent would borrow funds from the former U.S. parent’ s controlled
foreign corporations, which the new foreign parent then used to repurchase its stock, repay debt,
or distribute dividends. These transactions attempted to circumvent distribution to the former U.S.
parent, which would result in U.S. tax on the repatriated earnings.
3.

Subpart F

The Subpart F regime taxes certain passive income and some active mobile foreign income in the
year of earnings (i.e., no deferral until repatriation).30 A U.S. parent is subject to tax under Subpart
F on certain earnings of its controlled foreign corporations.31 A motivating factor of inversions
has been for multinationals to defer U.S. tax on Subpart F income and reduce compliance costs
associated with the Subpart F system. During an inversion, oftentimes a multinational group
transfers its foreign subsidiaries from the former U.S. parent to the new foreign parent. Because
the U.S. corporation no longer holds the foreign subsidiaries, the Subpart F rules no longer apply
and the U.S. corporation escapes current taxation on such foreign source income. The new foreign
parent is not a U.S. controlled foreign corporation and therefore avoids the Subpart F rules on
passive income and foreign base company income. Furthermore, if the new foreign parent forms
new subsidiaries, then the earnings of these foreign subsidiaries are not treated as Subpart F
income.
4.

Base Erosion (Earnings-stripping)

Multinationals often follow a corporate inversion with base erosion (i.e., earnings stripping)
strategies that have the potential to generate substantial tax savings. For example, a new foreign
parent loans funds to its U.S. subsidiary (former U.S. parent) post-inversion.32 The U.S. subsidiary
26

OFFICE OF TAX POLICY, DEP’ T OF THE TREAS., Corporate Inversion Transactions: Tax Policy Implications 64
(2002).
27
Press Release, HOUSE WAYS & MEANS COMMITTEE, Joint Committee on Taxation Estimates Even More Foreign
Earnings from U.S. Companies Stranded Overseas (Sept. 29, 2016), at http://waysandmeans.house.gov/brady-nealhighlight-another-reason-pro-growth-tax-reform/ (last visited Oct. 5, 2016).
28
Vipal Monga, Sheltering Foreign Profits from U.S. Taxes Is No Big Feat, WALL ST. J. (Apr. 25, 2016),
http://www.wsj.com/articles/sheltering-foreign-profits-from-u-s-taxes-is-no-big-feat-1461627831 (last visited Oct.
5, 2016).
29
See infra 1. Regulations; see also Notice 2014-52, 2014-42 I.R.B. 712 (Sept. 23, 2014) and Notice 2015-79, 201549 I.R.B. 775 (Nov. 20, 2015), obsoleted by T.D. 9761, 2016-20 I.R.B. 743. (“Treasury Decision” ).
30
See I.R.C. §§ 954–964.
31
Id.
32
To maximize tax savings, this earnings-stripping transaction cannot occur prior to inversion because intercompany
debt between a controlled foreign corporation and its U.S. parent is treated as Subpart F deemed dividend and the
interest expense the U.S. parent pays to its controlled foreign corporation is considered Subpart F income. I.R.C. §
956. For example, if a foreign subsidiary loans funds to its U.S. parent, then the loan is generally treated as an

then makes interest payments on the loan to the new foreign parent and deducts these interest
payments subject to the limitation under I.R.C. Section 163(j).33 The I.R.C. Section 163(j)
limitation is triggered when a corporation’ sdebt to equity ratio exceeds1.5-to-1 and its net interest
expense is greater than 50 percent of its adjusted taxable income. 34 If the corporation exceeds
these thresholds, then the interest paid to a related party in excess of the 50 percent limit is
disallowed as a deduction.35 As a result, a U.S. subsidiary can erode up to 50 percent of its U.S.
source taxable income by deducting qualifying interest payments on the loan. Furthermore,
multinationals can maximize tax savings not only by shifting the U.S. source profits to a low tax
or no tax jurisdiction, but also by avoiding the 30% U.S. withholding tax on the interest payment
(from U.S. subsidiary to foreign parent) if the foreign parent’ s jurisdiction maintains a favorable
tax treaty with the U.S.36 Therefore, the multinational group can maximize its tax savings through
intercompany debt if the new foreign parent’ stax jurisdiction imposesno tax or low tax on interest
income and is eligible for treaty benefits.
Statutory Authority and Regulatory Guidance
A.

I.R.C. Section 7874

Congress enacted I.R.C. Section 7874 because it believed that “inversion transactions resulting in
a minimal presence in a foreign country of incorporation are a means of avoiding U.S. tax and
should be curtailed.” 37 Congress expressed concern about how inversion transactions “ permit
corporations and other entities to continue to conduct business in the same manner as they did
prior to the inversion, but with the result that the inverted entity avoids U.S. tax on foreign
operations and may engage in earnings-stripping techniques to avoid U.S. tax on domestic
operations.” 38
In general, I.R.C. Section 7874 targets inversion transactions by treating a foreign acquiring
corporation as a “ surrogate foreign corporation” if three conditions are met.39 First, the foreign
acquiring corporation completes the direct or indirect acquisition of substantially all of the
properties held directly or indirectly by a domestic corporation. Second, the former shareholders
of the domestic corporation hold at least 60 percent of the foreign acquiring corporation’ s stock

investment in U.S. property and the U.S. parent is required to include the funds as income. Moreover, the U.S.
parent must include its interest payment on the loan as Subpart F income when its foreign subsidiary receives the
interest income. Joint Committee on Taxation, Present Law and Selected Policy Issues in the U.S. Taxation of
Cross-Border Income, JCX-51-15, 64 (Mar. 16, 2015).
33
Joint Committee on Taxation, Present Law and Selected Policy Issues in the U.S. Taxation of Cross-Border
Income, JCX-51-15, 64 (Mar. 16, 2015); Dep’ t of the Treasury, Report to the Congress on Earnings Stripping,
Transfer Pricing and U.S. Income Tax Treaties (Nov. 28, 2007).
34
I.R.C. § 163(j)(2).
35
Id.
36
OFFICE OF TAX POLICY, DEP’ T OF THE TREAS., Corporate Inversion Transactions: Tax Policy Implications 22
(May 2002).
37
S. Rep. No. 192, 108th Cong., 1st Sess. 142 (Nov. 7, 2003) (“ Senate Report” ); Joint Committee on Taxation,
General Explanation of Tax Legislation Enacted in the 108th Congress, JCS-5-05, 343 (May 31, 2005) (“JCT
Explanation” ).
38
Senate Report at 142; JCT Explanation at 343.
39
I.R.C. § 7874(a)(2)(B).
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(by vote or value) after the acquisition. Third, the expanded affiliated group40 (including the
foreign acquiring corporation) does not have substantial business activities in the foreign acquiring
corporation’ s country when compared to the total business activities of the expanded affiliated
group post-acquisition.41
If the expanded affiliated group does not have substantial business activities after the acquisition,
then the tax treatment of the acquisition depends on the level of owner continuity. If the U.S. target
shareholders own at least eighty percent (by vote or value), then the foreign acquiring corporation
is treated as a domestic corporation. If the U.S. target shareholders own at least sixty percent but
less than eighty percent, then the foreign acquiring corporation is respected as a foreign
corporation. However, the domestic corporation and certain related U.S. persons are treated as
expatriated entities.42 Pursuant to an inversion transaction, an expatriated entity must recognize
an “ inversion gain” for certain transfers or licenses of property that occur because of the inversion
transaction. The inversion gain is the gain the expatriated entity recognizes when the inverted
company transfers stock in its controlled foreign corporations or other property to the new foreign
parent. Tax attributes cannot be used to reduce the U.S. tax owed on the inversion gain.43
Moreover, a transfer of properties or liabilities (including by contribution or distribution) is
disregarded if the transfer is part of a plan in which a principal purpose is to avoid I.R.C. Section
7874.44
Simply put, I.R.C. Section 7874 imposes adverse tax consequences on an inverted corporation if
after the transaction: (1) the new multinational entity’ s business activity is less than 25 percent in
the new foreign parent’ s home country, and (2) the former U.S. parent’ s shareholders own at least
60 percent of the new foreign parent’ s shares. Moreover, if the former U.S. parent’ s shareholders
own 80 percent or more, the corporate inversion is nullified for tax purposes because the new
foreign parent is treated as a U.S. corporation (irrespective of the new foreign corporate address).
If the former U.S. parent’ s shareholders own at least 60 but less than 80 percent, U.S. tax law
respects the new foreign parent’ s corporate residence but the expatriated entity must recognize an
inversion gain.
1.

Regulations

In various efforts to stem the waves of corporate inversions, the Treasury and IRS issued a number
of regulations under I.R.C. Section 7874.
First, the Treasury and IRS issued temporary and proposed regulations in 2005, which
contained ownership test rules relating to expatriated entities and their foreign parents,
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i.e., whether certain affiliate-owned stock is disregarded for purposes of determining if
a corporation is a surrogate foreign corporation. 45
Second, the Treasury and IRS issued temporary and proposed regulations in 2006,
which provided guidance on whether a foreign entity is treated as a surrogate foreign
corporation. In particular, these regulations addressed the indirect acquisition of
properties, stock held by reason of holding an interest in a domestic entity, and the
substantial business activities test (i.e., including a facts and circumstances test and safe
harbor test).46
Third, the Treasury and IRS issued final regulations in 2008 concerning whether
affiliate-owned stock is disregarded for purposes of determining if a corporation is a
surrogate foreign corporation and removing the temporary regulations issued in 2005.47
Fourth, the Treasury and IRS issued final, temporary and proposed regulations in 2009,
which provided rules for determining whether a foreign corporation is treated as a
surrogate foreign corporation. This guidance withdrew the temporary regulations
issued in 2006 including the safe harbor test as well as the examples that applied the
facts and circumstances test of the substantial business activities test.48
Fifth, the Treasury and IRS issued final, temporary and proposed regulations in 2012,
which removed the 2009 temporary regulations and provided guidance regarding
whether a foreign corporation is treated as a surrogate foreign corporation and whether
a foreign corporation has substantial business activities in a foreign country.49
Specifically, these regulations provided a bright-line rule—that is, if an expanded
affiliated group had 25% of its gross income, employees and assets located or derived
in a foreign country, then the expanded affiliated group was deemed to have substantial
business activities in the foreign country.50
Sixth, the Treasury and IRS issued temporary regulations in 2014 that identified stock
of a foreign corporation, which is disregarded in the ownership calculation of the
foreign corporation to determine if the corporation is a surrogate foreign corporation.51
Seventh, the Treasury and IRS issued final regulations in 2015, which provided
guidance as to when an expanded affiliated group is considered to have substantial
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T.D. 9265, 2006-2 C.B. 1.
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business activities in a foreign country.52 These regulations removed and adopted the
bright-line rule provided in the 2012 temporary regulations.
In their continuing effort to defeat inversion transactions, the Treasury and IRS issued the most
recent set of temporary and proposed regulations under I.R.C. Section 7874 effective April 4,
2016.53 The key provisions of these regulations are the focus of the current article and are
discussed below.
a.
The purpose of the multiple domestic entity acquisition rule (also known asthe “ serial inversions”
rule) is to prevent a foreign acquiring corporation from avoiding or sidestepping I.R.C. Section
7874 by acquiring multiple domestic entities over a relatively brief time period. Without the rule,
the foreign acquiring corporation’ s value could increase each time it issues stock for a successive
domestic entity acquisition. The foreign acquiring corporation could then use the increased value
to complete another, more sizable, domestic entity acquisition that avoids I.R.C. 7874, i.e., if the
foreign acquiring corporation’ s shares are included in the denominator (but not the numerator) of
the ownership fraction, then the ownership percentage attributable to the subsequent domestic
entity acquisition may minimize or fall outside of I.R.C. Section 7874’ s reach (e.g., lessthan 60%,
or less than 80% thresholds). Over the course of a few years, a foreign acquirer’ s size may be
attributable in large part to assets of the recently acquired U.S. companies. Therefore, the Treasury
Department and IRS issued Temporary Treasury Regulation Section 1.7874-8T to prevent foreign
acquiring corporations from reducing the ownership fraction during a domestic entity acquisition
by including stock attributable to other recent domestic entity acquisitions. The regulations
exclude the foreign corporation’ s stock attributable to assets acquired from a U.S. company within
three years before the signing date.
Temporary Treasury Regulation Section 1.7874-8T provides the mechanics of the “ multiple
domestic entity acquisition rule” under I.R.C. Section 7874(c)(6) and (g). For purposes of
calculating the ownership percentage for a domestic entity acquisition, the foreign acquiring
corporation’ s stock issued in connection with prior domestic entity acquisitions is excluded from
the denominator of the ownership fraction.54 Subject to a de minimis exception, this rule applies
if within 36 months ending on the signing date (i.e., the first date on which the contract to effect
the relevant domestic entity acquisition is binding), the foreign acquiring corporation completed
one or more other domestic entity acquisitions. A de minimis exception provides that a domestic
entity acquisition is not considered a prior domestic entity acquisition (i.e., no “ excluded amount”
calculation with respect to the acquisition) if (1) the ownership percentage in connection with such
domestic entity acquisition was less than five percent, and (2) the fair market value of the byreason-of stock, which the former domestic entity shareholders or former domestic entity partners
received, did not exceed $50 million.55
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The amount excluded for each prior domestic entity acquisition is based on the current value of
the foreign acquiring corporation’ s shares that were issued in the prior domestic entity acquisition,
adjusted to reflect intervening redemptions of stock and certain other changes in the foreign
acquiring corporation’ s capital structure. The amount excluded isdetermined asfollows. First, the
total number of the foreign acquiring corporation’ s shares within each relevant share class56 (i.e.,
total number of prior acquisition shares) issued to former shareholders of the domestic entity must
be calculated. Second, the total number of prior acquisition shares is adjusted for redemptions,
share buy-backs, share splits, and certain other changes57 in the foreign acquiring corporation’ s
capital structure.58 Lastly, the adjusted total number of prior acquisition shares for each relevant
share class is multiplied by the fair market value of each share on the completion date of the tested
acquisition.59 The total amount of the foreign acquiring corporation’ s stock excluded from the
denominator of the ownership fraction is the sum of the excluded amounts computed separately
for each prior domestic entity acquisition and each relevant share class.60
Example 1 (General Rule):61 George wholly owns A Corp., a domestic corporation. Emma owns
100% of XYZ Corp.’ ssoleclassof stock, which is100 shares. XYZ Corp. isaforeign corporation.
In Year 1, XYZ Corp. acquires all of A Corp.’ s stock solely in exchange for 100 shares of the
newly issued XYZ Corp. stock (“ A Corp. Acquisition”). On the completion date of the A Corp.
acquisition, the fair market value of each share of XYZ Corp. stock is $1. In Year 3, XYZ Corp.
enters into a binding contract to acquire all of B Corp.’ s stock, a domestic corporation that Jane
wholly owns. Thereafter, XYZ Corp. acquires all of B Corp.’s stock solely in exchange for 150
shares of the newly issued XYZ Corp. stock (“ B Corp. Acquisition” ). On the completion date of
the B Corp. Acquisition, XYZ Corp. stock’ s fair market value is $1.50 per share. XYZ Corp. did
not complete the A Corp. Acquisition and B Corp. Acquisition pursuant to a plan or series of
related transactions. Moreover, there have been no redemptions of XYZ Corp. stock subsequent
to the A Corp. Acquisition.
Pursuant to Temporary Treasury Regulation Section 1.7874-8T, the A Corp. Acquisition is
considered a prior domestic entity acquisition with respect to the B Corp. Acquisition because the
A Corp. Acquisition occurred within 36 months ending on the signing date with respect to the B
Corp. Acquisition. Accordingly, Temporary Treasury Regulation Section 1.7874-8T(b) applies to
the B Corp. Acquisition. As a result, the excluded amount is $150 (i.e., 100, the total number of
shares prior to the acquisition, multiplied by $1.50, the fair market value of a single share of XYZ
Corp. stock on the completion date with respect to the B Corp. Acquisition). Therefore, the
ownership fraction’ s numerator by value is $225 (the fair market value of the XYZ Corp. stock
with respect to the B Corp. acquisition62). In addition, the denominator of the ownership fraction
is $375 ($525, XYZ Corp. shares’ fair market value as of the completion date with respect to the
B Corp. Acquisition, less $150, the excluded amount). Thus, the ownership percentage by value is
60.
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Accordingly, the foreign acquiring corporation’ s stock issued in connection with prior domestic
entity acquisitions occurring within a 36-month look-back period is excluded from the
denominator of the ownership fraction. The rule thereby deters inversions made possible only
with the use of this maneuver.
b.

Multiple-Step Acquisition Rule

The purpose of the multiple-step acquisition rule is to prevent successive acquisitions, which a
foreign corporation (“ FC1”) acquires a domestic entity (“ DC1” ) and then another foreign
corporation (“ FC2”) subsequently acquires the initial acquiring corporation (FC1). Prior to the
multi-step acquisition rule, the initial acquisition was treated as a domestic entity acquisition and
the initial acquiring corporation was a foreign acquiring corporation. However, the taxpayer could
argue that the subsequent acquisition was not a domestic entity acquisition and that the subsequent
acquiring corporation was not a foreign acquiring corporation, thereby, enabling the taxpayer to
avoid I.R.C. Section 7874.
Temporary Treasury Regulation Section 1.7874-2T provides the mechanics of the “ multiple-step
acquisition rule,” which considers the subsequent acquisition as a domestic entity acquisition and
the subsequent acquiring corporation as a foreign acquiring corporation.63 The rule applies: (1)
when a foreign corporation (initial acquiring corporation) acquires substantially all of the domestic
entity’ s properties (the initial acquisition) and the initial acquiring corporation is not treated as a
domestic corporation under I.R.C. Section 7874(b) (e.g., the ownership percentage is less than the
80% threshold); and (2) pursuant to that same plan, another foreign corporation (subsequent
acquiring corporation) acquires substantially all of the initial acquiring corporation’ s properties
(the subsequent acquisition).64
When the multiple-step acquisition rule applies, the subsequent acquisition of the initial acquiring
corporation (FC1) is deemed a domestic entity acquisition (i.e., U.S. target) and the subsequent
acquiring corporation (FC2) as a foreign acquiring corporation. Moreover, when testing the
subsequent acquisition, the FC2 stock received by FC1’ s former shareholders in exchange for
FC1’ s stock in the first transaction65 is treated as FC2 stock held by reason of holding stock in the
acquired domestic entity (DC1).66 In other words, the FC2 stock received by FC1’ s former
shareholders is treated as “ bad stock” for purposes of calculating the ownership percentage under
I.R.C. Section 7874. Therefore, those shares are included in both the numerator and the
denominator of the ownership fraction for purposes of I.R.C. Section 7874.
Furthermore, additional subsequent acquisitions are subject to this rule—that is, if a foreign
corporation (FC3) pursuant to the same plan acquires substantially all of FC2’ s properties, the rule
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also applies to this further acquisition, which is deemed a domestic entity acquisition, and FC3 is
treated as a foreign acquiring corporation.67
Example 2:68 Justin owns all of ABC Corp.’ s 70 shares of stock, a domestic corporation. Jennifer
owns all of 30 shares of X Corp., a foreign corporation that is subject to tax as a resident of Country
X. Pursuant to a reorganization, ABC Corp. transfers 100% of its properties to X Corp. solely in
exchange for 70 newly issued voting shares of X Corp. stock (ABC Corp. acquisition) and
distributes the X Corp. stock to Justin in liquidation. Pursuant to a plan that includes the ABC
Corp. acquisition, Y Corp., a newly-formed foreign corporation that is also subject to tax as a
resident of Country X, acquires 100 percent of X Corp.’ s stock solely in exchange for 100 newly
issued shares of Y Corp. stock (X Corp. acquisition). After the X Corp. acquisition, Justin owns
70 shares of Y Corp. stock, Jennifer owns 30 shares of Y Corp. stock, Y Corp. owns all 100 shares
of X Corp. stock, and X Corp. owns all the properties held by ABC Corp. immediately before its
acquisition.
Because X Corp. directly acquires 100 percent of ABC Corp.’ s properties, the ABC Corp.
acquisition is a domestic entity acquisition and X Corp. is a foreign acquiring corporation.
Furthermore, Justin’ s 70 shares of X Corp. stock received in exchange for Justin’ s ABC Corp.
stock are stock of a foreign corporation that is held by reason of holding stock in ABC Corp.
Therefore, those 70 shares are included in both the numerator and the denominator of the
ownership fraction for purposes of I.R.C. Section 7874. As part of a plan that includes the X Corp.
acquisition, the ABC Corp. acquisition is also an initial acquisition because it is a domestic entity
acquisition that occurs before the X Corp. acquisition (a subsequent acquisition). Thus, X Corp. is
the initial acquiring corporation.
As part of a plan that includes the ABC Corp. acquisition, the X Corp. acquisition is a subsequent
acquisition because it occurs after the ABC Corp. acquisition and Y Corp. acquires 100 percent of
the X Corp. stock pursuant to the X Corp. acquisition. Thus, Y Corp. is deemed to indirectly
acquire substantially all of X Corp.’ s properties held directly or indirectly. Thus, Y Corp. is the
subsequent acquiring corporation.
As a result, the X Corp. acquisition is treated as a domestic entity acquisition, and Y Corp. is
treated as a foreign acquiring corporation. Moreover, the 70 Y Corp. shares of stock Justin (a
former ABC Corp. shareholder) received pursuant to the X Corp. acquisition in exchange for
Justin’ s X Corp. stock are stock of a foreign corporation that is held by reason of holding stock in
ABC Corp. As a result, those 70 shares are included in both the numerator and the denominator of
the ownership fraction for purposes of applying I.R.C. Section 7874 to the X Corp. acquisition.
c.

Temporary Regulations to Strengthen 80% Threshold

The temporary regulations strengthen the requirement under I.R.C. Section 7874, which provides
that U.S. entity’ s former shareholders own less than 80 percent of the new combined entity. In
general, multinational companies can invert when the U.S. entity (after the inversion) has a 79
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percent value and the foreign acquiring corporation has a 21 percent value of the combined entity.69
The “ cash box” rule prevents the use of cash boxes or passive assets (e.g., cash or marketable
securities) to inflate the foreign acquiring corporation’ s size and otherwise bypass the 80 percent
threshold. The entity does not use these cash box assets for its daily business functions. Therefore,
the temporary regulations disregard the foreign parent’ s stock attributable to passive assets for
purposes of the 80 percent threshold requirement. 70 Subject to certain exemptions, the cash box
rule applies if at least 50 percent of the foreign corporation’ s assets are passive. Moreover, the
anti-stuffing rule disregards a foreign parent corporation’ s stock attributable to assets (whether
passive or not) used to inflate the new foreign parent corporation’ s size to avoid the 80 percent
threshold.71 As a result, the U.S. corporation’ s ownership is increased potentially above the 80
percent threshold, which would reduce some if not all of the tax benefits of inversion.
The temporary regulations prevent “ skinny-down” dividends, which U.S. corporations could use
to reduce their pre-inversion size by distributing these extraordinary dividends. For example, a
U.S. entity prior to inversion makes large dividend distributions to reduce its size and meet the 80
percent threshold.72 Subject to certain exceptions, the temporary regulations disregard these preinversion extraordinary dividends for purposes of I.R.C. Section 7874’ s ownership requirement.73
As a result, the U.S. corporation’ s ownership could conceivably increase above the 80 percent
threshold.
The temporary regulations deter the use of “spinversions” to avoid U.S. tax under I.R.C. 7874. A
spinversion occurs when a U.S. corporation inverts part of its operations to avoid U.S. tax
liabilities. In a spinversion, the U.S. corporation transfers a part of its assets to a newly formed
foreign corporation and then spins-off that foreign corporation to its public shareholders. The
temporary regulations, however, would treat the spun-off corporation as a domestic corporation74
and thereby eliminate any tax benefits from the transaction.
Lastly, the third country rule deters a U.S. corporation’ s ability to combine with foreign entities
when the new foreign parent is located in a “ third country” . For example, a U.S. corporation
combines with a smaller existing foreign corporation via a new foreign parent. The new foreign
parent corporation’ s tax residence is different from that of the existing foreign corporation, i.e.,
thenew foreign parent is atax resident of a“ third country” in a low tax jurisdiction (e.g., favorable
tax system and income tax treaty) resulting in significant tax savings after the inversion. The
temporary regulations provide that if the foreign parent is a tax resident of a third country, then the
foreign parent’ s stock issued to the existing foreign corporation’ s shareholders be disregarded for
purposes of the ownership test.75 As a result, the ownership attributable to the shareholders of the
U.S. entity could potentially increase over the 80-percent threshold.
d.
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Treasury Regulation Section 1.7874-3 provides an exception that allows a U.S. company to invert
if at least 25 percent of the combined multinational group’ s business activity after the transaction
is located in the jurisdiction in which the new foreign parent is created or organized, i.e., the new
foreign parent’ s “ country of origin.” Under U.S. tax law, a corporation’ s tax residence is based on
where the entity is created or organized (i.e., domestic if created or organized under U.S. law and
foreign otherwise). However, other countries determine tax residence based on where the entity
is managed or controlled resulting in a mismatch of sorts for tax purposes. The temporary
regulations provide that the combined multinational group does not qualify for the 25-percent
business activities exception unless the new foreign parent is also a tax resident in the foreign
country where it was created or organized.76 Accordingly, this foreign parent tax residency
requirement restricts a U.S. multinational’ s ability to replace its U.S. tax residence with another
country where it lacks substantial business activities.
e.

Expanded Inversion Gain Rule

U.S. multinationals must pay tax on the repatriated earnings of their controlled foreign
corporations (CFCs), i.e., CFC distributes a dividend to its U.S. parent. The CFC’ sprofits that are
not repatriated are deferred earnings. However, under the Subpart F regime, if a CFC has certain
passive income, then the U.S. parent is treated as having received a taxable deemed dividend from
the CFC. I.R.C. Section 7874 requires an inverted company to pay U.S. tax on an inversion gain
without the benefit of tax attributes (e.g., net operating loss carryovers) to offset the gain. The
temporary regulations expand the inversion gain to include certain taxable deemed dividends
attributable to passive income that an inverted company must recognize (e.g., Subpart F income).77
B.

I.R.C. Section 385

In a surprise move, the Treasury and IRS issued proposed regulations under the authority of I.R.C.
Section 385. The proposed regulations appear to have been precipitated by a transaction that the
agencies sought to and eventually did shut down.78 I.R.C. Section 385(a) provides:
The Secretary is authorized to prescribe such regulations as may be
necessary or appropriate to determine whether an interest in a corporation
is to be treated for purposes of this title as stock or indebtedness (or as in
part stock and in part indebtedness).
Moreover, the legislative history under I.R.C. Section 385 explains:
[T]he committee further believes that it would be desirable to provide rules
for distinguishing debt from equity in the variety of contexts in which this
problem can arise. The differing circumstances which characterize these
situations, however, would make it difficult for the committee to provide
comprehensive and specific statutory rules of universal and equal
76
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applicability. In view of this, the committee believes it is appropriate to
specifically authorize the Secretary of the Treasury to prescribe the
appropriate rules for distinguishing debt from equity in these different
situations.
1.

Proposed Regulations

After an inversion, the multinational affiliated group typically engages in earnings-stripping
transactions to avoid or minimize its U.S. taxes. For example, a U.S. subsidiary issues its own
debt to its foreign parent as a dividend distribution. The foreign parent transfers this debt to a
foreign affiliate in a low tax jurisdiction. The U.S. subsidiary then deducts the resulting interest
expense on its U.S. income tax return (reducing its taxable income) at a significantly higher tax
rate than the related foreign affiliate pays on the interest income received. Therefore, the related
party debt erodes the U.S. subsidiary’ s income tax base resulting in significant tax savings. In an
effort to prevent earnings-stripping, the Treasury and IRS issued proposed regulations under I.R.C.
Section 385 effective April 4, 2016, which target related party debt that does not finance new
investment in the U.S., and imposes documentation requirements.79
a.

Classification Rule

The classification rule treats as stock the instruments that a U.S. subsidiary issues to a related
corporation as a dividend distribution. The proposed regulations provide that an instrument, which
might otherwise be treated as debt, be deemed stock if a subsidiary issues the instrument to its
foreign parent in a dividend distribution.80 Furthermore, if a U.S. subsidiary engages in a “ twostep” dividend distribution of debt, then the instrument (otherwise treated as debt) is deemed stock
because the transaction is considered economically similar to a dividend distribution.81 For
example, a U.S. subsidiary borrows cash from a related company and subsequently pays a cash
dividend distribution to its foreign parent. The proposed regulations apply only to debt issued
between related corporations (subject to an anti-abuse rule for structured transactions with
unrelated parties) that are members of groups, which have more than $50 million of intercompany
debt.82 The proposed regulations do not apply to related-party debt that a corporation incurs to
fund actual business investment (e.g., building or factory equipment).83 Lastly, the proposed
regulations authorize the IRS on audit to divide an instrument a U.S. subsidiary issues to a related
party as part debt and part equity.84
b.

Documentation Rule

The documentation rule requires supporting documentation from members of affiliated groups,
which provides key information for debt-equity tax analysis of the related party instruments.85 The
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proposed regulations require companies to provide documentation to substantiate that a financial
instrument is debt. In particular, the proposed regulations require the documentation of key
information such as “ a binding obligation for issuer to repay the principal amount borrowed,
creditor’ s rights, a reasonable expectation of repayment, and evidence of ongoing debtor-creditor
relationship.” 86 If the affiliated group does not meet these requirements, then the instruments are
considered equity for tax purposes.87
It is important to note that the proposed regulations apply broadly (i.e., these rules are not restricted
to inverted corporations) and, therefore, may potentially hinder many cross-border transactions.
The rules also raise concerns about compliance burdens that may be placed on taxpayers.
Proposals for Reform
Practitioners and commentators alike have not reached a consensus on corporate tax reform. Some
commentators view the temporary regulations under I.R.C. Section 7874 and the proposed
regulations under I.R.C. Section 385 as steps in the right direction to prevent corporate inversions
while others consider the administrative guidance to be overreaching its authority. What drives a
corporation for that matter to behave in a certain way? Typically, incentives are powerful
motivating factors and consequences may act as deterrents. The following are proposals for reform
that policymakers have hotly debated in recent years.
1.

Corporate Tax Rate

Many have argued that U.S.-parented multinationals are competitively disadvantaged in the
current global market because of the U.S. corporate tax rate and therefore the corporate tax rate
must be reduced not only to remain competitive, but to encourage domestic investment and
employment. Commentators have argued that a lower corporate tax rate would minimize the
incentive to invert or expatriate to another tax jurisdiction. The House Ways and Means
Committee’ s proposal would lower the corporate tax rate to 25%.88 Arguments for a lower
corporate tax rate include the potential to lower: double taxation that is inherent with corporate
earnings in C corporations; the incentive for U.S. corporations to engage in transactions that
minimize U.S. tax on domestic and foreign source income; U.S. tax on repatriated foreign source
income; and the pressure imposed on transfer pricing (i.e., the difficulty in proving that the unrepatriated earnings essentially trapped overseas belongs in the U.S.) because there would be less
incentive for profit-shifting overseas.89 Because of the U.S. budget deficit, policymakers seek
revenue-neutral measures to achieve corporate tax reform. To achieve revenue neutrality in
conjunction with a reduced corporate tax rate, policymakers would need to eliminate deductions
or credits, which may detrimentally affect some industries or investments. For example, repealing
the accelerated tax depreciation could result in consequences that may counteract any benefits
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Id.
Id.
Joint Committee on Taxation, Technical Explanation of the Tax Reform Act of 2014, A Discussion Draft of the
Chairman of the House Committee on Ways and Means to Reform the Internal Revenue Code: Title IVParticipation Exemption System for the Taxation of Foreign Income, JCX-15-14 (Feb. 26, 2014).
89
Id.
87
88
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from a reduced corporate tax rate.90 Thus, there may not be sufficient base broadening provisions
and revenue raisers to simultaneously achieve revenue neutrality and provide for a lower corporate
tax rate. Doing so without broadening the tax base would further exacerbate the U.S. budget
deficit.91 As persuasive as these arguments may be, given a feasible choice between a reduced
corporate tax rate of 25% and a tax haven with a low or no tax jurisdiction (e.g., Ireland’ s 12.5%
tax rate, United Kingdom’ s 20% tax rate), a multinational would likely find strong incentive to
invert to the low or no tax jurisdiction. The reduced U.S. corporate tax rate must be comparable
to these jurisdictions to have a meaningful effect on inversions, which is impracticable from an
economic perspective—that is, the cost to the U.S. treasury may simply outweigh the benefits of
preventing inversions.
2.

Territorial Tax System

Many tax jurisdictions outside of the United States follow a territorial tax regime where domestic
corporations are exempt from paying tax on foreign source income, i.e., domestic corporations are
subject to income tax on income generated within its borders92 while active foreign income is
subject to minimal or no tax at all. In contrast, the U.S. follows a worldwide tax system where
U.S. resident corporations are taxed on their worldwide income and permitted to claim foreign tax
credits. U.S. corporations can also defer recognition and payment of U.S. tax on foreign source
income until repatriation of such earnings back to the U.S. (typically, in the form of dividends).93
Through inversion transactions, multinationals attempt to sidestep the U.S. worldwide tax regime
and create essentially their own territorial tax treatment. Members of Congress have introduced
proposals that would move the U.S. towards a territorial tax system by essentially permitting a
substantial dividends received deduction.94 U.S. multinationals typically repatriate their foreign
earnings as a dividend distribution from a foreign subsidiary or affiliate to a U.S. parent. The
proposals would allow foreign subsidiaries to repatriate earnings at a reduced tax rate, i.e., a
majority of the dividends received by the U.S. parent would be tax exempt. However, other
commentators argue that a territorial tax system could result in the export of jobs and profit-shifting
overseas. The Obama Administration has expressed concern that a territorial tax regime would
provide greater incentives to move operations, investment and profits overseas95 because under a
territorial tax system, a multinational’ s earnings, once classified as foreign source income, are not
subject to tax even if such income is repatriated to the U.S. parent. The multinationals could
increase their competitive advantage over U.S. domestic companies who pay close to the statutory
U.S. tax rate. A worldwide tax regime without deferral, however, would surpass a territorial tax
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OFFICE OF TAX POLICY, U.S. DEP’ T OF THE TREAS., Approaches to Improve the Competitiveness of the U.S.
Business Tax System for the 21 st Century, 69 (Dec. 20, 2007).
91
Donald J. Marples & Jane G. Gravelle, CONGRESSIONAL RESEARCH SERV., CRS Report R43568, Corporate
Expatriation, Inversions, and Mergers: Tax Issues (Apr. 27, 2016).
92
See supra Part III. Territorial Tax System.
93
See supra Part II. U.S. Worldwide Tax System.
94
E.g., Rep. Camp, Dave, H.R.1, TAX REFORM ACT OF 2014, 113th CONG. (2013–2014).
95
WHITE HOUSE AND THE DEP’ T OF TREAS.,
(Apr.
4, 2016), https://www.treasury.gov/resource-center/tax-policy/Documents/The-Presidents-Framework-for-BusinessTax-Reform-An-Update-04-04-2016.pdf; see also Donald J. Marples & Jane G. Gravelle, CONGRESSIONAL
RESEARCH SERV., CRS Report R43568, Corporate Expatriation, Inversions, and Mergers: Tax Issues (Apr. 27,
2016).

system in raising revenue, drastically reducing incentives to shift operations and profits overseas,
and stop many of the multinationals’ competitive advantages over U.S. domestic corporations.96
3.

Strengthen I.R.C. Section 7874

Pursuant to I.R.C. Section 7874, the tax effect of an inversion transaction hinges upon the
ownership percentage of the former U.S. parent’ s shareholders in the new foreign parent. If their
continuing ownership is at least 80%, the new foreign parent is deemed a domestic corporation for
U.S. tax purposes and subject to its worldwide tax regime.97 Moreover, if the historical
shareholders’ continuing interest in the new foreign parent is at least 60% but less than 80%, the
new foreign parent is respected as a foreign corporation. However, an inversion gain must be
recognized and cannot be offset by tax attributes. To prevent corporate inversions, the Obama
Administration has proposed to reduce the 80% threshold to 50%, and eliminate the 60% threshold
altogether.98 In this way, only bona fide mergers with larger foreign partners would be excluded
from I.R.C. Section 7874 treatment and result in a lower recognized percentage of the former U.S.
parent’ s shareholders in the new foreign parent.
4.

Corporate Headquarters

Commentators have argued that inversions are tax-motivated transactions in which multinationals
remain unaltered in a true business sense—that is, these companies are effectively United States
companies in an operational and business sense that reap the benefits of this country and should
therefore be taxed accordingly. To address this concern, the Obama Administration proposed that
irrespective of the 80% or 60% thresholds, a transaction will be treated as an inversion if the
expanded affiliated group (after the inversion) is managed and controlled in the U.S. and the group
does not conduct substantial business activities in the new foreign parent’ s country.99 In other
words, substantive management and control must be moved outside of the U.S. (e.g., corporate
headquarters must be transferred offshore) and the new foreign parent cannot have substantial
business activities in the U.S. Proposals have also been advanced that would tax foreign earnings
currently (i.e., no deferral) if the multinational’ s management and control remain in the U.S. postinversion.100
5.

Strengthen I.R.C. Section 163(j)

Although a lower tax rate may appeal to multinationals, it is not the primary reason why
multinationals choose to invert. The key incentive is that the inversion enables multinationals to
strip their earnings and cast these earnings beyond the reaches of the U.S. tax net. Oftentimes
inversion transactions were followed by earnings-stripping via internal debt, i.e., the foreign parent
loaned funds to the U.S. corporation which in turn paid interest to the foreign parent and the U.S.
96

Widen, Coats, & Begich, S.727 - BIPARTISAN TAX FAIRNESS AND SIMPLIFICATION ACT OF 2011, 112th CONG.
(2011–12).
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See supra A. I.R.C. Section 7874.
98
Department of Treasury,
(Feb.
2016), at https://www.treasury.gov/resource-center/tax-policy/Documents/General-Explanations-FY2017.pdf (last
visited Oct. 5, 2016).
99
Id.
100
Schakowsky/Sanders, H.R. 694/S. 250 CORPORATE TAX FAIRNESS ACT, 113th CONG. (Feb. 14, 2013).
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corporation’ sinterest expensereduced its current taxableincome. Therecent proposed regulations
attempt to shut down these transactions by classifying instruments (otherwise treated as debt) as
equity.101 To prevent earnings-stripping, Congress should also further strengthen the rules under
I.R.C. Section 163(j),102 which limits the amount of interest a U.S. corporation may recognize on
foreign related party debt. The limitation applies only if the corporation’ s debt-to-equity ratio
exceeds 1.5-to-1 and, therefore, this threshold provides a safe harbor for corporations with debt to
equity ratios equal to or less than the threshold. If the corporation exceeds the debt to equity ratio,
then the interest paid to a related party in excess of the 50 percent limit is disallowed as a
deduction.103 Members of Congress have proposed to strengthen I.R.C. Section 163(j) by reducing
the 1.5-to-1 debt to equity ratio and lowering the 50% interest deduction limit to 25%.104 By doing
so, more foreign related party debt would be subject to the limitation under I.R.C. Section 163(j)
and a significant decrease in deductible interest expense allowed. The proposal also restricts or
eliminates the corporation’ s ability to carry forward interest expense disallowed under these
provisions.
6.

Exit Tax

As a deterrent to corporate inversions, members of Congress have introduced proposals to impose
an exit tax on would be corporate inverters. The House bill proposes an exit tax that U.S.
multinationals must pay tax on accumulated deferred earnings prior to reincorporating in a foreign
country.105 The House bill’ s exit tax would be the greater of the tax imposed on the accumulated
deferred foreign source income of the multinational’ s controlled foreign corporations, or the
appreciation in value of the controlled foreign corporations.106 The Senate bill proposal requires
that U.S. multinationals seeking to invert must pay tax on accumulated deferred earnings before
reincorporating overseas. The Senate bill would impose a 35% exit tax and permit foreign tax
credits for foreign taxes paid on the overseas profits.107 If Congress enacted an exit tax, then
multinationals would be discouraged from pursuing tax-motivated corporate inversions and
accumulating deferred earnings overseas. The cost would simply eliminate any benefit derived
from the transaction.
7.

Treaties

Multinationals often follow a corporate inversion with earnings-stripping transactions. For
example, a new foreign parent loans funds to its U.S. subsidiary (former U.S. parent) postinversion, and then the U.S. subsidiary makes interest payments on the loan to the new foreign
parent. Absent a treaty provision, such interest payments from a U.S. corporation to a foreign
affiliate is generally subject to a U.S. withholding tax rate of 30%.108 However, multinationals
101

See supra 1. Proposed Regulations.
See supra 4. Base Erosion (Earnings-stripping).
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104
Sen. Schumer, Charles E., S. 2786, CORPORATE INVERTERS EARNINGS STRIPPING REFORM ACT OF 2014, 113th
CONG. (2013–2014); Rep. Levin, Sander M., H.R. 4679, STOP CORPORATE INVERSIONS ACT OF 2014, 113th CONG.
(2013–2014).
105
Rep. Doggett, Lloyd, H.R. 5125, CORPORATE EXIT FAIRNESS ACT, 114th CONG. (2015–2016).
106
Id.
107
Sen. Brown, Sherrod, S.2662, P AY WHAT YOU OWE BEFORE YOU GO ACT OF 2016, 114th CONG. (2015–-2016).
108
I.R.C. § 1442.
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have used favorable treaty provisions (e.g., low or no tax withholding on interest income) to
achieve the maximum benefit from earnings-stripping transactions involving foreign related party
debt. Ideally, multinationals structure the earnings-stripping transaction so that the U.S. subsidiary
pays the interest income to a foreign related party eligible for favorable treaty benefits, and the
foreign entity itself is subject to low tax or no tax on the interest income. In light of the incentives
to engage in corporate inversions, Treasury should consider renegotiating treaties to reduce or
eliminate benefits that facilitate earnings-stripping transactions.
VII.

Conclusion

Taxpayers have used corporate inversions and earnings-stripping techniques to erode their tax base
and achieve a materially lower effective tax rate. As part of a continued effort to impede such
strategies, the Treasury Department and the IRS have issued a number of regulations under I.R.C.
Section 7874 and now I.R.C. Section 385 to curb the waves of inversions that have taken place
over the course of two decades. The most recent set of regulations address serial inverters, multiple
domestic acquisitions, and the classification of debt as equity. However, stronger and timely
legislative action is needed to defeat tax-motivated corporate inversions that lack a valid business
purpose (other than avoiding tax). Amidst arguments that the Treasury Department and IRS
exceeded their authority in issuing the most recent set of regulations, only time will tell if these
regulations can survive a legal challenge or if taxpayers will continue the battle and exclaim, “ I
can do that.”
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AN UPDATE TO TEACHING WITH BEACHEY: UTILIZING THE
PTICAL HORN TO
DEMONSTRATE THE FUNCTIONS OF COURT SYSTEM, CONSTITUTIONAL ISSUES, THE COURT
RELATIONSHIP WITH THE LEGISLATURE, AND COMPETING JUDICIAL PHILOSOPHIES

S

By
Cynthia M. Gentile, J.D.* & Brian J. Halsey, J.D., LL.M., CISSP**

I.

Introduction

In 2012, co-author Brian Halsey published a pedagogical review of two Pennsylvania cases that
served to address multiple key legal issues in just five short – and humorous – pages.1
Commonwealth v. Beachey, in its Pennsylvania Superior Court2 and Supreme Court3 versions,
performs admirably as baseline case law for class discussion. The basic legal aspects of Beachey
create opportunities for an in depth discussion of fundamental legal concepts covered in nearly all
introductory Business Law or Legal Environment of Business courses, including the “ political
science” of the structure of the state court systems, sources of law, constitutional questions;
statutory construction and the distinct roles of the courts and legislatures in the promulgation and
interpretation of law, the meaning of majority, concurring and dissenting opinions; the meaning
and importance of dicta; the value of legal precedent; how competing judicial philosophies can
have remarkably different impacts on how the law is applied to real world facts;4 the “ actors” in
the courtroom; and indeed, the human aspect of the law where sometimes “ [t]he better part of
valour is discretion.” 5
In the intervening years since the first publication of this article, the authors have expanded their
use of the case in the classroom, and related law has developed that further illustrates the law to a
wider national audience. This paper memorializes this evolution.
As we noted in the 2012 paper, engaging 100-200 level students in abstract legal concepts at the
beginning of a course can be a challenge. 6 It is natural to capture student interest in ethical

* Professor of Legal Studies, Peirce College, Philadelphia, Pennsylvania.
** Professor of Business Law and Director of MBA Programs, West Chester University of Pennsylvania, West
Chester, Pennsylvania.
1
See Brian J. Halsey, Teaching with Beachey, Utilizing Two Related Short Cases to Demonstrate the Functions of
Court System, Its Relationship with the Legislature, and Competing Judicial Philosophies, 1 ROCKY MTN. L. J. 118
(2012). (Very brief portions of that article are article are reproduced here as appropriate for content, grammar and
context).
2
698 A.2d 1325 (Pa. Super. 1997).
3
728 A.2d 912 (Pa. 1999).
4
See, e.g. Carol J. Miller & Susan J. Crain, Legal Environment v. Business Law Courses: A Distinction Without a
Difference?, 28 J. LEGAL STUD. EDUC. 149 (2011) (Illustrative of common Business Law and Legal Environment of
Business course coverage).
5
Sir John Falstaff. William Shakespeare, THE FIRST PART OF KING HENRY THE FOURTH act 5, sc. 4.
6
See, e.g., Donna M. Steslow, Click Here to Participate: Participation and Student Performance in a Large
Business Law Course Before and After Implementation of a Remote Personal Response System, 11 ATL. L. J. 144
(2009) (discussing the challenges engaged in presenting business law subjects in relevant ways to younger students

conundrums7 and the black letter law subjects of constitutional issues,8 torts,9 contracts,10 agency
and employment law.11 In particular, constitutional questions often present easily-relatable
examples of where the law intersects with personal and business decision-making.12 This
intersection can serve to capture the interest and attention of students at any academic level.
Indeed, the co-authors now use these concepts for graduate level courses at two different
universities for MBA students. The Beachey decisions, and the many cases that have been decided
since Beachey, give faculty an easy entry point to many of the introductory aspects of the law in
one “ short and sweet” 13 package.
II.

Recent Developments in the Law

Since the original publication of this article14 this “ little case that could” provides us with even
more fodder for comprehensive legal instruction and classroom discussion. In recent years, many
states have adopted a view that the use of high beams to warn other drivers of a police presence is
not illegal. Some jurisdictions have employed statutory construction reasoning, while others view
this through a constitutional lens, with defendants claiming First Amendment rights to freedom of
speech and expression.15 These examples provide additional opportunities for continued class
discussion into court structure, statutory construction, basic criminal law, and constitutional issues.
A.

New Jersey

During the same timeframe that the Beachey case was making its way through the Pennsylvania
court system, a similar case was moving through the courts on the other side of the Delaware River.
This case provides us with an opportunity to teach basic criminal and evidentiary law 16 without
veering too far from our structural goals.
In 1997, Susan R. Luptak was convicted of driving with a suspended license after she was stopped
by a police officer who witnessed Luptak flash her headlights at an oncoming driver to warn the
in larger classrooms); Patricia Pattison, Janet Riola Hale & Paul Governs, Mind and Soul: Connecting With
Students, 28 J. LEGAL STUD. EDUC. 39 (2011) (discussing techniques for good teaching).
7
See, e.g., Adam Epstein & Bridget Niland, Exploring Ethical Issues and Examples by Using Sport, 13 ATL. L. J. 9
(2011).
8
See, e.g., Robert C. Power, Strategies and Techniques for Teaching Constitutional Law, (Wolters Kluwer Law &
Business, 2012).
9
See, e.g., Marlene E. Barken & Gwen Seaquist, Product Liability and Regulatory Law: A Research Writing
Assignment, 20 J. LEGAL STUD. EDUC. 249 (2002). (Discussing sample product liability law teaching approach).
10
See, e.g., H. Miles Foy, III, Approaches to Teaching Contracts: Legislation and Pedagogy in Contracts 101, 44
ST. LOUIS L.J. 1273 (2000).
11
See, e.g., Konrad S. Lee, Matthew I. Thue, Jared Oldham & Tara N. Stephenson, An Exercise for Teaching the
Employment Law Implications of Employee Blogging, 26 J. LEGAL STUD. EDUC. 399 (2009).
12
See, e.g. Susanna Kim Ripken, Citizens United, Corporate Personhood, and Corporate Power: The Tension
between Constitutional Law and Corporate Law, 6 U. ST. THOMAS J.L. & PUB. POL’ Y 285 (2012).
13
See James Kelly, Scottish Proverbs, 59 (1721) (“Better short and sweet than long and lax” ).
14
See Note 1, infra regarding previous publication of parts of this article.
15
U.S. CONST. Amend. 1.
16
Although Business Law and Legal Environment of Business courses usually do not cover evidentiary issues or
criminal law extensively, for the purposes of teaching examples like this one, we make an exception. This is an
ideal time to either introduce or reinforce the concept of criminal violations (no intent or mens rea) and compare it
to misdemeanors and felony crimes.

Rocky Mountain Law Journal

driver of the presence of the police radar unit.17 Luptak moved to suppress evidence that her license
was suspended on the grounds that this evidence was gathered as a result of an improper police
stop.18 On appeal, the State conceded that case law in New Jersey19 and elsewhere20 has repeatedly
held that flashing headlights in order to communicate with another driver did not violate the
controlling statute.21 Therefore, all evidence gathered after that stop was “ fruit of the poisonous
tree.” 22 While this case provides a useful mechanism to discuss statutory construction and use of
foreign law, it is important to note both here and with students that Luptak was unpublished and,
consistent with New Jersey Court Rules, was not binding on any future court.23
In the years that followed Luptak, a movement within the state of New Jersey emerged to modify
the statute to clearly reflect to permissibly of flashing one’ s headlights to warn other drivers about
police activity. In February, 2016, Assemblymen Ronald Dancer reintroduced 24 a bill to change
statutory language to clearly permit the use of headlights to communicate with other drivers, even
if the intent is to warn oncoming drivers about the presence of a police radar unit. The Bill
proposed to change the language to read:
1. No person operating a motor vehicle shall be subject to a penalty under R.S.39:3-60, or
any other section of law, for flashing the vehicle's headlamps in the direction of oncoming
traffic to warn the operator of another motor vehicle of a traffic accident, a road hazard, or
of the presence of law enforcement officers enforcing the speed limit.
2. This act shall take effect immediately.25
The proposed new language clears up any confusion around the legality of flashing one’ s
headlights to communicate with other drivers. At its core, these changes reflect a shift in attitudes
toward the constitutionality of this action as a form of speech. Further, Assemblyman Dancer
assertsthat this change codifiesacitizen’ srightsto warn other driversof hidden dangers.26 Finally,
17

New Jersey v. Luptak, No. A-6074-97T1, (App. Div. July 29, 1999)
Id. at 3.
See State v. Taylor, 121 N.J. Super. 395, 396, 297 A.2d 216, 216 (Dist. Ct. 1972), where the court held that a
pedestrian did not violate N.J.S. 2A:170-29(2)(b), Disorderly Persons, by holding up a sign reading: “ Radar Ahead”
to warn drivers of police presence ahead.
20
City of Warrensville Hts. v. Wason, 50 Ohio App. 2d 21, 361 N.E.2d 546 (Ohio Ct. App. 1976) where the court
held that unless defendant could be shown to have violated speed laws at the time of the warning, he could not be
convicted of interfering with a police officer in the performance of his duties by flashing defendant’ s headlights to
warn of an impending radar speed trap.
21
See N.J.S.A. 39:3-60
22
Wong Sun v. United States, 371 U.S. 471, 484-85, 83 S.Ct. 407, 416, 9 L.Ed.2d 441, 453 (1963)
23
See N.J. Ct. R. 1:36-3, which states, in pertinent part: “No unpublished opinion shall constitute precedent or be
binding upon any court… no unpublished opinion shall be cited by any court.”
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The Bill was initially introduced in 2014, when it faced opposition from the New Jersey Police Chiefs
Association. See Scott Bomboy, N.J. Bill Puts Spotlight on Right to Flash High Beams, PHILLY.COM (Apr. 16,
2014), http://www.philly.com/philly/news/new_jersey/NJ_bill_puts_spotlight_on_right_to_flash_high_beams.html
(last visited Sept. 20, 2016).
25
2016 New Jersey Assembly Bill No. 3013, New Jersey 270th Leg. - First Annual Session.
26
See Matt Friedman, Using Headlights to Warn of Speed Traps is Free Speech, NJ Lawmaker Says, N.J.COM (Apr.
8, 2014),
http://www.nj.com/politics/index.ssf/2014/04/using_headlights_to_warn_of_speed_traps_is_free_speech_nj_lawma
ker_says.html (last visited Sept. 20, 2016).
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this type of “ warning” about governmental actions – here, speed traps – occurs in many other
contexts, and is either ignored by law enforcement27 or clearly protected as free speech.28 The
proposed revisions simply move to clarify the state’ s position and avoid unnecessary and likely
unsuccessful litigation around use of high beams as a means of communication.
Luptak and the subsequent legislative fervor around the use of headlights as a form of
communication, rather than to merely illuminate the road, provides legal faculty with means to
illustrate legal evolution through both the judicial and legislative process. Luptak demonstrates
that although the changes may occur at a glacially slow pace, laws can, in fact, change. In
reviewing the proposed changes to the statute, the authors find an opportunity to lead students
thought a discussion of two key issues:
1. What is statutory construction29 and how is this abstract process utilized by courts in
deciding real-world situations?
2. What is the legislative process to amend a statute? Does public opinion play a role in
proposed revisions?
Through these two discrete lesson points, students can be instructed to research the pending
legislation and the ensuing public discourse around the proposed changes. Both of these paths can
help students cultivate critical thinking skills in the legal realm, something that is sorely lacking
in many classrooms.30
B.

Missouri

A recent federal case in Missouri provides the authors with a fantastic opportunity to review the
structure of the federal court system and incorporate constitutional considerations into the Business
Law classroom. In Elli v. City of Ellisville, Missouri, Plaintiff Elli sought and won a preliminary
injunction against Defendant City of Ellisville, asserting that the defendant had violated his right

27

Although currently inactive, the Twitter handle @NJSpeedTrap appears to have provided a running list of
reported speed traps between May and September of 2009. The last tweet reads: “Jamesburg – NJ Turnpike
southbound – just past exit 9A – cruiser in median between express and local lanes.” @NJSpeedTraps, Twitter,
(Sept. 25, 2009), https://twitter.com/NJSpeedTrap/status/4367106673.
28
The popular navigation and traffic application, Waze, also has a feature that collects and shares reports of police
activity with users. See Waze - GPS Navigation, Maps & Social Traffic, https://itunes.apple.com/us/app/waze-gpsnavigation-maps-social/id323229106?mt=8 (last visited June 7, 2016). The integration of crowd-sourced data on
police activity makes the information provided by the application exceptionally timely. Although unpopular with
law enforcement, it seems a natural extension of the free speech rights associated with an individual driver using
headlights to communicate similar information with oncoming traffic. See Daniel Wood, “When does a traffic app
become dangerous? Waze sparks police outcry (+video), CHRISTIAN SCI.MONITOR (Jan.26, 2015),
http://www.csmonitor.com/USA/Society/2015/0126/When-does-a-traffic-app-become-dangerous-Waze-sparkspolice-outcry-video (last visited Sept. 20, 2016).
29
See Statutory Construction, https://www.law.cornell.edu/wex/statutory_construction (last visited Sept. 20, 2016).
30
See e.g. Victoria Raish & Emily Rimland, Employer Perceptions of Critical Information Literacy Skills and
Digital Badges, 77 C. & RES. LIBRS., 87-113 (2016) (recounting the frequent faculty and employer bemoaning of
students and employees’ poor information literacy skills).
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to free speech when he was stopped, detained, and cited for flashing his headlights to warn
oncoming traffic of speed traps.31
Elli was driving on a road maintained by the City of Ellisville at 2:50 pm.32 He observed a speed
trap, and flashed his head lamps to warn oncoming traffic that they should “ proceed with
caution.” 33 Elli was stopped by an unnamed police officer (referred to as Officer Doe in the
opinion) and cited with violating City of Ellisville Code of Ordinances § 375.100, “ Limitations on
Lamps Other than Headlamps—Flashing Signals Prohibited Except on Specified Vehicles,” which
states:
Any lighted lamp or illuminating device upon a motor vehicle other than headlamps,
spotlamps, front direction signals or auxiliary lamps which projects a beam of light of an
intensity greater than three hundred (300) candlepower shall be so directed that no part of
the beam will strike the level of the roadway on which the vehicle stands at a distance of
more than seventy-five (75) feet from the vehicle. Alternately flashing warning signals may
be used on school buses when used for school purposes and on motor vehicles when used
to transport United States mail from post offices to boxes of addressees thereof and on
emergency vehicles as defined in Section 300.010 of this Title and on buses owned or
operated by churches, mosques, synagogues, temples or other houses of worship and on
commercial passenger transport vehicles that are stopped to load or unload passengers, but
are prohibited on other motor vehicles, motorcycles and motor-drawn vehicles except as a
means for indicating a right or left turn.34
Violation of this ordinance required that the Plaintiff appear in municipal court, at which time Elli
was informed that the “ standard punishment imposed in the City of Ellisville for using headlamps
to communicate the presence of a speed-trap is a $1,000.00 fine.” 35 He entered a plea of not guilty
and was ordered to return to court on February 23, 2013, but on February 12, 2013, all charges
were dismissed.36
Even though the municipal case was dismissed, Elli sought the assistance of the American Civil
Liberties Union of Missouri (ACLU-MO).37,38 The ACLU-MO brought an action on behalf of the
31

Elli v. City of Ellisville, 997 F.Supp.2d 980, 981 (E.D. Mo. 2014).
Id. at 982.
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Id. at 983.
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Id.
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Complaint, Elli, No. 4:13-cv-00711(E.D. Mo. April 16, 2013) https://www.aclumo.org/download_file/view_inline/816/401/ (last visited Sept. 15, 2016).
38
In 2014, a similar complaint was filed by the American Civil Liberties Union of Delaware. Complaint, Jackson v.
Town of Smyrna, No. 1:14-cv-01275-UNA (District of DE October 6, 2014) https://www.aclu-de.org/wpcontent/uploads/2014/10/Smyrna-Complaint-Oct-2014.pdf (last visited June 8, 2016). Plaintiff was suing for
monetary and injunctive relief after a police officer spotted Plaintiff flashing his headlights to warn oncoming traffic
of the presence of a radar unit. The complaint alleges that this citation was issued in violation of the Plaintiff’ s
constitutionally-protected free speech rights are citations for this expression are custom and practice of the
Defendant. The case was settled in February 2015. See, e.g. Jessica Masulli Reyes, ACLU Settles Two Lawsuits with
Smyrna Police, NEWS J., (Feb. 19, 2015), http://www.delawareonline.com/story/news/local/2015/02/19/aclu-settlestwo-lawsuits-smyrna-police/23692965/ (last visited Sept. 15, 2016).
32

33

plaintiff in federal court asserting that the Defendant was violating both the First Amendment of
the United States Constitution39 and 42 USCA section 1983 – Civil Action for Deprivation of
Rights.40 Defendant argued that flashing headlamps in the manner in which Elli did might be an
“ illegal interference with a police investigation,” however, the Eastern District of Missouri Judge
Henry Edward Autrey did not agree, stating:
[T]he expressive conduct at issue sends a message to bring one's driving in conformity with
the law—whether it be by slowing down, turning on one's own headlamps at dusk or in the
rain, or proceeding with caution. Missouri (but not Ellisville) makes it ‘ the crime of
hindering prosecution if for the purpose of preventing the apprehension, prosecution,
conviction or punishment of another for conduct constituting a crime he ... [w]arns such
person of impending discovery or apprehension, except this does not apply to a warning
given in connection with an effort to bring another into compliance with the law[.] MO.
REV. STAT. § 575.030 Even assuming, arguendo, that Plaintiff or another driver is
communicating a message that one should slow down because a speed trap is ahead and
discovery or apprehension is impending, that conduct is not illegal. 41
The court further stated that MO. REV. STAT. § 575.030 was inapplicable, and Ellisville’ s policy to
issue a citation for violations of this ordinance had a “ chilling effect” on Plaintiff’ s constitutional
rights to free speech.42 The judge issued a preliminary injunction against Ellisville, holding, “ [t]he
equities and public interest are likewise in favor of an injunction. Defendant will suffer no harm,
as there appears to be no immediate or imminent danger to public safety health or welfare through
Plaintiff's flashing his headlamps.” 43 Judge Autrey extended the preliminary injunction to a
permanent injunction in April of 2014.44
Elli is another special case that provides the authors with a mechanism to tie common conduct
back to larger and more complex constitutional rights and protections. Here, the authors generally
focus on two new, and decisively important, points.
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“Congress shall make no law respecting an establishment of religion, or prohibiting the free exercise thereof; or
abridging the freedom of speech, or of the press; or the right of the people peaceably to assemble, and to petition the
Government for a redress of grievances.” U.S. CONST. amend. I.
40
“Every person who, under color of any statute, ordinance, regulation, custom, or usage, of any State or Territory
or the District of Columbia, subjects, or causes to be subjected, any citizen of the United States or other person
within the jurisdiction thereof to the deprivation of any rights, privileges, or immunities secured by the Constitution
and laws, shall be liable to the party injured in an action at law, suit in equity, or other proper proceeding for redress,
except that in any action brought against a judicial officer for an act or omission taken in such officer's judicial
capacity, injunctive relief shall not be granted unless a declaratory decree was violated or declaratory relief was
unavailable.” 42 U.S.C.A. § 1983 (West).
41
997 F. Supp. 2d 980, 984 (E.D. Mo. 2014)
42
Id.
43
Id.
44
Order and Permanent Injunction, No. 4:13-cv-00711-HEA, April 2, 2014, https://www.aclumo.org/download_file/view_inline/1108/401/ (last visited June 10, 2016); see also, ACLU, Ellisville Permanently
Stopped from Ticketing Drivers who Flash Headlights to Communicate, ACLU-MO.ORG (Apr. 9, 2014),
https://www.aclu-mo.org/newsviews/2014/04/09/ellisville-permanently-stopped-ticketing-drivers-who-flash-h (last
visited Sept. 15, 2016).
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1. How is the federal court system structured? What are the similarities and differences
between the federal and state court system?
2. Why might a case originate in federal court? What are the barriers to entry in federal
court? What are the benefits and drawbacks of litigating a case in federal court rather
than state court?
3. Finally, and perhaps most critically, Elli calls into question the intended limits of
constitutionally protected rights to free speech and expression. How can we construe
flashing headlights as a form of communication? Should this be protected speech, or
are there justifiable reasons for the state to limit this conduct?
There is rich fodder for discussion here, as students share their opinions of the overall merit of this
case. Because the facts are so easy to grasp, class time can be devoted to a discussion of more
complex legal concepts, such as protected speech and the government’ s right to restrict some
speech when such restrictions are deemed to be in the public interest,45 and the effect of competing
judicial philosophies on statutory construction and interpretation.
C.

Oregon

In 2014, a similar challenge was successfully mounted by Defendant Christopher Hill in Jackson
County, Oregon. In State of Oregon v. Hill, the court held that “ Oregon’ s broad protection of free
expression” precluded the government from “ us[ing] the traffic laws to punish a citizen for using
his headlights as expressive conduct to warn other drivers of the presence of law enforcement.” 46
The facts here are very similar to those in Beachey, Elli, and Luptak. Hill was driving on roads
maintained by Jackson County police when he received a telephone call from the Jackson County
Sheriff Deputy stating that it had been reported that Hill was flashing headlights on his truck to
warn oncoming traffic of the presence of law enforcement behind him.47 Hill admitted to this act
at trial48 and was cited for violating ORS § 811.520(1).49
The Oregon court engaged in a very similar statutory construction and interpretation process as
the Pennsylvania Courts did in Beachey. It consulted other Oregon statutes pertaining to the use
45

Schenck v. United States, 249 U.S. 47, 52 (1919), espousing the “clear and present danger test” (“ The question in
every case is whether the words used are used in such circumstances and are of such a nature as to create a clear and
present danger that they will bring about the substantive evils that Congress has a right to prevent. It is a question of
proximity and degree.”), and later limited by Brandenburg v. Ohio, 395 U.S. 444, 449 (1969), which held that mere
advocacy (here, of the use of force) is not enough to support a finding of immediate or imminent intent.
46
Oregon v. Hill, No. 034117, slip op. at 1 (Jackson Cty., April 9, 2014).
47
Id.
48
Id. at 2.
49
OR. REV. STAT. ANN. § 811.520 (2016) states, in pertinent part: (1) A person commits the offense of unlawful use
or failure to use lights if the person does any of the following: Drives or moves on any highway any vehicle at a time
when vehicle lighting is required to be operated or is prohibited from being operated under OR. REV. STAT. §
811.515 and operates or fails to operate lighting equipment as required under OR. REV. STAT. §811.515. (b) Owns a
vehicle or combination of vehicles and causes or knowingly permits the vehicle or combination of vehicles to be
driven or moved on any highway at a time when OR. REV. STAT. § 811.515 requires or prohibits the operation of
vehicle lighting equipment without compliance with the requirements under OR. REV. STAT. § 811.515.

of headlights, and read those in conjunction with OR. REV. STAT. ANN § 811.520,50 paying close
attention to OR. REV. STAT. ANN § 811.515(6), which ostensibly is intended to avoid temporary
blindness in oncoming drivers due to the misuse of headlights. 51 Ultimately, the court found
obvious evidence that headlights could be used or flashed to communicate with other drivers
without causing the type of harm the statute sought to avoid.
It is within common experience that drivers will often flash their headlights to indicate an
intention to pass another driver, or to signal a driver who has just passed that he or she has
enough room to change back into the travel lane of an overtaken vehicle. Headlight flashing
therefore can be viewed as the equivalent of an “optical horn.” The expressive or
communicativeintent among driversof aheadlight “ flash” (asopposed to steady high beam
use in inappropriate circumstances), is thus readily apparent.52
The court goes on to carefully consider the expressive conduct – here the “ optical horn” – against
Article 1, section 8 of the Oregon Constitution, which provides, “ No law shall bepassed restraining
the free expression of opinion, or restricting the right to speak, write, or print freely on any subject
whatever; but every person shall beresponsiblefor theabuse of thisright.” 53 Previous Oregon case
law provides a clear test to determine if the state’ s regulation of expression is unconstitutional. 54
The court ultimately found that the state’ s actions violated Hill’ s right to free expression. 55 The
court stated that “ [t]he government certainly can, and should, enforce the traffic laws for the safety
of all drivers on the road. However, the government cannot enforce the traffic laws, or any other
laws, to punish drivers for their expressive conduct.” 56
Once again, this case provides substantive context to discuss statutory construction and the need
to read certain statutes together, the legal mechanisms to protect freedom of speech and expression
in various forms, as well as incidents of governmental overreach. The authors employ Hill as a
mechanism to discuss venue, constitutional “ floors” and “ ceilings,” 57 and the intended reach of
police power. Some questions to consider include:
1. Why was Hill litigated in state court when Elli was brought in federal court?
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Hill, slip op. at 3.
OR. REV. STAT. ANN. § 811.515(6) (2016) provides: When limited visibility conditions exist a person shall use a
distribution of light or composite beam that is directed sufficiently high and that is of such intensity so as to reveal
persons and vehicles on the highway at a safe distance in advance of the vehicle. A person violates this subsection if
the person does not comply with the following: Whenever the driver of a vehicle approaches an oncoming vehicle
within 500 feet, the driver must use a distribution of light or composite beam so aimed that the glaring rays are not
projected into the eyes of the oncoming driver. The use of the low beams of the vehicle headlight system is in
compliance with this paragraph at all times regardless of road contour and loading of the vehicle. (b) Except when in
the act of overtaking or passing, a driver of a vehicle following another vehicle within 350 feet to the rear must use
the low beams of the vehicle headlight system.
52
Hill, slip op. at 4.
53
OR. CONST. art. I, § 8.
54
See Oregon v. Robertson, 293 Or. 402, 649 P.2d 569 (1982).
55
Hill, slip op. at 6.
56
Id.
57
See William F. Swindler, Minimum Standards of Constitutional Justice: Federal Floor and State Ceiling (1984).
Faculty Publications. Paper 1593, http://scholarship.law.wm.edu/facpubs/1593 (last visited Sept. 20, 2016).
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2. To what degree can constitutional protections vary from state to state?
3. How much power should the police have over a citizen’ s rights to speech?
By using Hill as a resource faculty may compile a lesson plan that connects a simple fact pattern
– flashing one’ s headlights to communicate with another driver – to the larger issues of state and
federal court structure, constitutional construction, governmental regulation and police power.58
D.

Florida

Another 2014 case where a motorist flashed his headlights to warn of a police radar unit recently
led to changes in the applicable statute to protect a motorist’ s right to free expression. In 2012,
Ryan Kintner was cited for flashing oncoming traffic to warn other drivers that a police officer
was engaged in a radar operation.59 Kintner fought the citation, and was successful in convincing
the court that using headlights to communicate with other drivers did not violate FLA. STAT. ANN.
§ 316.2397, Certain Lights Prohibited; Exceptions.60 At the hearing, the judge reportedly states
“ [i]f the goal of the traffic law is promote safety and not to raise revenue, then why wouldn't we
want everyone who sees a law enforcement officer with a radar gun in his hand, blinking his lights
to slow down all those other cars?” 61 Although Kintner’ s ticket was thrown out, his attorneys were
unsuccessful in proving that the Florida Sheriff’ s Office engaged in a pattern and practice of
behavior, thus ending the legal challenge.62
A second case was instigated by Mr. Kintner’ s attorneys, who attempted to compile sufficient
plaintiffs to warrant certifying a class.63 Within a month, Seminole County Police agreed to stop
issuing tickets for flashing headlights. 64 In 2014, the statue was revised to clearly provide an
exception for this type of communication between motorists, regardless of the motorist’ s
intentions. The statute now reads, in pertinent part:
(7) Flashing lights are prohibited on vehicles except: (b) When a motorist intermittently
flashes his or her vehicle's headlamps at an oncoming vehicle notwithstanding the
motorist's intent for doing so 65
58

The authors are sensitive to the sweeping path that a discussion of police power can cut, and generally act to
constrict the scope of the conversation here to the facts and legal implications in Hill. Given the inherent course
coverage limitations of the Business Law classroom, this margin usually works well.
59
Megan Neal, “Flashing headlights to warn of speed trap protected by the First Amendment” N.Y. DAILY NEWS,
May 23, 2012, http://www.nydailynews.com/news/national/flashing-headlights-warn-speed-trap-protectedamendment-judge-article-1.1083606 (last visited Sept. 15, 2016).
60
At the time of Kintner’ s citation, F LA. STAT. ANN. § 316.2397 read, in pertinent part: “(7) Flashing lights are
prohibited on vehicles except as a means of indicating a right or left turn, to change lanes, or to indicate that the
vehicle is lawfully stopped or disabled upon the highway or except that the lamps authorized in subsections (1), (2),
(3), (4), and (9) and s. 316.235(5) are permitted to flash.”
61
Id.
62
See, e.g. Rene Stutzman, Lawsuits by Drivers Ticketed for Flashing Headlights, Produce Change, No Money,
ORLANDO SENTINEL (Jan. 10, 2015), http://www.orlandosentinel.com/news/breaking-news/os-flashing-headlightssuit-fails-20150109-story.html (last visited Sept. 15, 2016).
63
Id.
64
Id.
65
FLA. STAT. ANN. § 316.2397 (West, 2014) (italics added).

Following the statutory revisions, the court ultimately held that the civil challenge was rendered
moot.66 Although the change to the statute protects other drivers from citations for this protected
expression, the lawsuit was unsuccessful in generating a damages award for plaintiffs fined
previous to the statutory amendments.67
The authors have found that the legal action highlighted above and the ensuing revisions to the
controlling Florida statute are useful in addressing two additional salient legal coverage points
absent from the panoply of flashing headlights case law. These include:
1.
What effect should a pending lawsuit have on government actors? That is, can a
government entity act to change policy or procedure to address concerns expressed in a
pending suit? Will that change be dispositive or be useful as evidence at the current trial?
Can a legal action both succeed and fail at the same time? Here, students can
2.
research and discuss why, in spite of damages, the plaintiffs in the class action did not
prevail.
Once again complex legal concepts can be introduced in novel ways via a relatable factual scenario
in the business law classroom.
III.

Conclusion

The short, concise Superior Court68 and Supreme Court69 versions of Commonwealth v. Beachey
continue to function well as introductory case law for business law and legal environment of
business students. The subsequent case law provides an opportunity to take this conversation
even further by integrating criminal law, statutory construction, and constitutional issues into these
survey classes. Creating a space to delve into intersecting legal analysis via this this easilyunderstandable fact scenario has, in the co-authors’ experience, served studentswell. Each of these
cases provide a space for critical thinking and legal analysis; 70 touch on the court system;71 the
meaning of majority;72 concurring and dissenting73 opinions (and allow a discussion of plurality);74
the persons involved in a lawsuit;75 the judges’ use of “ loose construction” 76 and “ strict
66

See note 62, supra.
Id. reporting that, although the lawsuit alleged more than 100 instances of tickets issued for flashing headlights,
the evidence showed only eight such citations. The court did not find this sufficient to demonstrate a pattern and
practice of behavior, and dismissed the case.
68
698 A.2d 1325 (Pa. Super. 1997).
69
728 A.2d 912 (Pa. 1999).
70
See the discussion of Luptak, supra.
71
698 A.2d at 1326; 728 A.2d 912.
72
Id.
73
698 A.2d at 1327; 728 A.2d at 913.
74
“This description of the action taken has been utilized when the opinion announced has not been acceptable to a
majority of the justices sitting in a case, but where a judgment disposing of the case can be supported by combining
two or more separate opinion.” See John F. Davis & William L. Reynolds, Juridical Cripples: Plurality Opinions in
the Supreme Court, 1974 DUKE L. J. 59 (1974).
75
698 A.2d at 1326; 728 A.2d 912.
76
728 A.2d at 913.
67
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constructionist” approaches to the law;77; dicta;78 binding and persuasive precedent;79 the federal
system;80 federal81 and state constitutional issues;82 and the value of humor and knowing when to
keep your powder dry.83

77

698 A.2d at 1326.
698 A.2d at 1326-27; 728 A.2d 912-13.
See the discussion of the precedential value of foreign, overruled, and current case law, supra.
80
See the discussion of Elli, supra.
81
Id.
82
See the discussion of Hill, supra.
83
728 A.2d 912.
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A SLIPPERY SLOPE: DOES THE MODE-OF-OPERATION RULE ACTUALLY BENEFIT PLAINTIFFS
IN SLIP-AND-FALL CASES?
By
Charlie Penrod, J.D.*, Matthew Ruckman, Ed.D.** & Matthew Leight***
I.

Introduction

The purpose of this paper is to compare plaintiff and defendant win-rates of the two primary legal
standards used to evaluate slip-and-fall cases. To date, the only analysis used to determine the
impact of the different legal standards has relied on normative analysis or anecdotal evidence. This
paper seeks to investigate empirically whether litigation outcomes differ between the two legal
standards.
A short story helps to illustrate the issues within slip-and-fall jurisprudence. Jimmy, a father of
two precocious boys, enters the local grocery store to pick up some groceries for dinner. He is in
ahurry and is tired after along day’ swork. Heheadstowardstheproduceaisleto buy somegrapes.
His kids are yelling, his boss is calling him on the cell phone, and he has not slept well for days.
As he reaches for a bunch of grapes, one accidentally drops off the bunch and lands on the floor.
Jimmy does not notice the fallen grape and proceeds to the dairy aisle to finish collecting the items
on his shopping list. Jimmy’ s singular aim is to get out of the store. Sometime later, Lucy goes to
the produce aisle to buy grapes. Instead of looking down to the floor to check for potential hazards,
her gaze is fixed on the varieties of grapes the store has to offer. She strolls towards the grapes,
and unfortunately does not notice the errant grape left by Jimmy. She accidentally slips on the
grape and falls on her back, causing severe physical injuries.
Lucy decides she should sue for her injuries. Even if we could identify Jimmy as the rogue litterer,
his pockets are likely not deep enough to satisfy the massive judgment a jury could render in this
case. Instead, Lucy eyes the pockets of the grocery store and blames it for not doing enough to
sweep and clean its floors. Surely, Lucy will soon see a seven-figure award verdict to compensate
her for the negligence that occurred in allowing that grape to remain on the floor, right?
The common perception of easy windfalls for those who accidentally fall and hurt themselves in a
business is sorely overblown. That misperception is buoyed by anecdotal stories about milliondollar awards awaiting those who are unfortunate enough to slip on a banana peel or pool of water
in their local big box store. Eye-catching headlines that announce “ $1.35 M Jury Verdict After
Slip and Fall” or “ Wal-Mart loses $1M in local slip-and-fall case” only serve to further the notion
of a jackpot for victims of slip and falls.1
* Assistant Professor, Department of Legal Studies, Public Administration and Sport Management, University of
West Florida.
** Assistant Chair, Department of Legal Studies, Public Administration and Sport Management, University of West
Florida.
*** Graduate Research Assistant, Department of Legal Studies, Public Administration and Sport Management,
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1
PR NEWSWIRE, $1.35 M Jury Verdict After Slip and Fall at Popular Mexican Grille (Nov. 17, 2015),
http://www.prnewswire.com/news-releases/135-m-jury-verdict-after-slip-and fall-at-popular-mexican-grille-
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The reality of slip-and-fall litigation is much harsher. Plaintiffs often struggle to meet the initial
burden of proof needed to succeed in these cases.2 The core problem with the majority standard
governing slip-and-falls is the particular kinds of proof that must be offered to simply prove
liability.3 The commonplace standard relied on to litigate slip-and-fall cases is simply known as
the “ traditional” method.4 One of the central tenets of any tort case concerns the necessity to prove
the defendant’ s negligence.5 As any first year law student knows, it is incumbent on the plaintiff
to show that the injuries suffered were not only the result of the defendant’ s actions, but were also
preventable through the exercise of reasonable care.6 In other words, defendants should only be
deemed liable for accidents if there was something that they could have done to prevent the injury
from occurring.
If plaintiffs scale this obstacle, the prospect of riches are just as likely as in any other garden variety
tort case. Getting there is the problem. This is problematic in the typical slip-and-fall case that
occurs in a self-service establishment. Self-service establishments are businesses where customers
serve themselves by selecting goods to be purchased, rather than an employee physically making
those selections for the customer.7 This includes businesses such as a grocery store. It is not
unusual to see a stray grape on the floor of the produce section or a pool of liquid on the floor of
the juice aisle. Ordinarily, it is the customer and not the employee who negligently or carelessly
drops or spills a hazard on the floor. To go back to the story of Jimmy and Lucy, it was Jimmy’ s
act of carelessnessthat caused thegrapeto beon thefloor, not the grocery store’ sact. If negligence
law is intended to hold those accountable who are capable of preventing accidents, why should the
store be held responsible for Jimmy’ s actions? What could the store have actually done, beyond
24/7 surveillance of every square foot of the store, to prevent Lucy from being injured? On the
surface, it seems unfair to assign liability to the grocery store where the store had little chance of
preventing this accident.
The traditional rule encapsulates this idea by requiring that the store be on notice that the hazardous
condition exists.8 In order for the grocery store to be held liable, there must be some proof that the
store either knew or should have known that the condition existed.9 Placing liability on the
defendant is only permitted if the defendant was on notice that a hazard existed to provide it with
the opportunity to clean the spill.10 As will be seen below, obtaining that kind of proof is practically
300179968.html; see also Christian Conte, Wal-Mart loses $1M local slip and fall case, JACKSONVILLE BUS. J. (Jan.
27, 2012), http://www.bizjournals.com/jacksonville/print-edition/2012/01/27/wal-mart-loses-1m-local-slip-andfall.html.
2
-Established: Owens v. Publix Supermarkets, Inc.
Venus Zilieris,
Burden of Proof, 27 NOVA L. REV. 191, 217-18
(2002) (arguing that because the burden of proof is demanding on plaintiffs, the traditional model for slip-and-falls
tends to prevent cases from reaching a jury).
3
Id. at 194 (stating that plaintiffs in traditional states must demonstrate the defendant is on notice of the hazard).
4
William Brekka, Extending the Mode-of-Operation Approach Beyond the Self-Service Supermarket Context, 48
NEW ENG. L. REV. 747, 749 (2014).
5
RESTATEMENT (THIRD) OF TORTS: Apportionment Liab. § 4 (2000).
6
RESTATEMENT (SECOND) OF TORTS § 298 (1965).
7
Prioleau v. Ky. Fried Chicken, 122 A.3d 328, 338 (N.J. 2015).
8
Brekka, supra note 4, at 750.
9
Id.
10
Id.

difficult, and without that level of proof, the plaintiff’ s case must fail regardless of the severity of
the accident.11
Several states have recognized that the difficulty of winning slip-and-fall cases works an injustice
on worthy plaintiffs who are legitimately hurt but are at the mercy of witnesses and the defendant
to provide proof that the condition existed for such a period of time that the defendant should have
known of its presence.12 As a result, several states have switched to a presumably more plaintifffriendly legal regime called the “ mode-of-operation” rule. This rule is a relatively new legal
standard in a minority of states that allows the plaintiff, under certain circumstances, to dispense
with proving that the store knew of the hazardous condition.13 If the spill or hazardous condition
occurs in a place that regularly experiences these kinds of hazards, the mode-of-operation rule
assumes the store is aware of the danger that spills may occur.14 As a result, the rule requires stores
to monitor these high-risk areas.15
Even if not expressly stated, one intended consequence of the switch to the mode-of-operation rule
is to lower the plaintiffs’ burden of proof and impose liability on the defendant more frequently.16
Plaintiffs must still demonstrate that the defendant was negligent in failing to inspect and clean the
floors, but they are not required to show notice to the defendant.17 Given that the traditional model
requires an additional, and extraordinarily onerous, step in proving negligence, it is expected that
plaintiffs in mode-of-operation states would be more successful than similarly situated plaintiffs
in traditional states. At the moment, however, the idea that the mode-of-operation rule is actually
leading to more frequent plaintiff victories is not supported by any empirical evidence.
This paper seeks to fill that gap. The authors have read and reviewed every slip-and-fall case in a
10-year period from a sampling of 20 states, totaling over 500 cases compiled and analyzed. If the
mode-of-operation rule truly benefits plaintiffs, the appellate court cases within these states should
indicate a significant difference in plaintiff win-rates versus defendant win-rates in the two kinds
of legal regimes. Part I of this article explores the nuances of both the traditional and mode-ofoperation systems. Part II explains the rationale behind the recent trend towards the mode-ofoperation standard and justifies the need for the analysis used in this article. Part III presents the
hypothesis and explains the methodology of the research. Part IV presents the findings of the
statistical analysis and interprets the results to discuss their implications within the larger realm of

11

See infra Part I/A.
See Steven Winegar, Reapportioning the Burden of Uncertainty: Storekeeper Liability in the Self-Service Slip and
fall Case, 41 UCLA L. REV. 861, 862 (1994) (noting that courts have recognized that the burden on plaintiffs is
“tremendously difficult” ). This paper relies heavily on Professor Winegar’s semi nal analysis of slip-and-falls
because of the limited amount of scholarship on this area of the law.
13
See, e.g., Prioleau, 122 A.3d at 338; Winegar, supra note 12, at 888; Sheehan v. Roche Bros. Supermarkets, Inc.,
863 N.E. 2d 1276, 1280-82, fn. 3, 5 (Mass. 2007).
14
Sheehan, 863 N.E.2d at 1287.
15
Id. at 1286-87.
16
Id. at 1284 (holding that the traditional standard places an unfair burden on the plaintiff).
17
Id. at 1283. For example, suppose two shoppers are directly behind each other in the produce aisle. One
accidentally drops a banana on the floor and the next shopper immediately walks over it and slips. Even if this were
in a “ mode-of- operation” location, the amount of time between the drop and the accident precludes any reasonable
ability on the store to clean the area. Thus, if the store’ s cleaning procedures are reasonable and otherwise effective,
the store would not be held liable.
12
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slip-and-fall law. This includes a discussion of other potential avenues of research to further clarify
and refine these findings.
II.

Traditional v. Mode-of-Operation: An Overview

A.

The Traditional Model

Slip-and-fall cases are a unique subset within the overall category of premises liability claims. A
typical slip-and-fall case occurs in a self-service establishment where a plaintiff slips or otherwise
loses their balance due to a transitory object on the floor.18 The traditional model includes three
proof points that must be met to simply survive summary judgment.
First, there must be proof that some hazard actually existed on the floor. This is not a particularly
difficult burden to carry. Anything from lettuce to soft drinks to pizza is sufficient to meet this
minimal threshold.19 Plaintiffs obviously cannot place liability upon a store unless they show that
some dangerous condition existed that was the cause-in-fact of the accident.20
Second, the plaintiff must prove that the defendant had actual or constructive notice of the
condition.21 This is a logical outflow from negligence law, since defendants customarily are not
held legally responsible for a hazard they are not or should not have been aware of.22 While strict
liability generally dispenses with this requirement in areas such as product liability, notice, and
foreseeability are foundational aspects of negligence law.23
Actual notice is simple enough to describe but exceedingly challenging to prove. Actual notice
involves introducing evidence that the store, through its employees and agents, is consciously
aware that the condition exists on the floor.24 The store can become aware of the hazard through
direct exposure or hearsay from a third party. 25 The store owner assumes a legal obligation to
eliminate the hazard if he or she actually knows that a dangerous condition exists.26
Courts using the traditional approach have not usually focused on actual notice, because actual
notice is difficult to prove and because stores are incentivized to take immediate care to clean the
area or to place warning signs nearby when they are notified of a hazard. Instead, plaintiffs are
generally forced to rely on evidence of constructive notice to prove liability. Constructive notice
is imputed to the store owner where the dangerous condition existed long enough that the defendant

18

See, e.g., Blancas v. Carniceria Puerto Del Torro No. 2, Inc., 2013 WL 2325402, *4 (Ariz. Ct. App. 2013)
(unpublished opinion).
19
See, e.g., Rhodes v. El Rancho Markets, 454 P.2d 1016 (Ariz. 1969) (lettuce); Tom v. S.S. Kresge Co., Inc, 633
P.2d 439 (Ariz. 1981) (soft drinks); Jasko v. F.W. Woolworth Co., 494 P.2d 839 (Colo. 1972) (pizza).
20
See, e.g., Broussard v. Retail Inv’ rs of Tex., Ltd., 13-414 (La. App. 3 Cir. 10/9/2013), 123 So.3d 912, 917, and
Trull v. Magnolia Hill, LLC, 171 So.2d 518, 521 (Miss. Ct. App. 2015).
21
Zilieris, supra note 2, at 192.
22
RESTATEMENT (SECOND) OF TORTS § 289 (1965).
23
Ellen Wertheimer, Unknowable Dangers and the Death of Strict Products Liability: The Empire Strikes Back, 60
U. CIN. L. REV. 1183, 1992 (1992).
24
Joseph A. Page, The Law of Premises Liability 143, 161-62 (2d ed. 1988).
25
Winegar, supra note 12, at 866.
26
Zilieris, supra note 2, at 194.

should have known it was there, even if in fact the defendant failed to actually notice it.27 As
Steven Winegar succinctly states, constructive knowledge is a “ legal fiction” that defines the
situation where the hazard existed for a sufficient amount of time that the defendant would have
discovered it had the store owner exercised reasonable care.28
The constructive knowledge rule does have the advantage of simplicity, as compared to the more
complicated mode-of-operation rule. However, while the rule is simple enough to state, the rule’ s
real-world application can be impractical. Courts have not uniformly determined exactly what
constitutes a “ sufficient” amount of time that a transitory material must be on the floor. At some
point, a substance on the floor mysteriously transforms a store from an unaware and oblivious
bystander to a liable tortfeasor. How does a court draw that line without appearing arbitrary or
result-oriented? Some states such as Florida or Missouri have set an objective and finite time
period. These states require anywhere from 15 to 20 minutes to pass to constitute a sufficient period
of time.29 Louisiana, on the other hand, has completely dispensed with the idea that it can somehow
divine an appropriate time limit. It refuses to commit to a definitive time period and instead relies
on the unique circumstances of each individual case.30
Proving that an object or substance has been on the floor for a certain amount of time is also
problematic. Prior to a fall, a plaintiff likely has no personal knowledge of how long the substance
was on the floor – if he did, he probably would not have slipped on the item in the first place.31
The reason plaintiffs slip-and-fall is that they do not see the item on the floor and instead are
“ paying attention to the shelving, displays, and other enticements” in the store itself.32 Therefore,
the plaintiff is typically going to rely on either circumstantial evidence or eyewitnesses to meet the
burden of constructive notice.
Finding another customer who observed the hazard is most often impractical. A plaintiff who has
suffered enough to warrant litigation is likely to remain on the floor for a lengthy period of time
immediately following the fall. Legitimate falls can be painful and require immediate treatment.
Those precious minutes or hours following the fall are usually the only reasonable time period to
track down other customers who may have seen the hazard prior to the fall; however, plaintiffs
may be too incapacitated or shocked to seek out potential eyewitnesses. There are more pressing
needs for the injured customer, which will usually preclude the ability to conduct immediate
investigations.33 To make matters worse, the notion that witnesses can tell with precision how long
the substance remained on the floor is fanciful.
The last piece of evidence that might be used to show constructive notice is circumstantial
evidence. Observations such as dried fluid (indicating that it is not a recent spill), multiple
27
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shopping cart tracks (indicating that several carts preceded the plaintiff’ s fall), or foot print tracks
that extend well beyond the spill area might circumstantially show that the substance was on the
floor for some period of time. These inferences are speculative and only give rise to a “ best-guess”
estimate as to the length of time the substance was present. Additionally, the odds of these kinds
of evidence being thoughtfully observed and preserved within the heat of the moment is
extraordinarily unlikely. As one scholar has noted, “ Proof of constructive notice . . . is a
hodgepodge of miscellaneous items of evidence strung together through good fortune and
necessity” .34
Third, and finally, the plaintiff must show that the defendant failed to exercise reasonable care to
protect against the hazard.35 This means that the defendant has to have had a reasonable
opportunity to remedy the hazard after being notified or placed on notice. Even though the
defendant has actual notice, the defendant is nevertheless relieved of liability if possible
precautions are taken.36 Details such as inspection and maintenance schedules are relevant to this
inquiry.37
B.

The Mode-of-Operation Model

Some states have sought to introduce a different rule that gives the plaintiff a greater opportunity
to successfully litigate slip-and-fall cases, in light of the inherently defendant-friendly nature of
the traditional method. This rule, termed the mode-of-operation rule, closely examines the way a
store owner operates his business. The important distinction found in the mode-of-operation rule
is that it eliminates, in some contexts, the need to prove actual or constructive notice. 38 The
elimination of the notice requirement seems to be advantageous for plaintiffs, given the
“ substantial hurdle” that this presents to plaintiffs in the traditional model.39 Instead, defendants
are presumed to have notice of certain hazards within the store, regardless of whether they had any
practical way to know of the transitory substance.
Notably, the requirement is not removed for all transitory substances. Those that qualify for review
under the mode-of-operation rulearethosedangers that “theproprietor could reasonably anticipate
that hazardousconditionswould regularly arise.” 40 Typically, the mode-of-operation rule is limited
to those establishments that are self-service, due to the fact that these establishments pose special
risks of transitory hazards.41 The rule’ s special application to self-service establishments derives
from the added risk that unsupervised customers will take less care to prevent dangerous conditions
than would employees.42 Although not all courts are in agreement that the mode-of-operation rule
34
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Prioleau, 122 A.3d at 338.
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applies exclusively to self-service establishments, many cases dealing with this question involve
slips-and-falls in self-service stores.43
Further, only specific areas within self-service establishments are subject to the mode-of-operation
rule. It applies solely to accidents that occur in areas that regularly have spills, errant food items,
or other transitory hazards.44 It does not automatically apply to the entire store; otherwise, totally
unforeseeable risks would unfairly impose liability on the establishment.45 Instead, the plaintiff
must show that “ such spills were foreseeable in the specific area where she fell.” 46 If so, the
plaintiff will automatically satisfy the notice requirement by simply showing that the area of the
fall regularly experiences hazardous conditions on the floor. 47 As with the traditional rule’ s
temporal requirement for constructive notice, courts have not set a bright line as to how frequent
the spills must occur in order to be designated as regularly occurring. 48 Instead, the spill must
vaguely occur with “sufficient regularity” to be considered customary or usual.49
Importantly, there must exist some connection between the risk of injury and the self-service nature
of the area in order to remove the notice requirement.50 The justification behind this shift in slipand-fall rules is that store owners should be acutely aware of areas that repeatedly pose the same
risk of injury. This is the price one pays for operating a self-service business. Therefore, the store
should not be able to avoid liability by claiming it was unaware of the specific risk when the store
is well aware of the general risk that area always has presented.
For example, there is little heightened risk that an errant hammer in the hardware aisle will fall on
the ground and cause a customer to trip and fall. It is certainly possible and the risk is not
implausible, but there is nothing inherent about hammers that create the risk that they will
consistently fall on the floor. On the other hand, a freezer filled with bags of ice for sale might
create an area where water regularly collects and pools in front of the freezer. The former example
would probably not be a mode-of-operation area, whereas the latter would be.
The mode-of-operation rule is inapplicable when the hazard is not regularly occurring, and in such
a case, the default is the traditional model’ s requirement that the store owner have actual or
constructive knowledge.51 As a result, a customer who slips and falls over the hammer would still
be required to prove actual or constructive notice, whereas the customer slipping in front of the ice
freezer would bypass this requirement. Even in mode-of-operation states, “ most plaintiffsstill need
43
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to show that a proprietor had actual or constructive notice of an unsafe condition” when incidents
occur in areas that are not inherently dangerous.52 Importantly, the mode-of operation rule does
not supplant the traditional rule completely, but rather provides a “ narrow” exception to the
traditional rule.53 For example, courts have found areas such as grapes on the floor of a produce
aisle, melted ice cream near ice cream displays, or green beans sold from open containers to be
mode-of-operation areas.54 All three of these examples involve areas that regularly experience
transitory substances on the floor due to the nature of the substance and area itself. On the other
hand, slips occurring in an area where beer is served or in an entryway to a store are not subject to
the mode-of-operation rule because hazards do not regularly occur there. 55
Notably, plaintiffs who slip in mode-of-operation areas are not automatically entitled to a judgment
in their favor. The mode-of-operation rule is not a standard of strict liability that makes the store
insurers of their customers’ safety.56 The plaintiff will still be required to either show notice or
prove that the owner did not take adequate steps to prevent the plaintiff’ s injuries, depending on
the specific risk within the self-service establishment.57 In a space that is a mode-of-operation area,
the plaintiff must still ultimately bear the burden of proof that the defendant did not take the steps
necessary to monitor and clean the area, or warn customers of the seriousness of the hazard.58 The
defendant cannot be held liable for the injuries incurred, so long as the store takes “ reasonable
measures commensurate with the risks.” 59 This is no different from traditional slip-and-fall law
and highlights again how the mode-of-operation rule merely alters one element of the analysis,
rather than effecting a complete overhaul of the system. Accordingly, if the key stumbling block
in a plaintiff’ ssuccess is the proof necessary to show that defendants are not using reasonable care,
that plaintiff would not benefit from the mode-of-operation rule.
III.

Justification of the Analysis

A.

Rationale for the Mode-of-Operation Standard

Commentators and courts have both noted the inequity inherent to the traditional model. One of
the primary criticisms is that the traditional model allows defendants to escape liability for the sole
reason that they were lucky. It makes little sense - so goes the theory - that defendants who may
actually be negligent are not liable only because no one was around or no one noticed the spill
before the slip occurred. Law and justice should be predicated on the fair allocation of fault and
not on the happenstance observations of customers or employees. The mode-of-operation approach
prevents defendants from taking advantage of good fortune where the plaintiff cannot prove notice
but the mode-of operation created the dangerous environment.60 Specifically, courts commonly
refer to the notion that it is “ unjust to saddle the plaintiff with the burden of isolating the precise
52
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failurethat caused an injury” , when thedefendant could haveforeseen an accident at that particular
location.61
The traditional rule also forces judges or juries to ignore obvious flaws in the store’ s precautions,
despite a showing of clear neglect in ensuring a safe shopping environment. The defendant cannot
be held liable if it was not put on notice in the first place, even when the defendant’ s reasonable
precautionary measures are wholly nonexistent.62 This rule has the effect of insulating storekeepers
from liability when their acts of negligence suggest some finding of culpability. 63 The mode-ofoperation allows the trier of fact to skip the notice phase of the analysis altogether and go straight
to the heart of the case – whether the storekeeper failed to use adequate measures to insulate its
customers from harm.
The mode-of-operation standard places the burden of observing the condition of the floors on the
storekeeper rather than the customer. Storekeepers are more likely to know the condition of the
premises and are in a far better position to reconnoiter the area and adopt proactive methods to
reduce the menace of hidden dangers.64 They are therefore incentivized to adopt measures, such
as cameras and regular, frequent spot checks by employees, if the burden is shifted to the defendant
in mode-of-operation areas.65 From a pure policy perspective, it appears wiser to place the burden
on the party in the best position to prevent the accident from occurring; in the mode-of-operation
area, that party is clearly the storekeeper.
The traditional model also suffers from not actively encouraging adequate precautions. Stores
may simply not see the economic benefit of incorporating preventative measures in the day-to-day
operation of the store. If a store owner who is considering the cost of spending resources to
implement effective preventative processes decides that the risk of losing slip-and-fall litigation is
exceedingly low, the rational economic decision would be to refrain from implementing those
measures.66 It is surely in society’ s best interest to have such procedures in place, but a legal
framework that puts such a relatively high cost on those measures gives store owners a rational
basis for not allocating resources to prevention. The mode-of-operation rule, which puts a premium
on the prevention methods used by the defendant, is much more likely to incentivize a store to use
precautionary tactics.
In fact, the traditional method might actually disincentivize store owners from implementing
effective precautionary policies. It might be in the store’ s best interest to not install security
cameras or have more frequent monitoring of the floors, given that actual or constructive notice
61
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allows the plaintiff to overcome a substantial hurdle in litigation. Installing such equipment only
serves to more quickly provide the store actual or constructive notice, and from a litigation
standpoint, it is far better to not know about a hazard than to try and discover them. Obviously,
there are some moral and perhaps even ethical considerations from pursuing such a strategy, but a
store determined to lower litigation exposure in a traditional state might decide it is in its best
financial interest to not seek potential hazards. Clearly, a system that disincentivizes protective
measures in such a way is flawed and in need of change.
B.

An Empirical Approach to Slip-and-fall Cases67

Slip-and-fall policy issues are important. The National Floor Safety Institute estimates that slipand-falls account for more than one million emergency room visits in the United States. 68 Yet
despite this prevalence, there is a dearth of recent scholarship on the issue. Scholars that have
discussed slip-and-fall cases have mostly focused on single states and their decisions to switch to
a mode-of-operation standard.69 While important, these scholarly works do not focus on providing
insight into the larger nationwide development and evolution of mode-of-operation rules
throughout the country. To date, the only scholarly work that has focused on slip-and-fall cases
through this lens is the notable work of Steven Winegar; however, his work is over twenty years
old and therefore does not discuss nor reveal the recent trends of states that have converted to a
mode-of-operation standard.70 The literature contains no recent, systematic, empirical analysis to
determine whether there is any tangible difference in legal outcomes resulting from the two
standards.
While normative views on the need for change to a system that appears decidedly pro-defendant
certainly provide the foundation for robust discussion, empirical analysis is crucial to determine
whether such change is actually occurring. As Robert Landry forcefully argues, empirical research
in the law is paramount to expand what we know and to understand the consequences from changes
in the law.71 Normative or doctrinal work, standing alone, limits the full potential for understanding
how the traditional and mode-of-operation rules impact plaintiffs. Empirical research may well
serve as the “ missing link” that connects normative research on slip-and-falls to legislative or
jurisprudential adoptions of one of these two legal standards.72
This study intends to bridge the gap between scholarly views on slip-and-falls and what is actually
happening when different legal modes are implemented. Policymakers and judges alike need to be
67
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aware of that fact to enable them to try new ideas to reach the desired results if the mode-ofoperation rule is not actually altering judicial outcomes as intended. Clearly, the intent of the modeof-operation rule is to allow plaintiffs a superior chance of success in certain circumstances, but
whether this is happening is a question to be resolved by empirical research.
Significantly, this paper leaves the normative discussions to other scholars. The authors herein do
not argue for or against the mode-of-operation rule, nor do we take a position on the issue of
whether plaintiffs should have an easier time surviving summary judgment or winning at trial.
IV.

Methodology

A.

Hypothesis

Theoretically, without the onerous burden of proving actual or constructive notice, cases decided
in mode-of-operation states ought to produce more plaintiff victories than those in traditional
states. As noted above, many courts and scholars have argued that requiring the plaintiff to prove
notice is implausible in many cases and serves to defeat an otherwise meritorious claim. 73 The
switch to a mode-of-operation standard remedies this perceived injustice by allowing more
plaintiffs to, at a bare minimum, survive summary judgment.74 Indeed, even scholars note that the
mode-of-operation standard has made it easier for plaintiffs to submit their case to a jury.75
With these precepts in mind, the authors hypothesize that plaintiffs from mode-of-operation states
will “ win” slip-and-fall cases at a higher rate than plaintiffs in traditional states.76 It is expected
that the appellate cases reviewed will demonstrate a statistically significant difference in the
outcomes of the two types of states. The results of our analysis should be considered an observation
of factual trends and the conclusions do not necessarily demonstrate a causal relationship. A vast
number of variables exist that govern the outcome of any particular case. These other variables
include the strength of the evidence or the particular philosophical approach of the presiding judge,
among others. This does not impact the veracity of the study itself, but potentially does limit the
strength of the relationship sought to be established.
Further, under both legal standards, the plaintiff must prove that the defendant failed to exercise
reasonable care.77 It is quite plausible that the proof needed to show a lack of reasonable care is
just as much of an insurmountable obstacle as actual or constructive notice. If that is the case, the
lack of notice will not be outcome-determinative, but instead the defendant’ s compliant and
reasonable precautions may slam the door shut on plaintiffs at the same rate as the notice
requirement. In order for the mode-of-operation to actually affect legal outcomes, the bar for
clearing the “ reasonable efforts” hurdle must not be so high so as to effectively prevent plaintiff
victories.
73
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Finally, another potential variable that may impact the relationship is the relative number of modeof-operation areas within the store itself. As discussed above, the mode-of-operation rule only
applies to those select areas where the risk of injury is foreseeable.78 It might be that a large
number of slips and falls occur in areas that courts will deem not to be a mode-of-operation, in
which case the analysis defaults to the traditional rule. If that is the case, fewer cases will actually
employ the mode-of-operation rule despite the fact that the state’ s highest court endorses that
approach. The current research looks solely at varying litigation outcomes per state, primarily due
to the likelihood that appellate courts may not fully explain the factual circumstances leading to
theinjured plaintiff’ sfall. Rather than discard thosecasesthat omit important facts, all caseswithin
each state were examined. Only those cases that were decided on procedural grounds were
excluded. Despite these mitigating factors, it is expected that some discernible and statistically
significant relationship will exist between the type of legal standard applied and the rate at which
plaintiffs prevail at the appellate court level.
B.

Case Selection

To empirically determine the effect of the modern trend towards the mode-of-operation standard,
the authors reviewed appellate court cases in several different states. The legal research database
Westlaw Next was used to accumulate the relevant cases. The authors relied on appellate court
decisions, both state and federal, that resolved slip-and-fall cases. State court trial decisions were
not examined due to the limited availability of a comprehensive repository for these kinds of
opinions. Appellate court decisions are an excellent treasure trove of data that provide both the
reasoning and the result of slip-and fall cases, thus making the labeling, identification, and coding
of cases relatively uncomplicated. Additionally, using appellate court cases ensures that the data
will be complete, given that Westlaw generally provides access to most appellate decisions
produced by courts, both published and unpublished.79
It is true that limiting the research to what is most readily available – appellate court decisions
through Westlaw – may result in an incomplete sample. However, that does not detract from the
overall value of the results.80 Scholars have noted that even though win/loss records from published
opinions exclude unpublished disputes, “ they are a highly valuable source for systematic study,
revealing the portion of the legal world that, in many ways, is most important” .81 Given that
published opinions bear precedential value and thus inform and motivate trial court decisions, they
are especially useful for studying how a particular scheme or standard is spread within the
system.82 Specifically, appellate decisions are important when the researcher seeks to analyze
factors that predict success or failure – precisely the issue this study seeks to address. 83 Published
78
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judicial opinions yield a great amount of influence over the direction of the law and litigant
expectations.84
To ensure uniformity, the authors looked at every slip-and-fall case decided within a sampling of
states over an 11 period from 2004-2015. Each case was marked as having either a “ Traditional”
or “Mode-of-operation” application, depending on the rule adopted by the courts within the
corresponding state. Each case was then reviewed and coded as a “ plaintiff” or a “ defendant”
victory respectively. Only those cases that actually applied slip-and-fall analysis to reach the merits
of the cases were included; thus, a slip-and-fall appellate case that concerned a discovery issue
was not included in the analysis. Only the slip-and-fall aspect of the litigation was examined and
recorded if a case involved multiple causes of actions.
Further, the authors restricted the database to include only those cases where an injured customer
slipped and fell inside a commercial establishment. Great care was applied to omit those cases that,
although involving someone slipping and falling, resolved the disputed issues using some other
legal standard, in order to ensure that the database included only those cases germane to the
traditional versus mode-of-operation debate. This logic excluded worker’ s compensation claims
and landlord-tenant disputes, which fall outside the standard slip-and-fall analysis. Plaintiffs who
are injured in a public facility, such as a prison or a post office, were also excluded as many of
these institutions are subject to separate statutes pertaining specifically to governmental facilities.85
Next, hospitals were also excluded on the grounds that they are not businesses in the traditional
sense and do not display the same elements of self-service, as do for-profit businesses. Courts that
discussed hospital liability did not uniformly apply slip-and-fall analyses. Some courts used slipand-fall analysis, while others applied public entity law or medical malpractice law. 86 Therefore,
hospitals were not included in the research, in order to ensure that the cases examined were
consistent from state to state. Finally, those customers who slip or fall outside of the establishment
itself, perhaps due to accumulated snow or ice on the ground, were not included in the data set.
The unique nature of weather conditions and the different analyses frequently used to resolve these
cases are incompatible with the current research.87
Every state that has adopted the mode-of-operation theory was examined. The authors reviewed
every mode-of-operation case rendered in the last 11 years, since the mode-of-operation theory
has only been adopted by a minority of states. Specifically, 14 states that currently use the mode-
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of-operation standard were reviewed.88 There were a total of 152 cases in the mode-of-operation
states, comprising nearly 30% of the total number of cases compiled. There were a total of 360
cases from eight traditional states reviewed.89 Only a sampling of traditional states were examined
in order to limit the disparity between the number of traditional and mode-of-operation cases
decided.
Three states deserve special discussion concerning their coding applications. Florida is a unique
case in that it is the one state that has both mode-of-operation and traditional cases. As of 2010,
Florida statutorily switched from a mode-of-operation to a traditional state.90 Thus, cases decided
under pre-2010 law were coded as mode-of-operation cases, while those decided under post-2010
law were viewed as traditional cases. Georgia, despite utilizing a hybrid form of a traditional
analysis, was also coded as a traditional state due to its requirement of actual or constructive
notice.91 The authors determined Georgia more appropriately fit within the traditional state
category because the key distinction between the traditional and mode-of-operation standards is
the notice requirement. Lastly, Indiana is a state that, on the surface, appears to be a traditional
state due to its discussion of actual or constructive notice. 92 However, the leading case in Indiana
describes defendant liability premised on what “ method of operation” the defendant employs in
displaying its goods.93 As a result, Indiana cases were coded as a mode-of-operation state.
V.

Results

A. Presentation of the Results
A total of 512 cases were included in the analysis after the aforementioned limitations (appellate
cases, state, legal analysis employed, and firm type) were applied. The resulting sample was
88
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So.3d 461, 464 (Fla. 3d DCA 2015) (holding that Section 768.0755 “creates a new element the plaintiff must prove
in a slip-and-fall case, namely, actual or constructive knowledge of the dangerous condition” .); Yaicel De La
Caridad v. Sears Roebuck Co., 2015 WL 6599696, *2 (S.D. Fla. 2015) (holding that, “Under Florida law, the person
claiming negligence must prove that the store was aware, or should have been aware, of the dangerous condition that
caused the subject injury.” )
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American Multi-Cinema, Inc. v. Brown, 679 S.E.2d 25, 28 (Ga. 2009) (holding that, “The plaintiff must plead and
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exercising ordinary care for his or her own personal safety, lacked knowledge of the hazard due to the defendant's
actions or to conditions under the defendant's control.” )
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See generally Daugherty v. Target Corp., 2014 WL 789114 (N.D. Ind. 2014). In Daugherty, the plaintiff slipped
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comprised of approximately 70% (n = 360) of cases from traditional states and approximately 30%
(n = 152) of cases from mode-of-operation states. Collectively, approximately 63% (n = 323) of
appellate court decisions favored defendants while approximately 37% (n = 189) of decisions
favored plaintiffs. Table 1 is a visual representation of the descriptive results of the sample.
Table 1: State Type and Judgment Descriptors
State Type
Frequency
Mode-of-operation
152
Traditional
360
Judgment
Defendant
323
Plaintiff
189

Percent
29.7
70.3
63.1
36.9

The primary hypothesis of the present study was that plaintiffs in mode-of-operation states would
“ win” slip-and-fall cases more frequently than their counterparts in traditional states. To ascertain
this difference, a Pearson chi-square was conducted. This statistical procedure was optimal
because there was an adequate frequency of data for judgments and type of state.94 Additionally,
chi-squares are the most robust types of analyses when both variables under study are categorical
in nature.95 Finally, given the large sample size, the available sample size per cell far exceeded the
minimum required of five per cell.96 Therefore, all of the required assumptions for employing a
chi-square analysis were met.
For the present hypothesis, which focused on verdicts between mode-of-operation and traditional
states, the results were statistically significant x2 = 4.77, p < .05. The effect size for this finding,
Cramer’ s V, was small, .10.97 The small observed effect size is not altogether surprising given an
understanding of the vast number of variables that impact the outcome of a case. Table 2 is a visual
representation that demonstrates where significant differences exist. Examining Table 2, plaintiffs
were successful in roughly 44% of cases in mode-of-operation states and only successful in 34%
of cases tried in traditional states. The observed approximately 10-percentage point difference
between the type of state and type of judgment was statistically significant. Figure 1 shows the
number of decisions for or against plaintiffs and defendants for both mode-of-operation and
traditional states in the sample. Figure 1 illustrates the point that the number of defendant victories
in traditional states greatly outpaced plaintiff victories, while the margin of mode-of-operation
states was much closer.
Table 2: Cross-tabulated State Type and Judgment
Judgment
State Type
Defendant
Plaintiff
Mode-of-operations
55.9% (n = 85)
44.1% (n = 67)
Traditional
66.1% (n = 238)
33.9% (n = 122)
Total
63.1% (n = 323)
36.9% (n = 189)

94

Total
100% (n = 152)
100% (n = 360)
100% (n = 512)

R. M. Warner, APPLIED STATISTICS: FROM BIVARIATE THROUGH MULTIVARIATE TECHNIQUES (2008).
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97
Jacob Cohen, STATISTICAL POWER ANALYSIS FOR THE BEHAVIORAL SCIENCES (2nd ed. 1988).
95
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Figure 1: Judgment Distribution by Legal Standard

As can be seen from Figure 1, the number of defendant victories in traditional states greatly
outpaced plaintiff victories, while the margin for mode-of-operation states was considerably
closer. Traditional defendants won their cases at a rate of almost 2 to 1 (66.1 to 33.9 percent),
while defendants in mode-of-operation states won just 55.9 percent of the time. As the statistical
analysis indicates, the differences in the distribution of plaintiff versus defendant win-rates in
traditional and mode-of-operation states is not likely due to random chance.
B. Implications of the Results
The findings of this research represent an initial step in the empirical and quantitative exploration
of a legal phenomenon. The design of the present research does not necessarily indicate a causal
link between the type of state, application of the law, and outcomes for litigants. However, the
findings for this sample do establish a significant difference for outcomes of the litigants
depending upon the legal standard applied. The difference demonstrated in this sample implies
that the legal standard employed may play a role in the ultimate outcome of the case. The results
are an initial quantifiable indicator that law and policy changes, such as the implementation of the
mode-of-operation standard, may well have their intended effect. 98 The mode-of-operation
standard was designed to ameliorate the inherent disadvantages plaintiffs in slip-and-fall cases
must bear. It appears that the mode-of-operation rule was in fact relevant in this sample to the
question of what factors could influence slip-and-fall case outcomes.99
98
99

See supra, Part I/B.
Id.

Policymakers and judges alike should use these findings to aid them in their decision-making and
take special note if/when a move to a mode-of-operation standard is being considered. Those who
support a shift toward favorable plaintiff outcomes should prefer the mode-of-operation rule.
Those that believe the burden for surviving summary judgment is too low, or those that believe
that businesses should not be held liable for spills that they either did not cause or did not have
sufficient time to clean, should prefer the traditional method.
C. Justification for the Model
This article makes a key addition to the body of literature surrounding slip-and-falls with its use
of empirical analysis. Most legal research currently produced is either theoretical or doctrinal,
which focuses on arguing for some new interpretation or legal standard.100 Empirical research, on
the other hand, uses statistical analyses and techniques to reach some conclusion about the
particular legal topic.101 Certainly doctrinal scholarship is helpful to introduce new concepts into
the marketplace of ideas, but empirical research is able to build upon the theory to help solve real
policy problems.102
This is in line with the recent trend towards empirical research as a way to “ test our theoretical
notions with hard facts.” 103 While legal scholars are probably not as well versed on complex
statistical modeling as are traditional social scientists, there is still great value in basic empirical
analysis that is limited to counting and sampling.104 A key distinction between law review articles
and social science publications is the need to effectively communicate the results of empirical
research so that a general legal scholar can understand the implications of the results and the basis
for the conclusion.105
Empirical research lends itself to making inferences to a particular sample and has the ability to
be replicated by future scholars.106 The model used herein does just that – it focuses on the
characteristics of this particular sample and attempts to make a connection between the data and
the “ broader legal policy picture.” 107 One readily accepted method of empirical research is to use
judicial coding to examine how courts are ruling on particular legal issues.108 As the article
demonstrates, this involves reviewing judicial opinions and coding them according to certain predetermined factors.109 Judicial coding analysis offers two crucial benefits. It can (1) “ provide
important clues about an array of common law areas” and (2) inform policymakers about the
consequences of changing certain rules and, more importantly, “ assist legislatures and courts

100
Heise, supra note 84, at 810, 818 (noting that theoretical scholarship involves, “ scholars commenting upon,
challenging, chiding, debunking, or disagreeing with prior work” ).
101
Id. at 810.
102
Landry, supra note 71, at 169.
103
Cahoy, supra note 67, at *vi.
104
Id. at *vii-viii.
105
Id. at *viii.
106
Heise, supra note 84, at 810.
107
Cahoy, supra note 67, at *ix.
108
Heise, supra note 84, at 810.
109
Id. at 825.
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considering implementing such a change.” 110 The results presented herein fulfill these dual goals.
The results, based upon this sample, indicate that plaintiffs might win more frequently in modeof-operation states and this certainly can provide the justification a court needs to switch to the
system if, in its best judgment, it feels the need to relax the onerous burden currently placed on
plaintiffs in these cases. As Professors Hall and Wright observe, the goal in selecting a particular
sample of cases is to ensure a reasonable connection between the sample and the conclusion exists,
even if the connection remains imperfect.111 Given the number of appellate court decisions coded
and examined, that connection clearly exists here.
The model used in this article that seeks to confirm the doctrinal literature could also be used in
other areas of the law unrelated to slip-and-falls. As Professor Heise notes, this methodology has
helped to influence several significant opinions expressed in the literature.112 Certainly, other areas
of the law are ripe for this kind of examination. For example, a scholar wishing to explore the issue
of whether unpaid internships are illegal under the Fair Labor Standards Act could employ this
method to see if plaintiff-interns are more successful in jurisdictions that use particular
interpretative legal tests.113 Or, this model could be implemented to examine whether
unemployment claimants are more likely to obtain benefits in states that require an intentional act
of misconduct to disqualify them from benefits, as opposed to those states that require the lesser
standard of negligent misconduct.114 This model has applications well beyond employment law
and might be generalized to any number of other areas where varied legal tests are used in
dissimilar jurisdictions.
D. Future Areas of Research
These results should pave the way for a fruitful line of inquiry into additional quantifiable variables
that may impact the outcomes of slip-and-fall litigation. The present study focused exclusively on
win-rates for plaintiffs in individual states. While the results are significant and establish a
statistical difference in win-rates, future research should focus on pinpointing additional factors
within these states that might influence plaintiff win-rates.
One potential avenue for research is to explore whether legal climates or geography play a role in
impacting plaintiff win-rates. Legal climates, in the context of this study, are a compilation of
numerous factors that have created the perception that the tort regimes of states are either plaintiff
or defendant friendly.115 When conducting a study on legal climates by state, the United States
Chamber of Commerce Institute for Legal Reform measured variables such as corporate
110
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Hall and Wright, supra note 81, at 105. Here, as suggested by Hall and Wright, the researchers make no claim
beyond the particular studied universe of cases.
112
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Internship Classifications Under the Fair Labor Standards Act, 2014 MICH. ST. L. REV. 1561, 1575-76 (2014)
(noting that circuits have reached different conclusions as to how to determine if unpaid interns are entitled to the
minimum wage).
114
See generally Charlie Penrod, Intentional Acts and the Definition of Disqualifying Misconduct in Louisiana
Unemployment Law, 60 LOY. L. REV. 781, 789 (2014) (noting that a minority of states do not adhere to the
requirement that disqualifying misconduct must be intentional).
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U.S. CHAMBER OF COMMERCE INST. FOR LEGAL REFORM STUDY, Legal Climate Overall Rankings by State, 2016
http://www.instituteforlegalreform.com/states (last visited March 25, 2016).
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perceptions of the fairness of tort practices, judge behavior, and damage amounts and compiled a
representative legal climate score.116 It is certainly plausible that one of those key factors – judge
behavior – may have a significant impact on plaintiff win-rates for slip-and-fall cases. Thus, a
more business-friendly state, such as Delaware, might have higher plaintiff win-rates than West
Virginia, the state deemed by business advocates to have the worst legal climate.117
A similar line of inquiry could focus on the idea that “red states” are defendant or corporate
friendly and that “ blue states” favor plaintiff trial attorneys and their associations. For example,
blue states, such as the majority of the northeastern and northwestern United States, tend to
politically favor Democrats and may be more philosophically inclined to render plaintiff-friendly
verdicts over “ red states”, such as those in the southeastern United States.118 Thus, slip-and-fall
plaintiffs in traditional Northeast states may have a better chance of victory than plaintiffs in
southeast states. Traditionally, Republicans have held the belief that reform laws are necessary to
make it easier to conduct business without the fear of subsequent litigation.119 Whether slip-andfall litigation outcomes are influenced by the geographic location of the court deciding the case
could also be an angle for future slip-and-fall research.
Additional variables should be examined to expand our understanding for why a distinct variance
exists between different areas. Given that self-service establishments are the focus of the modeof-operation, future research could isolate self-service establishments from other slips and falls to
see if plaintiffs win more frequently in those businesses.120 Or, appellate cases could be examined
to identify which courts explicitly held a mode-of-operation existed. It would be expected that
plaintiffs would win at a higher rate in those cases where the court deems an area to be a mode-ofoperation. Further, larger “ big-box” stores may win slip-and-fall cases more frequently for the
simple reason that they are able to afford and retain higher quality attorneys with greater resources
to investigate and research their client’ s cases.
Procedural matters may also influence win-rates. The threshold to survive summary judgment is
generally lower than the burden needed to win a trial. Consequently, it is expected that appellate
courts would be more inclined to rule for plaintiffs at the summary judgment level rather than
overruling a judge or jury that has made factual findings. Plaintiffs need only bring forth a genuine
issue of material fact to overcome a motion for summary judgment. 121 This could include, for
example, a showing of some circumstantial fact demonstrating the length of time the hazard is on
the floor.122 At trial, the plaintiff would need to show by the preponderance of the evidence that
the defendant had constructive notice, a much higher standard.123 So, examining whether these
116
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cases are being decided after a motion for summary judgment or after a trial could also be an
explanatory factor that deserves further examination.
VI.

Conclusion

A substantial period of time has passed since the grocer held the responsibility of divvying out
wares from behind the store counter to the inquiring consumer. Since the subsequent transition
from this model, patrons have assumed an element of risk when helping themselves in
establishments such as the local supermarket. More recent innovations like fast food beverage
stations or frozen yogurt dispensers have added a unique addition to the self-service model that
increases the possibility of accidental injuries.
As a result of this evolution, a number of legal theorists have expressed the opinion that the
traditional method of slip-and-fall analysis presents an unfair burden upon the plaintiff. They
believe that the law should evolve in step with the consumer dynamics that it is intended to serve.
Some elements of the traditional method, mainly the constructive notice element, may even have
an adverse effect upon the safety of customers. For example, it offers reverse incentives that
discourage merchants from taking precautionary safety measures, such as the use of surveillance
technologies within grocery store aisles. Given the requirement that the hazard be present for some
period of time and the difficulty plaintiffs have in proving that amount of time, many spills can go
unnoticed.
A new approach to slip-and-fall case evaluation has emerged as a result of the aforementioned
problems with the traditional method. The mode-of-operation standard has become the most
prevalently used alternative in the United States and was therefore the focus of this research. The
authors theorized that this relatively new standard would present the plaintiff with a better
opportunity to prove his or her case without unnecessary obstacles. Until this point, legal scholars
have been limited to normative analyses of the subject.
The research conducted in this study is important to the larger body of legal scholarship in several
ways. First, it is original in that the researchers have introduced an empirical element to the study
of slip-and-fall analysis, using quantitative methods. Second, the findings have demonstrated that
there is a statistically significant difference in this sample between the legal standard used and the
plaintiff’ s subsequent ability to prevail in court. This confirms the hypothesis that the outcomes
for plaintiffs and defendants in this sample differ between traditional and mode-of-operation states.
The empirical nature of the research lends itself to the exploration of future research to further
pinpoint the reasons behind litigation outcomes. It allows researchers to inform policymakers of
the consequences of their decisions so that they may modify (or not modify as the case may be)
the jurisprudential standards to achieve the desired social and legal aims. This only serves to
strengthen the larger legal community and society as a whole. More fundamentally, it helps to
mitigate the speculative subjectivity used with traditional normative analysis.

BURN PIT LITIGATION: PRIVATE CONTRACTORS, DERIVATIVE SOVEREIGN IMMUNITY,
AND THE POLITICAL QUESTION DOCTRINE
By
Julie D. Pfaff, J.D., M.A.* and Cynthia M. Gentile, J.D.**
I.

Introduction

Contractors and civilian employees often work side by side with soldiers in war zones, assisting
with everything from food preparation, base management activities, to private security.1 This
increasing role of private contractors on the battlefield has forced courts to grapple with the extent
to which wartime contractors can be sued for negligence.2 While there are numerous obstacles that
plaintiffs in such lawsuits must overcome before they can prevail in their claims, two particularly
common defenses that contractors often raise are derivative sovereign immunity3 and the political
question4 doctrine. This article will explore current Burn Pit litigation and provide some context
to the courts’ current interpretation of sovereign immunity and the political question doctrine as
they relate to government contractors.
II.

Private Contractors and the Use of Burn Pits

According to The New York Times, reliance on contractors has grown steadily since World War I.5
The exact number of non-military personnel assisting in war efforts in Iraq and Afghanistan is
difficult to quantify, however, an April 2015 Department of Defense (“DOD” ) report states that
over 45,000 contractors are currently employed by the DOD in Iraq, Afghanistan, and other
(mostly Middle Eastern) countries.6 As expected, these numbers are down significantly from the
height of the conflict. A bipartisan congressional commission report on wartime contracting found
that in 2010, during active wartime operations, almost 200,000 contract employees supported
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United States troops in Iraq and Afghanistan.7 The United States government’ s wartime
outsourcing is not without substantial cost. According to a 2013 report by the Financial Times, the
United States spent over $138 billion dollars on private security, logistics, and reconstruction
contractors for the Iraq war.8 The greatest beneficiary was KBR (formerly known as Kellogg,
Brown, and Root, and formerly a subsidiary of Halliburton).9 KBR reportedly received at least
$39.5 billion dollars in federal contracts during the Iraq war alone.10
Although soldiers, contractors, and civilians stationed on bases in Iraq and Afghanistan during the
height of the conflict likely anticipated such risks as enemy fire, IEDs, and suicide bombers, they
did not anticipate what was a potentially far more dangerous risk to their long term health -- the
use of open burn pits.11 At the onset of military operations in Afghanistan and Iraq, the United
States military and its contractors utilized open burn pits to incinerate waste on military bases. 12
The use of burn pits was widespread. In fact, the United States Central Command, estimated that
in 2010, there were 221 burn pits in Afghanistan and 22 in Iraq. 13 The largest of these burn pits
was in Joint Base Balad, which at the height of the conflict in 2007, used jet fuel to burn
approximately 240 tons of trash per day.14 The base’ s 30,000 residents were exposed to the toxic
smoke daily.15 Almost everything imaginable was burned in these burn pits, including plastics,
petroleum products, solvents, and even amputated limbs.16 Some of the toxins the civilians,
contractors, and soldiers living on the base may have been exposed to include: arsenic, carbon
monoxide, ethylbenzene, formaldehyde, hydrogen cyanide, and sulfuric acid. 17 Exposure to such
toxins can result in respiratory problems, cardiovascular problems, reproductive issues,
gastrointestinal difficulties, and problems with the nervous system.18 In 2009, Dr. Anthony Szema,
Chief of the Allergy Section of the Veterans Affairs Medical Center, testified at a Senate
Democratic Policy Committee Hearing that “ [n]ot only is there a risk of asthma, bronchitis, and
7
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Report2-lowres.pdf; see also David Isenberg, Contractors in War Zones: Not Exactly Contracting, TIME, (Oct. 9,
2012), http://nation.time.com/2012/10/09/contractors-in-war-zones-not-exactly-contracting (finding that between
2008 and 2011, contractors in Iraq and Afghanistan represented 52% of the total force, averaging 190,000
contractors, and175,000 uniformed personnel).
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emphysema with ultrafine [particulate matter] but there is also an association with respiratory and
cardiovascular mortality.” 19 This has led some to compare burn pits to modern-day Agent
Orange.20 Although the DOD acted to curtail the use of burn pits in 2009, they continue to be used
in Iraq in limited circumstances.21
III.

Legal Challenges

As soldiers and civilians came home from Iraq and Afghanistan they began to experience a myriad
of health problems and symptoms that they had not experienced before deployment. 22 However,
in seeking legal recourse from a private contractor for their alleged injuries, the plaintiffs found
that they had significant obstacles to overcome. Two particularly common defenses that these
private contractors often raised during the course of such lawsuits include derivative sovereign
immunity23 and the political question24 doctrine.
The political question doctrine is perhaps the simpler of the two defenses to explain. It is based on
the constitutional principle of separation of powers. According to the political question doctrine,
certain issues present non-justiciable political questions which a court must abstain from deciding
because they are constitutionally committed to another branch of government.25 As the Supreme
Court observed in Baker v. Carr, it isoften incorrectly assumed that “all questionstouching foreign
relations are political questions.” 26 Indeed, a number of other cases against military contractors
initially dismissed by the district court on the basis of the political question doctrine have later
been reversed by appellate courts.27
Derivative sovereign immunity is a more challenging, and indeed a more controversial, defense to
mount. Based on the concept of sovereign immunity,28 defendants claiming derivative sovereign
immunity seek to extend the immunity enjoyed by the sovereign to private actors working under
the protective arm of the government. This is based largely on the Federal Tort Claims Act
19
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(FTCA),29 which limits a plaintiff’ s ability to seek damages against the sovereign, except in cases
where state tort law would allow recovery against a private entity.30
Two recent cases to consider these important issues and contribute to the ongoing legal debate are:
In re: KBR, Incorporated, Burn Pit Litigation31 and Adkisson v. Jacobs Engineering Group,
Incorporated.32
IV.

In re: KBR, Inc., Burn Pit Litigation

The defendants in the 2009, multi-district case In re: KBR, Inc., Burn Pit Litigation,33 KBR, Inc.;
Kellogg Brown & Root LLC; Kellogg Brown & Root Services, Inc.; and, Halliburton (collectively,
“ KBR” ) provided water treatment and waste disposal services on military bases in Iraq and
Afghanistan pursuant to a contract agreement with the United States government.34 Plaintiffs,
military and civilian personnel stationed on the bases in which defendants provided services,
brought state tort law and contract claims, alleging that defendant’ s waste disposal practices
resulted in a variety of health hazards and injuries.35 Specifically, plaintiffs alleged that KBR
burned batteries; Styrofoam; metals; petroleum; chemicals; medical waste; biohazard materials;
human remains; asbestos; and, hundreds of thousands of plastic water bottles in enormous openair burn pits with no safety controls.36 As a result of these waste management procedures, plaintiffs
were exposed to known carcinogens and respiratory irritants, which created severe health hazards,
as well as acute and chronic health problems.37 Second, plaintiffs claimed that KBR did not
perform water quality tests on the water it provided to base occupants, and thus forced them to
drink contaminated water.38
KBR filed a motion to dismiss for lack of subject matter jurisdiction, grounded in part upon the
extension of derivative sovereign immunity based on the discretionary function exception of the
federal government’ swaiver of immunity in the Federal Tort ClaimsAct (FTCA).39 The court held
that it could not resolve issues of a fundamental factual dispute as to the existence of unauthorized
29
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Adkisson v. Jacobs Eng’ g Grp., Inc., 790 F.3d 641 (6th Cir. 2015), cert. denied,136 S. Ct. 980, 194 L. Ed. 2d 13
(2016).
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In re: KBR, Inc., Burn Pit Litigation, 744 F.3d 326.
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LOGCAP (Logistics Civil Augmentation Program), allows civilian contractors to perform certain supplemental
services, including waste disposal and water treatment services, to assist Army forces during times of war. See
http://www.kbr.com/Projects/LOGCAP-III/LOGCAP-III.pdf (last visited June 30, 2015) (explaining that the U.S.
Army established LOGCAP to support the Department of Defense’ s (DOD) global mission during contingency
events).
35
In re: KBR, Inc., Burn Pit Litigation, 744 F.3d at 332.
36
Id.
37
See e.g., Hilbert, supra note 16 at 267; Riess, supra note 14; Rachel Kleinpeter,
Deeply, You Never Know What Might be in the Air, 23 FED. CIR. B.J. 193 (2013) (for a general discussion of health
problems resulting from burn pit exposure).
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In re: KBR, Inc., Burn Pit Litigation, 744 F.3d at 332.
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In re KBR, Inc., Burn Pit
In re KBR, Inc., 736 F. Supp. 2d 954, 956 (D. Md. 2010)
Litigation, 925 F. Supp. 2d 752 (D. Md. 2013) vacated and remanded, 744 F.3d 326 (4th Cir. 2014).
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actions performed by the defendants. 40 The motion was denied without prejudice.41 Concerned
about “ unleashing the full fury of unlimited discovery” 42 on the government, the court asked the
parties to submit a joint discovery plan for limited jurisdictional discovery.43 KBR appended
twenty-three new exhibits to a renewed motion to dismiss for lack of subject matter jurisdiction,
arguing that the political question doctrine barred plaintiffs’ claims, that KBR was entitled to
derivative sovereign immunity, and that the FTCA's combatant activities exception preempted the
state tort laws claims.44 The district court granted KBR's motion to dismiss and plaintiffs appealed
to the Fourth Circuit.45
The Fourth Circuit first evaluated whether the plaintiffs’ claims were barred by the political
question doctrine, which renders a claim non-justiciable when the responsibility for resolving the
issue more fairly belongs to the legislative or executive branches rather than to the judiciary. 46 In
doing so, they applied the Taylor test, which first considers “ ‘ the extent to which [the government
contractor] was under the military’ s control.’ " 47 And second, “ ‘ whether national defense interests
were closely intertwined with the military’ s decisions governing [the government contractor's]
conduct.’ ” 48 The court noted that with regard to the second factor, the political question doctrine
would render a claim non-justiciable if the judiciary would be forced to question sensitive
judgments made by the military.49 In applying the Taylor test, the Fourth Circuit first found that
while evidence suggested the military exercised at least some level of oversight over KBR’ s burn
pit and water treatment activities, more information was needed to determine whether KBR or the
military chose how to carry out these tasks.50 Moreover, the Fourth Circuit noted that the court
may not need to render judgment on the propriety of military decisions in order to reach a decision
and therefore the case was not precluded by the political question doctrine.51
V.

Derivative Sovereign Immunity and the Federal Tort Claims Act

The Fourth Circuit next considered whether KBR was immune to suit pursuant to the Federal Tort
Claim Act’ s (“ FTCA” ) discretionary function exception.52 As previously noted, under the FTCA,
the United States’ sovereign immunity to torts suits is waived under certain circumstances.53 This
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Id. at 957 (explaining “ Courts must be prepared to adjudicate cases that ultimately expose defense contractors to
appropriate liability where it is demonstrated that they acted outside the parameters established by the military and,
as a result, failed to exercise proper care in minimizing risk to service members and civilians.” ).
41
Id. at 979.
42
Id.
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Id. (requesting that the United States participate, amicus curiae, in formulating the discovery plan).
44
In re KBR, Inc., Burn Pit Litig. (Burn Pit II), 925 F. Supp. 2d 752 (D. Md. 2013).
45
In re: KBR, Inc., Burn Pit Litigation, 744 F.3d 326 (4th Cir. 2014).
46
Id. at 334 (citing Baker v. Carr, 369 U.S. 186, 210 (1962), to explain that the political question doctrine prevents
the courts from encroaching on issues that are outside their Constitutional purview, or which the judicial branch is
ill-prepared to decide)).
47
Id. at 334 (citing Taylor v. Kellogg Brown & Root Servs., Inc., 658 F.3d 402 (4th Cir. 2011).
48
Id. at 335.
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Id.
50
Id. at 336-39.
51
Id. at 340-41.
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28 U.S.C. §§ 2671-2680 (2012).
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Id. at § 2674.
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waiver, however, is subject to exception, including an exception for “discretionary functions.” 54
The “ discretionary function” exception immunizes the government from suit for “ [a]ny claim . . .
based upon the exercise or performance or the failure to exercise or perform a discretionary
function or duty on the part of a federal agency or an employee of the Government, whether or not
the discretion involved be abused.” 55 The court noted that a “ discretionary function” is one that
“ ‘ involves an element of judgment or choice.’ ” 56 While government contractors are specifically
excluded from the FTCA’ s scope,57 KBR argued it was entitled to derivative sovereign immunity
under the Supreme Court’ s decision in Yearsley v. W.A. Ross Construction Co.58 The court found
that, pursuant to Yearsley, KBR was entitled to derivative sovereign immunity only if it adhered
to the terms of its contract with the government, and that the record did not contain adequate
evidence to make this determination. 59
Finally, the Fourth Circuit considered “ whether the district court erred in finding that the FTCA’ s
combatant activities exception preempted the state tort laws undergirding [plaintiffs’ ] claims.” 60
TheFTCA’ s combatant activitiesexception immunizes theUnited Statesfrom “ [a]ny claim arising
out of the combatant activities of the military or naval forces, or the Coast Guard, during time of
war.” 61 However, the term, “ arising out of” is not defined by the statute. The district court held
that preemption was appropriate under a test the United States recommended in an amicus brief.62
The Fourth Circuit rejected this conclusion, stating that “ before we can reach the question of
whether the combatant activities exception preempts state tort law due to the United States’
proposed test, we must first decide whether to apply the United States’ test at all--an analytical
step that the district court skipped.” 63
Relying on the Supreme Court’ s decision in Boyle v. United Technologies Corp.,64 the Fourth
Circuit applied a three-step test to determine whether federal law preempts state law. First, there
must be “ ‘ uniquely federal interests’ ” at issue.65 Second, there must be a “‘ significant conflict’ ”
between Federal interests and state law.66 And, third, in the event of conflict, there must be a test
to determine, and preempt, any state laws that interfere with federal interests.67
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67
Id. (citing Boyle, 487 U.S. at 512-13).
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In considering the first portion of the Boyle analysis, the court adopted the reasoning set forth by
the Third Circuit in Harris v. Kellogg Brown & Root Services.68 The Harris court found that the
“ arising out of” languageof theFTCA indicated acausal connection. Thepurpose of the combatant
exception was to prevent “ state regulation of the military's battlefield conduct and decisions,” not
to eliminate all state tort law claims.69 In regards to the second portion of the Boyle test, the court
noted that, “ when state tort law touches the military's battlefield conduct and decisions, it
inevitably conflicts with the combatant activity exception's goal of eliminating such regulation of
the military during wartime.” 70 When reaching the third portion of the Boyle analysis, the court
adopted the test set forth in Saleh v. Titan Corporation,71 which requires a contractor to be
“ ‘ integrated into combatant activities’ ” for preemption to arise.72 While the court noted that there
was evidence that the military exercised some control over KBR, whether the military had any
command authority over KBR's waste management and water-treatment activities was unknown.73
Accordingly, on March 6, 2014, the Fourth Circuit vacated the district court’ s decision dismissing
plaintiffs’ claims and remanded the case for further proceedings consistent with its opinion.74
Following the Fourth Circuit's decision, KBR filed a writ of certiorari with the United States
Supreme Court.75 On January 20, 2015, the Supreme Court denied the petition and the case was
returned to the District Court for further proceedings.76 Although the Court does not elucidate a
reason for the denial of certiorari, it is worth noting that the Obama Administration filed an amicus
brief citing many concernswith theFourth Circuit’ sdecision, but ultimately arguing that “ [d]espite
the importance of the preemption issue and the incorrect standard adopted by the court of appeals,
the United States believes, on balance, that review is not warranted at this time given the
interlocutory posture of this case.” 77
By denying KBR’ s request to halt the litigation process, the Supreme Court has allowed the
consolidated action78 to continue its glacially slow trek through the lower courts. On September 2,
2015, the United States District Court for the District of Maryland issued an order outlining the
agreed upon scope of jurisdictional discovery, and setting discovery deadlines. 79 On April 26,
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2016, both the scope and discovery deadlines were amended.80 A hearing on jurisdictional issues
is currently scheduled for December 15th and 16th, 2016.81
VI.

Adkisson v. Jacobs Engineering Group, Incorporated

The Adkisson decision further illustrates the need for Supreme Court clarification on key issues
related to sovereign immunity.82 In this first case to negatively treat the KBR decision, the Adkisson
court disagreed with the KBR court’ s application of Yearsley as it relates to the extension of
sovereign immunity to a private contractor.83 In Adkisson, the Sixth Circuit considered whether
Jacobs Engineering Group, Inc. (Jacobs), a private contractor engaged in cleanup and remediation
work at the Kingston Fossil Fuel Plant (KIF Plant) following a December, 2008 coal-ash spill, and
operating under the direction of the Tennessee Valley Administration (TVA) is entitled to
“ government contractor immunity as a corollary of the discretionary function exception to the
Federal Tort Claims Act (FTCA).” 84 Immediately following the coal-ash spill, the EPA delegated
its authority to the TVA to remove the coal ash. 85 Jacobs entered into a contract with the TVA to
continue the cleanup, and submitted a Site Wide Safety and Health Plan (SWSHP) to the TVA to
guide the process. Three separate lawsuits were consolidated in Adkisson, alleging that “ Jacobs
improperly monitored the fly ash; inadequately trained the workers about the hazards associated
with inhaling toxic fly ash; inadequately monitored their medical conditions; denied their requests
for respirators, dust masks, and PPE [personal protective equipment]; exposed them to high
concentrations of fly ash toxic constituents; and fraudulently concealed and denied that they had
been so exposed.” 86 The district court granted Jacobs’ motion to dismiss for lack of subject matter
jurisdiction as an extension of the discretionary function exception.87
The Sixth Circuit disagreed with the Eastern District of Tennessee decision, and Fourth Circuit
holding in KBR, “ conclud[ing] that Yearsley immunity is not jurisdictional in nature.” 88 The
Adkisson court sided instead with the Fifth Circuit, which held that “concluding Yearsley is
applicable does not deny the court of subject-matter jurisdiction.” 89,90
The court reversed and remanded the case, directing the district court to decide whether plaintiff
Jacobs failed to state a claim upon which relief can be granted,91 specifically considering whether
80
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Jacobs qualifies for immunity under Yearsley based on thepleadings, and whether Jacobs’ conduct
would be covered by the discretionary function exception of the FTCA.92 The plaintiffs then filed
a writ of certiorari to the United States Supreme Court, which the Court denied.93 The case is still
pending in the United States District Court for the Eastern District of Tennessee.94
VII.

Conclusion

The decisions in KBR, Adkisson, and the host of other similar cases moving through the federal
courts illustrate the depth of disagreement as to the constraints of derivative sovereign immunity.
95
The lack of consistent application of Yearsley will lead to disparate results for parties based on
the circuit court in which the case is heard. Some courts will dismiss cases for lack of subject
matter jurisdiction, without even a cursory consideration of the merits of the claim. The Supreme
Court can settle this question by clarifying whether Yearsley creates a jurisdictional bar to relief.
Further, this line of cases96 raise significant legal and ethical issues that must be resolved if the
United States dependence on private contractors is to continue. For instance, should a private
contractor - one who has received substantial financial benefit from wartime contracting activities
- be granted immunity for injuries it caused through the performance of its contracting duties?
While the cases discussed herein suggest that the legal answer to this question will hinge on the
court’ s interpretation of the political question doctrine the application of Yearsley as it relates to
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derivative sovereign immunity, and the FTCA's combatant activities exception’ s preemption of
state tort law claims, the ethical debate and issues therein are far more complex.
If an injured soldier is precluded from seeking financial redress of their injuries from a private
contractor, the soldier’ s remedy is limited to those services provided by the United States
government – services funded by United States taxpayers. In addition to the financial burden this
places on the United States government and the United States taxpayer, the sheer volume of
soldiers’ health care needs has pushed the medical system to its limits. Consider the recent
controversy surrounding the low standards of care, documented overcrowding, and deplorable
facilities at Walter Reed.97 Further, the unprecedented waiting lists at veterans’ hospitals across
the country has resulted in the deaths of many veterans who never received care. 98
Both civilian employees and military members are the potential victims of contractor negligence.
A 2008 House Subcommittee Report estimated that between 2001 and 2008, approximately 10,000
federal civilian employees were deployed to Iraq or Afghanistan to support military initiatives.99
Additionally, the Army Corps of Engineers deployed over 9,000 civilians since 2003 to assist in
rebuilding Iraq and Afghanistan’ s infrastructures.100 These civilians are not always granted access
to Military Treatment Facilities (MTF).101 This was foreshadowed in a 2007 Washington Post
article discussing the problems civilians had in getting medical care for deployment-related
injuries.102 A 2008 House Subcommittee Report reported that some civilians “ faced challenges in
receiving: proper medical treatment for their wounds, approval for admission to Military
Treatment Facilities (MTF), help with the Office of Workers’ Compensation Program (OWCP)
claims process from the Department of Labor, and support from their parent organization to be put
back to work.” 103,104 In 2014, the Veterans Administration created the“ AirborneHazardsand Open
Burn Pit Registry” to track and assist service members with health concerns stemming from
exposure to burn pits.105 Government contractors and civil employees are specifically exempt from
participation in this registry.106 Without the ability to access government-provided medical care
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or OWCP benefits, civilians are directed to seek redress from their deployment employers. 107
Therefore, they must rely on their private insurance provider and personally pay the out-of-pocket
expenses and deductibles.
With the myriad issues plaguing the current system, the answer to this legal question will be of
particular relevance to the soldiers and civilians working on contractor-run bases or with
contractors on private security assignments. A Supreme Court decision as to whether Yearsley
creates a jurisdictional bar to relief will promote consistency in the application of the law: a critical
judgment as use of government contractors, both in the theater of war and at home during times of
need, is only expected to increase.
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