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INTRODUCTION

This report analyzes seven consumer fraud intervention
approaches. In particular, it evaluates the effectiveness
of twenty-two illustrative strategies implementing these
approaches. Organizing consumer fraud enforcement efforts
into seven general approaches is intended to facilitate
analysis and suggest innovative strategies utilizing
these approaches.

This report will not recommend new intervention
strategies; a later report will identify promising inter-
ventions to selected consumer fraud patterns. Nor will this
report describe in any detail existing consumer fraud
laws; an earlier NCLC report, Survey of Consumer Fraud
faw, delineates state, local, and federal governments'
consumer fraud concerns and the methods they use to combat
these perceived problems. Separate AIR reports describe
the characteristics, incidence, and impact of consumer fraud.

This report is designed to provide a basis for
subsequent efforts to develop interventions for selected
fraud patterns. It analyzes the strengths and weaknesses
of common and little used fraud enforcement strategies.

By evaluating existing strategies, the report suggests
innovations worthy of future exploration - both reforms of
existing interventions and the development of new strategies
more effectively implementing one or more of the seven
general approaches identified.

The first approach, deterrence,utilizes the threat of
prison sentences, monetary penalties or other sanctions
to discourage sellers from engaging in consumer fraud.
Criminal or civil prosecutions deter future merchant
misconduct. In sharp contrast to this prospective remedy,
a second approach, compensating victims, solely orders or
convinces offending sellers to return defrauded consumers
to the status quo.

Both of these approaches rely on government prosecution,
court adjudication, or agency mediation to effectuate the
strategies. A third approach, self-enforcing remedies,
allows consumers to directly redress or deter fraud with
little or no government intervention.
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Another approach attempts to control merchant behavior,
thus preventing consumer fraud. By limiting sellers who
can engage in an occupation or restricting sales methods
or contract provisions, fraud becomes more difficult to
perpetrate. A fifth approach improves consumers' purchase
decisions so that the consumer's own marketplace vigilence
prevents fraud. Decision-making is assisted by either
giving the consumer more information or restricting the
decision-making process.

A more indirect approach limits the amount of money
at stake in a sales transaction, limiting consumer losses
and merchant's incentive to defraud. This can be accomplished
either by limiting the price or by delaying payment until
consumers determine they have not been defrauded.

A final approach shifts the burdens of paying for
and policing fraud from the consumer and government to
third parties. Common third parties are creditors, insurance
companies, and corporate officials.

The report's data base is divided into two major
categories. The available literature provides one
informational source. Specific documents utilized in
the report are cited in the footnotes.

The second data source was 112 interviews with enforce-
ment officials and consumer experts that NCLC conducted for this
study. The interviewees represent a sampling of different
types of perspectives, positions, and areas of the country.
Twenty-six interviews were with federal enforcement officials;
35 with state prosecutors, agency members, judges and
legislators; 25 with local officials; and 26 with private
individuals.

Federal
12 FTC attorneys in Washington, D.C. and in regional offices

5 Assistant United States Attorneys or Justice Department
Attorneys in fraud units

5 U.8. Postal Inspectors

1 FBI agent

3 Officials of other federal agencies
26




State

11 assistant attorneys general in consumer protection units
or staff, National Association of Attorneys General
11 staff members of consumer protection boards
3 Jjudges
4 legislators or legislative staff members
6 regulatory or licensing board staff

Local

14 assistant district attorneys in fraud units or staff,
National District Attorneys Association
10 1local consumer protection board staff
1l police officer, bunco division

25

Private

18 private attorneys, including legal service attorneys,
consumer lawyers, creditor attorneys, and heads of law
clinics

3 law prcfessors

2 representatives of bar associations
2 private consumer agency members

1 television consumer reporter
26

These interviews were conducted in California, Georgia,
Massachusetts, New York, and Washington, D.C. To encourage
honest and insightful participation, interviewees were
promised thdt their statements would not be attributed
to them. Consequently, the report does not footnote or
otherwise indicate the source of much of the information
it relies upon. This detracts from the study's replicability,
but this is not considered an important flaw for a report
only intended to provide background and suggestions for
future development of promising intervention strategies.
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I DETER FRAUD

Deterrence is an important government approach aimed
at preventing consumer fraud. Sellers are put on notice
that fraudulent conduct will be penalized, and the threat
of prosecution deters merchant misconduct throughout an
industry.

The effectiveness of this approach is not directly
measured by the number or result of fraud prosecutions,
but by sellers' response to the threat of such prosecution.
A deterrence program is cost-effective if a few prosecutions
prevent most sellers from engaging in consumer fraud.
This approach also impinges minimally on the marketplace.
Only sellers allegedly engaging in fraud are prosecuted;
all others are left undisturbed.

If deterrence is successful, there will be no defrauded
consumers. If there are fraud victims, a deterrence
approach will not assist them, being only a prospective
remedy aimed at preventing future misconduct.

Four strategies implementing this approach will be
explored. Criminal prison sentences are an effective
deterrent if the threat of prosecution and harsh
sentencing is real enough to the merchant. Unfortunately,
criminal sentences' actual deterrent effect have not been
measured. "Mainstream businesses" are easier to deter than
fly-by-night sellers. Deterrence is also limited because
criminal prosecutions are not brought for a number of legal and
institutional reasons, and, when they are brought, long
prison sentences rarely result.

Injunctions and cease and desist orders attempt to
deter the merchant being prosecuted from future frauds.
Prosecution is eased by use of civil procedures and more
liberal standards of actionable merchant misconduct. But
injunctive orders are often difficult and slow to obtain,
and too narrow or not complied with when eventually ordered.

Prosecutors also use injunctions to deter more generally
by using them to establish standards of illegal conduct and
adding costly additional requirements to injunctive orders.
Difficulties with both of these approaches severely limits
injunctions' utilization as a means of deterring an industry
generally,



Fines, penalties and license revocations use simple
standards and procedures to prosecute frauds and penalize
sellers for initial violations. But significant fines and
penalties are infrequently awarded and the threat of a mini-
mal monetary award is not significant. License revocations
are a harsher sanction but rarely used.

Private individuals can also bring actions that deter
fraud, avoiding the need of agency action. But legislatures
must provide consumers with powerful special tools to accom-

plish this, and even then, consumers have a minimal financial

incentive to act as "private attorneys general."




A. CRIMINAL SENTENCES

Criminal prosecution is the most extreme form of
deterrence. Consumer fraud offenders are criminally prosecuted
and those convicted receive prison sentences that will deter
others from similarly defrauding consumers.

This strategy's goal is not to compensate past victims,
or, since criminal prosecution is a slow process, to stop
ongoing frauds. Deterring the merchant being prosecuted
from future misconduct is only a secondary aim. Criminal
prosecutions are too costly, difficult, and time-consuming
to be used to prevent a particular merchant from defrauding
consumers.

The strategy is only cost-effective if it has a widespread
and compelling deterrent effect on other merchants. If it
does, it is more efficient than monitoring the conduct of
each of the hundreds of thousands of businesses in the
economy .

This report will not consider another goal of criminal
prosecution, punishment or satisfying society's sense of
justice, limiting itself to c¢riminal sentences' effectiveness
as a consumer fraud intervention strategy. Moreover another
section of this report will analyze the misdemeanor sanctions
authorized by numerous regulatory statutes. 1/

This section will focus on felony prosecutions against
fraud schemes, alleging mail fraud, theft by deception or
criminal fraud. Maximum authorized prison sentences upon
conviction are as high as five or ten years. Every state's
district attorney offices enforce at least one such criminal
statute. United States Attorney offices enforce mail and other
federal fraud statutes with the assistance of the Postal Service,
the FBI, and other federal investigatory agencies.

l. Deterrence Measurement

There is no hard data on how widespread and powerfully serious
criminal sanctions deter consumer fraud. Systematic attempts
to measure crime deterrence in other areas have not met with
great success either. Interviews with members of district
attorney and United States Attorney consumer fraud units, postal
inspectors and numerous other consumer fraud enforcement
officials show that no one really knows how to evaluate the effect




of criminal sanctions. Consumer fraud prosecution units

can not measure the deterrent effect of their activities and
do not even try. Officials are skeptical of easy solutions
and do not predict the effect of their efforts.

Some prosecutors suggested as a measurement technique
counting the consumer complaints an office receives in a
fraud area to determine if the number decreases after several
prosecutions. But a drop in complaints can be caused by
numerous factors. A temporary flurry of publicity surrounding
a new office causes a short-lived rise in consumer complaints,
that then drops off as the publicity dies down. Consumers
realize that an office does not offer restitution, but only
criminal prosecution, and stop complaining to it. Other
consumer offices are created, drawing complaints away from
exlisting offices.

Fraud schemes are also so responsive to consumer behavior
that they adjust themselves to discourage complaint volume
when consumers start contacting agencies too often. For
example, used car dealers have discovered that repossessing
cars and seeking deficiency judgments drives consumers to
neighborhood legal services office. So these dealers shift
their procedure to only repossessing the car or suing on the
debt owed, but not both.

Thus fraud may not be decreasing; merchants may just be
shielding it better from enforcement officials. In fact,
some officials claim that an increase in complaints is an
indication of program success as the public becomes more
aware of frauds being perpetrated and realizes that government
will respond to the problem.

Another common measurement technique for fraud deterrence
consists of enforcement officials' rough feelings, based on
personal observations and discussions with merchants. A
prosecutor with a jurisdiction of only a small community can
do this better than one with a major city or several state
areas within his jurisdiction.

The use of undercover investigators and test products
is a promising measurement technique that is not often used
as such, but primarily as an enforcement tool. Practical
and evidentiary obstacles to using this technique to prosecute
fraud do not apply to using it to measure fraud. A Federal
Trade Commission staff study of the effecis of licensing on
television repair fraud successfully used the method to

compare fraud's prevelence in two different states with




different enforcement approaches. Pre-tested and pre-marked
television sets were taken to a selection of service shops

to determine what claims would be made and what work actually
done. 2/

Criminal Sanctions and "Mainstream" Sellers

The lack of good measuring techniques has not prevented
enforcement officials and other consumer experts from offering
personal evaluations of criminal sentences' deterrent
effect. Most feel that if the threat of a prison sentence
is real enough, it will deter "mainstream" sellers -
established businessmen with ties to the community who
happen to see an opportunity to make sizeable profits by
stepping over the line of legitimate business conduct.

Imprisonment is the worst thing that can happen to a
white collar criminal and thus the most effective deterrent.
His reputation and standing in the community are destroyed,
and the actual imprisonment can be crushing. In comparison,
fines are just a cost of doing business and other sanctions
may not be strong enough to force a seller to forego the
fraud schemes' enormous profits.

Moreover, consumer fraud activity is more responsive to
deterrents than other crimes. It is not a crime of passion
or impulse, but is planned and carried out over a period of
months. Dire need, desperation, or stupidity rarely are
motivating factors. The offender has a clear option whether
to engage in the illegal conduct.

But criminal prosecution's deterrent effect is localized
geographically, by type of fraud, and in time. One prosecutor
claimed that 45 day prison sentences handed down to managers
of 2 major car dealerships completely stopped odometer
rollbacks in the area, but odometer fraud increased in
surrounding areas. The real crooks apparently just moved to
jurisdictions where prosecution was not a threat.

Similarly, an odometer or automobile repair conviction
will have little effect on health spa and mail order operators.
Those operating on the fringe of the law are attuned ?o the
nature and effectiveness of fraud prosecutions in their
area. The advice of legal counsel often assists merchants
in knowing when and where to fear criminal prosecution. A




six month prosecution program against auto repair fraud was
successful in one metropolitan area, but a year-and~a-half
later, repair fraud had picked up again. Frauds are often
cyclical in nature, appearing, disappearing, only to appear
again.

As corporations increase in size, criminal sentences'
deterrent effect diminishes. Top corporate officers become
more and more insulated from the acts of their subordinates.
At the same time, subordinates claim they are only following
company policy. The corporation itself cannot go to prison.

Criminal Sanctions and Hard Core Fraud

Hard core fraud schemers present a different problem.
They often move rapidly from place to place, with no concern
about their reputation in the community. They are willing
to risk jail time if the profits are great enough. The only
realistic threat for these sellers are lengthy prison sentences.
Even this threat will not deter the incorrigible.
Prosecutors consider some offenders psychopaths who cannot
distinguish between legitimate and fraudulent business
conduct.

Other fraud offenders are highly mobile and pick and
choose areas with the least enforcement. Effective prosecution
just increases fraud in some other jurisdiction. Some
schemes move so quickly they are gone before local prosecutors
discover their existence. The National Association of
Attorneys General and the National District Attorneys
Association have developed networks that track the whereabouts
of these merchants, serving as an effective early warning
system for participating offices.

Knowing these sellers are coming and arresting them at
the first sign of fraud will still not deter them. They
always have lots of cash with which to make bail. Bail
forfeitures are just a cost of doing business since prevailing
judicial attitudes favor low bail orders. Courts are only
beginning to order higher bail if the defendant's likelihood
to flee is documented. Once itinerant merchants Jjump bail,
local prosecutors rarely apprehend them. One district
attorney consumer fraud office has 2,000 outstanding arrest
warrants.

Federal prosecutors do not have these problems; almost
all federal fugitives are eventually apprehended. As many




as 40% of all defendants are fugitives at some time, but 90%
of all defendants are available when their trial is scheduled.
Federal prosecutors have jurisdiction to arrest individuals
anywhere in the United States; state and local prosecutors
only retain authority within their own jurisdictions and
extradition is rarely used. Merchants learn they are

safe from state but not federal prosecution if they just

move to the next state.

2. Prosecuting Consumer Fraud

Whether the fraud perpetrator is an established businessman
or a hard core offender, the deterrent effect of criminal
prosecution depends on the number of consumer fraud cases brought,
the difficulty of proving fraud and convicting perpetrators,
the severity of the sentences, and the publicity generated.

Uncovering Consumer Frauds

Only criminal prosecutors can initiate criminal prosecutions.
Consequently, criminal sanctions' deterrent effect depends
in the first instance on the decision of prosecutors to
prosecute. There are varied reasons why prosecutors do not
bring cases against fraud offenders.

Prosecutors never discover fraud schemes. Consumers
often do not report frauds to enforcement officials.
The consumer is not even aware of a really successful fraud
scheme. When consumers discover frauds, they are embarrassed
by their own gullibility or avarice. Others realize that
reporting a crime to a criminal prosecutor will not get their
money back.

Some groups of consumers are uncomfortable going to a
courthouse to complain to a criminal law enforcement official.
For example, complaints to one district attorney's office
come from middle class, surburban areas; none originate from
Black and Mexican ghettos. Branch offices away from court-
houses ease this vproblem.

Even if consumers complain, agencies may be swamped by
individual problems and fail to see patterns of frauds emerging.
Complaints about the same fraud can be scattered among different




agencies so that no one office discovers the extent of abuse.
Too often rivalries and jurisdictional arguments among
government agencies accentuate this problem. Other complaint
resources, such as legal services programs and small claims
courts are largely untapped. One response to these problems
is the pooling and computerization of complaints received by
different agencies so that patterns can be identified.

Enforcement officials also uncover frauds through their own
active investigation, favoring this approach to passively
reacting to consumer complaints. Some units send out test
shoppers, undercover cars, actively monitor advertising,
and scrutinize the marketplace. But most enforcement
offices wait for consumers to complain and some even do
little investigation beyond taking down the consumer's story.

One important resource, local police forces, rarely
investigate consumer fraud. Bunco sections concentrate
on traditional scams, not consumer problems. Police are
beginning to participate in some district attorney economic
crime units, but more commonly these organizations hire
their own investigators. The United States Postal Service
and other federal investigatory agencies commit significant
manpower to consumei Iraud investigations.

Deciding to Prosecute

Enforcement agencies often fail to prosecute frauds
because of lack of interest or expertise. District attorney
and other offices prosecute predominantly street crimes.
Consumer fraud actions involve different laws, procedures
and problems. Cases are time consuming and complicated,
requiring accounting, marketing, or consumer behavior expertise.
Company file searches are particularly onerous.

Consequently, prosecutors specializing or at least
experienced in consumer fraud cases are generally the only
ones willing or able to pursue them. Zut only 40% of the
nation's population lives within jurisdictions that have
special district attorney economic crime units. Many major
cities have no specialized consumer fraud prosecutors. A
Florida survey found only six of the state's eighty prosecutorial
offices had an attorney specializing in consumer fraud, and
only 156 of the state's 31,000 criminal cases involved
consumer fraud. 3/
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Even specialized economic crime units are moving away
from consumer fraud prosecutions and are turning to even
more complex and challenging cases. As a unit develops
enough expertise, it begins to prosecute official corruption,
securities fraud, computer theft, and other more glamorous
crimes.

Prosecutors also allow merchants to buy their way out
of criminal prosecution by compensating fraud victims for
their losses. Offices that combine complaint mediation and
prosecution usually only prosecute if complaint mediation
fails. Other cases are dropped after restitution settlements.

Some offices refuse to drop prosecutions after restitution
is made, seeing prosecution's purpose as deterrence, not
compensation. But others accept full restitution for
victims when the alternative is devoting enormous resources
and time into a trial, only to find the defendant placed on
probation or some other minimal sentence with little deterrent
effect. Institution of a criminal action also usually will
preclude civil remedies, eliminating any chance of recovery
by the victims. Judges and prosecutors alike often see
consumer fraud as a civil problem, not a criminal one.

Inadequate resources prevent other prosecutors from
bringing consumer fraud cases that almost always are very
time consuming. Ten investigators spending two years on a
land fraud case is an extreme example, but it is common for
two attorneys to spend months, even years, investigating
and prosecuting a case. While guilty pleas resolve many
cases, white collar criminals have the legal resources to
push cases to lengthy and complicated trials. In 1975, 149
attorneys and about 250 investigators and paralegals in
41 economic crime offices were needed to win 226 felony
trials, obtain 385 guilty pleas and prosecute a large number
of misdemeanor cases. 4/

Another substantial prosecution cost is paying for
witnesses who have to be brought in from around the country
and kept for indeterminat~ periods of time during the trial.
Experts, depositions, and other costs can also be significant.

Avallable resources to prosecute these costly and time
consuming cases are severely limited. There are probably
less than 300 criminal prosecutors concentrating on
consumer fraud casesg around the country at the federal,
state and local levels. 5/ Consequently, prosecutors must




decline because of limited resources cases already
investigated and ready for trial. Business lobbies

oppose legislation increasing resources for economic crime
prosecutions.

Criminal prosecutors develop priorities for the
trial of consumer fraud cases. Some offices concentrate
on one type of fraud; others look for sizeable consumer
losses or particularly hard core fraud. Federal offices
give priority to cases with national implications or
involving large companies. State and local prosecutors

rarely bring cases involving out-of-state victims or sellers.

Prosecutors' reluctance to initiate consumer fraud
cases does not necessarily destroy the strategy's effective-
ness. The central strength of criminal sanctions is that
a few actions can deter large numbers of sellers; enforce-
ment agencies do not have to sue everyone. There is

little hard knowledge about how many prosecutions are enough,

but it appears that if svecific types of fraud do not
receive at least minimal periodic prosecution in each
locality they occur, sellers will not be deterred. Some

sellers are only deterred by really extensive prosecution
programs.

Elements of Criminal Consumer Fraud

Criminal sentences' deterrent effect depend not only on
enforcement agencies initiating lawsuits, but on them
proving criminal fraud and convicting the defendant. The
prosecutor must show that the merchant's actions meet the
basic legal elements of criminal fraud. Most state
prosecutions are brought under theft by deception or false
preterses statutes which require:

- intent to defraud

~ misrepresentation knowingly or recklessly of a past
or existing fact

- reliance by the victim

- surrender of property

Intent to defraud is usually the most difficult element
to prove. The inner-workings of the defendant's mind is
difficult to show and prosecutors instead demonstrate a
scheme to defraud, often relying on a massive, expensive
evidentiary display. Intent is more easily proved if the
fraud pattern is shown to be widespread and longstanding
than if it is seemingly an isolated instance.
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The misrepresentation standard also creates problems.
Unlike the standard in civil cases, the false representation
must concern a past or existing fact. A promissory statement
later shown to be false, such as a promise to perform a
service, is insufficient to prove criminal fraud.

Several jurisdictions hold that promises made without
the intention to perform are misrepresentations of present
states of mind and are thus actionable. But this state of
mind is often difficult to prove, the merchant claiming that
that he intended to perform but got sick, his employees were
negligent, or his business faced unforeseen financial difficulties.

The federal mail fraud statute provides a more liberal
standard, finding false promises actionable. New York has
recently patterned its fraud standard after the mail fraud
act, but requires proof that 5, or in some case, 10 people
have been defrauded. West Virginia also patterned its act
exactly after the federal mail fraud statute, but its own
courts found it unconstitutional.

The third element of criminal fraud, reliance by the
victim, is usually not difficult to demonstrate, but becomes
a real barrier when using undercover investigators and test
products, since these sales are not made relying on the
merchants' representations. Purchases are motivated by the
investigation itself.

The fourth element, surrender of property, also causes
few problems. Courts will still find fraud even if the
merchant later refunds the money. Proof problems become
more complex when at least part of a transaction is legitimate
and the consumer receives something of real value for his

payment.

Criminal consumer fraud statutes also have other proof
requirements. The mail fraud statute applies only to schemes
that use the mails, so some fraud offenders intentionally do
not use the mails but only messengers. Some state statutes
require a separate indictment for each victim unless there
is a commonality of interest. Prosecution of a fraud scheme
may result in 40 separate indictments and 40 separate trials.

Consequently, fitting a fraud scheme into the elements
of criminal fraud statutes is not a simple matter. Some
prosecutors claim one can "massage" almost any fraud into a
prosecutable case; others feel that significant numbers of
frauds are not actionable. One investigator stated he could

11




discover a fraud in a day, but it might take 2 years to
develop sufficient evidence for an indictment.

The obvious solution, to make criminal fraud easier to
prove, is self-defeating. The more liberal the standard for
actionable fraud, the more difficult it is to obtain severe
sentences. Judges will not send to prison merchants who are only
proved negligent, to have unknowingly misrepresented
the public, o. to have failed to comply with certain technical
requirements of regulatory statutes. But judges not handing
down severe prison sentences defeats the central rationale
for felony prosecutions, deterring seller misconduct through
the threat of harsh penalties. Quicker, easier prosecutions,
resulting in fines or probation, is an important consumer
fraud intervention strategy in its own right, and it will be
discussed in a later section. 6/

Developing Evidence

Developing extensive evidence to meet the strict
standards for felony fraud prosecutions thus can not be
avoided, even though it creates substantial problems. In
some states prosecutors have no subpoena power and must use
the grand jury or the court to obtain information. Local
prosecutors also complain about legal impediments to the
exchange of evidence with other prosecutors and
the reluctance of federal agencies to reveal anything.

Consumer witnesses often do not cooperate. No one likes
to be sworn under oath and forced to testify how one was duped,
particularly if one does not get anything out of it. Witnesses
have to be brought from all over the country, and even local
consumer witnesses are notorious for not showing up at the
trial. When consumers do testify, it is often to oral mis-
representations contradicted both by the defendant and written
contracts.

Important alternative evidentiary sources being used with
increasing frequency and success are undercover shoppers and
test products. They document with great precision such
conduct as failure to make disclosures, werforming unneeded
repairs, charging for work not done, or replacing parts
with other used parts. But evidentiary problems include showing
reliance and defeating entrapment defenses. It is costly to
rlg an undercover car or other test product and then preserve
it for trial and inspection bv the defendant's attorney. The
technlque is useless if the product is not rigaed with care and
precision. In Philadelphia, an industry auto repair council provides

12
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the district attorney with cars with carefully controlled
problems, and then tests and evaluates repair shops' claims
and performance.

important evidentiary sources not used by economic
crime prosecutors are traditional police investigational
techniques such as surveilance, electronic bugging,
videotapes, and other undercover work. While police forces
sometimes assign 4 or 5 investigators to utilize these
methods on a single violent crime case, economic crime
prosecutors rarely use these techniques at all. One prosecutor
claimed that instead consumer fraud cases become "swearing
matches with businesses".

Trial Issues

After sufficient evidence is developed to meet the
elements of criminal fraud, the prosecutor has to be prepared
to take the case to trial, where various additional obstacles
prevent convictions. Jurisdictional and venue issues
frequently arise. Information developed in civil proceedings
may notbe admissable in a criminal trial, and other
problems of simultaneous criminal and civil proceedings
develop. Rules of evidence prevent other data from being
presented to the jury. For example, despite modern rules
to the contrary, judges exclude from evidence business records,
describing them as hearsay.

Prosecutors must educate the jury about complex business
arrangements and legal standards so that the jury can reach
an informed verdict. In order to shoulder his burden of
proving guilt beyond a reasonable doubt, the prosecutor
also needs to make a powerful factual presentation. While not
strictly necessary to prove guilt, he will want to show the
defendant's evil motive and the crippling impact of the
fraud on his victims. Judges also play an important role
in the trial. But prosecutors complain that they must work
with judges who do not take consumer fraud laws seriously
and narrowly interpret them.

The defense attorney's actions can be the prosecutor's
greatest obstacle. Consumer fraud defendants pay for
experienced counsel who will attempt to drag cases out for
years, challenging the prosecutor at every step. Federal
fraud cases take as long as five years.
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Despite all of these impediments, most consumer fraud
indictments lead to convictions. Economic crime units
affiliated with the National DPistrict Attorneys Association
in 1975 reported 226 successful felony prosecutions, 385 guilty
pleas, and only 31 acquittals or dismissals. 7/ Other
prosecutors also report that 80% to over 95% of consumer
fraud trials result in convictions, and that many others
result in guilty pleas.

3. Sentencing Practices

In the last analysis, criminal prosecutions' deterrent
effect depends on the sentences those convicted serve.
With few exceptions, judges' sentencing practices
have severely limited the effectiveness of this fraud
intervention strategy.

Suspended sentences, probation, and fines are the norm;
serving time in prison is rare. Famous Dallas "hanging"
judges hand out probation in consumer fraud cases; only a
handful of judges in other cities routinely sentence white
collar criminals to prison terms. Six months probation is

typical, with harsher sentences being a few weekends imprisonment.

Even more startling, judges rarely revoke a seller's probation
upon a subsequent fraud conviction. Probations are piled on
top of probations.

Individual sentences provide dramatic examples. A
$25,000 a year fraud perpetrated for 18 years received a six
months prison term. A $7 million fraud scheme was settled
with $100,000 in restitution and no jail time. A merchant
convicted a third time for a similar multimillion dollar
swindle finally received a 16 months sentence. His partner
was placed on probation. After serving 2 of the 16 months,
the third time offender was back in court requesting a
reduction in his sentence.

This reduction request is not atypical. White collar
inmates €£ind it quite easy to be paroled and rarely serve the
full term of their sentences. A federal prosecutor has
described this problem in some detail, and its effect on
potential fraud offenders.

...sentences are often deceptive. Many with a severe
appearance have no teeth. A federal sentence couched
as "five years imprisonment", but subject to the
provisions of 18 USC 4208(a) (2), is an indeterminate
sentence with a possibility of parole at any time. The
United States Parole Board, in turn, has no specific
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statutory obligation to take on the task of general
deterrence. Even a straight federal prison term of

five years, the maximum for many federal fraud offenses,
make the offender eligible for parole in 20 months.

With "good time" reductions and the occassional use

of half-way house programs, the white~collar offender

may return to the community before the minimum term pre-
scribed in the sentence has elapsed. In addition,

judges grant sentence reductions readily. If the
assumption that many white-collar criminals are sophis-
ticated offenders is accurate, then they have probably
discerned that it is rare to serve more than three years
in prison, and virtually impossible to serve that much
time if they plead guilty to the charges. Moreover,

the well-financed commercial criminal is often represented
by counsel during the pre-indictment investigation stage
of a case and therefore more capable of making this cost-
risk analysis. 8/

Nationwide statistics on consumer fraud sentences are not
available. Several studies of economic crime sentences probably
overstate typical consumer fraud sentences which will not be as
severe as those convicted for crimes against businesses or the
public trust. Nevertheless they provide some indication. Special-
ized economic crime units affiliated with the National District
Attorneys' Association obtained prison sentences in about one-third
of their felony cases. 3/

Seventy-one percent of those convicted of auto theft went

to jail for an average sentence of 3 years. Sixty-four
percent of those convicted of transporting stolen property
went to jail for an average sentence of 4 years. Fifty per-
cent of those convicted of stealing from the mails went to
jail for an average sentence of 2.6 years. In contrast,
those convicted of white-collar crimes...ran a far smaller
risk of being sentenced to jail, and, if sentenced, could
count on a much shorter prison term. Thirty-five percent

of those convicted of income tax evasion received jail terms,
the average 9.5 months. Twenty-two percent of those con-
victed of embezzlement received jail terms, the average

1.7 years. Sixteen and three-tenths percent of those con-
victed of securities fraud received jail terms, the average
less than one year. 10/
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Another study of Federal District Courts reached the same
conclusion: "There are plain indications that white collar
defendants, predominantly white, receive more lenient treatment
as a general rule." 11/

Reasons for Light Sentences

Judges do not hand out lengthy prison sentences for
several reasons. Prosecutors will often only indict the
corporation to avoid proving the responsibility of individual
officers and to generate more publicity. But corporations
can not serve time in prison.

Judges also are reluctant to imprison individual fraud
offenders. There is more class identification between
judges and businessmen than with street criminals. White
collar criminals are pillars of the community and attractive,
convincing people. They easily appear contrite and always
have a good excuse for their behavior. They persuasively
argue that arrest and conviction have been enough punishment,
that they are financially ruined and socially ostracized.
Judges accept this plea from white collar criminals while
rejecting it out of hand for others.

Judges also hesitate to put white collar criminals in
the same institutions with street criminals. Consumer fraud
defendants hire psychiatrists to testify to the damage even
one day in prison with such people will cause them. A
federal prosecutor agreed, it is "one thing to be punished,
another to be tortured for the rest of your life."

Prisons are designed for violent, not white collar
criminals, and are not suitable for the rehabilitation of
businessmen. Prosecutors and judges alike favor social work
or other alternatives to prison. Judges faced with overcrowded
prisons prefer to use the limited space for violent criminals.
White collar defendants' advanced age is another mitigating
factor keeping them out of prison.

Some judges also feel that consumer fraud is not a
criminal problem and should not be remedied with criminal
sanctions, but with restitution, particularly if small
amounts of money are at stake. Since consumer fraud cases
rarely appear in court, judges do not perceive them as
seriously as street crimes and are less concerned with
deterrence.
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This is particularly so since a courtroom trial is a
difficult forum to describe the extent of a fraud scheme's
impact. Normally only a few victims are introduced as
witnesses, and the conviction will be based on only part of
the fraud scheme. If the defendant pleads guilty, there
will be even less opportunity to demonstrate the extent of
the fraud. The judge will only look at the indictment and a
pre-sentence report. Fraud offenders normally have unblemished
previous records. A burglar committing five robberies in a
yvear is a hardened criminal, but a merchant bilking thousands
of people over a period of years is considered a first-time
offender.

There is a growing trend for judges to sentence consumer
fraud offenders to prison terms. Causes include increased
public pressure, prosecutors demanding stiffer sentences,
and judges becoming aware of the consequences of light
sentences. At sentencing in some jurisdictions prosecutors
and reporters pack the courtroom to demonstrate to the judge
the public's concern.

Nevertheless, the strategy of using harsh prison terms
for white collar criminals will always face problems. A
sentencing judge looks at the defendant primarily as an
individual who should be rehabilitated or punished, not as an
example to deter other frauds. The judge is not responsible
for a fraud deterrence program; he is responsible for the
future of the person he is sentencing.

Sociologists also guestion the feasibility of widespread
convictions and sentencing of middle class businessmen. "The
effectiveness of the penal conviction in this case leads to
pressure against the use of the sanction...middle class per-
sons resent being treated like criminals no matter what legal
rule they may violate." 12/

Publicity

The deterrent effect of any sentence, no matter how
stiff, will depend on the dissemination of the sentence's
existence to merchants considering fraud schemes. Some
enforcement agencies regularly talk to business groups;
others have two-minute economic crime spots on television
each week. Suits against major corporations, such as Sears
Roebuck, always generate substantial press attention.
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Prosecutors, being either elected or political appointees,
encourage favorable publicity.

But courts do nothing to publicize their actions and
prosecutors can do nothing during the trial's pendency, the
best time to publicize. The "Sheppard Doctrine" prohibits
the dissemination by parties to a criminal action of information
not publicly known. 13/

Nor has there been a study of the most effective way of
disseminating to potential fraud offenders information about
sanctions affecting them. But if prosecutions are rarely
initiated and prison sentences are never ordered, wider
dissemination of this information would be counter-productive.
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B. INJUNCTIONS, CEASE AND DESIST ORDERS

Another important but very different strategy than
criminal sanctions utilizing the deterrence approach is
injunctive actions. An injunction or cease and desist
order, as it is sometimes called, results from a government
agency prosecuting a merchant in court or before an administrative
hearing., The judge or presiding officer orders the fraud
offender to stop specific illegal practices, with threats of
further penalties for violation of the injunction.

Like criminal sanctions, injunctions deter in two ways.
They deter future misconduct by the seller in question,
called specific deterrence, and also misconduct by other
similarly situated sellers, called general deterrence.
Criminal prosecution is an inefficient strategy for specific
deterrence; injunctions are easier to obtain, making specific
deterrence more cost-effective.

Injunctions are not primarily suited to deter generally
because initial violations result in no monetary penalty or
prison sentence. Nevertheless, enforcement agencies do seek
injunctions to deter generally and other times do not seem
to know which type of deterrence they are seeking.

1) Specific Deterrence

Orders to cease merchant misconduct vary depending on
how voluntary they are. At one extreme is a court issued
injunction after a trial on the merits. More voluntary is a
consent agreement where the seller and prosecutor agree on a
settlement before trial, and the court approves it. The
consent agreement typically does not include any admission
of guilt. The merchant just agrees not to engage in specified
acts. Violations of consent agreements bear the same penalties
as violations of court ordered injunctions.

Assurances of voluntary compliance are less formal
consent agreements, essentially a written promise not to
perform certain practices. Violation of the assurance draws
no penalties, although this varies in some states. The
least formal action is a simple warning to the merchant not
to repeat his misconduct.
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Injunctions' Effects as Specific Deterrents

Since warnings, assurances, and consent agreements are
faster and easier to obtain, enforcement officials much
prefer them. Officials report that warnings and company
assurances normally quickly terminate the offending practice.
This expression of prosecutorial interest is enough to deter
"mainstream" sellers. "Hard core" criminals or those
seriously bent on fraud are not so easily discouraged.

Warnings and written assurances are most proper when an
enforcement agency wants to change previously accepted,
widespread industry practices or is responding to unintentional,
technical violations of regulatory statutes. In other
contexts, these informal approaches are increasingly
criticized as just slaps on the wrist, having no special
penalties for further violations. Many fraud offenders
will just ignore them. The Federal Trade Commission, for

one, rarely accepts assurances of voluntary compliance,
and presses at least for consent agreements.

Even consent agreements and final orders, with their
accompanying penalties for future violations, may not be
sufficient to deter merchant fraud. A great deal depends on
the prosecutor's skill and foresight in drafting the order,
If the merchant can alter his mode of operation to skirt the
order, but still successfully defraud consumers, the
injunction will have no effect since only violations of the
order draw penalties.

Orders are not limited to prohibiting acts the merchant
previously engaged in; orders can "fence in" the seller by
prohibiting related activities. Since overly broad orders
are difficult to enforce, they must be very specific, while
at the same time prohibiting not only past, but potentially
future acts.

But prosecutors do not draft injunctive orders alone.
Consent agreements, by their very nature, are compromises
between the prosecutor and merchant. There are strong
pressures on enforcement officials to settle, so strong
that critics claim enforcement officials will agree to
almost any order rather than litigate the case. If the
case goes to trial, the judge, not the prosecutor, determines
the final order. Judges have neither the experience nor the
time to carefully draft consumer fraud injunctions.

No order will deter fly-by-night businesses. By the
time the injunction is obtained, and certainly before violation
of the injunction is prosecuted, the seller will have left
the jurisdiction.

A county court injunction against activities occurring
in that county may have no binding effect on the seller
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when acting outside that county. Even if it does, officials
outside that jurisdiction will not know about the order and
will not enforce violations, particularly if the seller

changes names. California has a state-wide system of disseminating

the terms of judgments and settiements to all the state's
enforcement officials.

State court injunctions apply to the whole state, but
have no binding effect outside the state. Only federal
cease and desist orders have a national scope. States will
have particular problems enjoining companies that predominantly
do business in other states.

If an order is addressed to the company and not individuals,
the company can cease business and reincorporate under a new
name not subject to the injunction. An injunction is only
effective against those to whom it is directed.

Despite these problems, injunctions allow more flexibility
than criminal remedies in dealing in the same action with
not only the company, but directors, officers, agents, and
third parties, such as advertising or collection agencies
and holders of the company's consumer paper. While evidence
must be intrcduced concerning the activities of these other
parties, this is much simpler than joining them as co-
defendants in a criminal trial. In one imaginative and
apparently effective action, a trade association was ordered
to stop the illegal actions of its members, turning the
association into a quasi-regulatory agency.

Compliarnice With Injunctive Orders

Compliance with injunctive orders is only guaranteed if
strong sanctions are used against violators. Most deceptive
trade practice statutes authorize $5,000 or $10,000 penalties
per violation of injunctive orders. Courts will order these
penalties based solely on a showing of a violation of the order;
the legality of enjoined conduct does not have to be relitigated,
even i1f the original order was by consent.

Violation of court orders can also lead to criminal
contempt actions and the jailing of offenders. Jailing is a
more powerful deterrent than even sizeable civil monetary
penalties. Publicity surrounding criminal contempt actions
also exceeds that for civil actions.
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Criminal contempt proceedings are often expedited
ahead of civil actions. A trial can be held and a jail term
ordered within a month of the violation. Unlike criminal
sentences for initial violations that involve lengthy
trials with high standards of proof, criminal contempt
actions require only clear and convincing evidence , and
the elimination of both a grand jury and a jury trial speed
its resolution.

Criminal contempt is not an effective remedy if a
corporation, and not an individual, is the subject of an
injunction. While sizeable civil penalties will then be
the more effective sanction, violations may provide more profits
than the penalty.

Whether civil or criminal contempt is sought, judges are
likely to order stiff sentences, viewing the violation
of the court's order as a challenge to the court's own
integrity. Courts are less "insulted" by violations of
consent orders, but even these were approved by the court.

Stiff contempt penalties only deter order violations
if the threat of prosecution is real. But agencies
typically devote minimal staff to compliance efforts, leaving
most resources to prosecute new cases. Typically, compliance
is cursorily reviewed six months after the injunction,
and not again unless further complaints are received.
Consequently, companies just return to their former practices
a few years after the injunction. Spot checks for compliance
are unusual; borderline violations are ignored; only blatant
conduct is recommended for contempt or penalty action.

One legal services office even went to court to enforce an
injunction won by an attorney general's office after that
office refused to enforce the order. The attorney general's
response was to try to stop the legal services action. But
another attorney general cffice finds violations in over
10% of the cases it has initiated, and seeks contempt
actions in half of these, settling the others voluntarily.

Responding to troublesome compliance problems,
prosecutors increasingly turn to self-policing orders. Injunctions
require sellers to keep for the enforcing agency's inspection
records proving compliance. Orders mandate that the seller
give copies of the injunction or other notices to customers,
helping them to look out for themselves for fraudulent
conduct. Orders can even require that the merchant create a trust
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to fund spot checks, blind purchases, and other monitoring
by the enforcing agency.

Other injunctions are even more self~enforcing. The
United States Postal Service can initiate action to stop
postal deliveries to mail fraud violators, effectively
ending mail order frauds. While this remedy is only rarely
sought, several Postal Service offices advocate internal
reforms that encourage its use. Merchants can circumvent
the remedy by changing their address and the name they do
business under.

The most extreme form of self-enforcing injunction
prohibits the seller from doing business at all, or for a
period of years. Judges rarely order such injunctions,
preferring to prohibit specific illegal practices. But
courts will uphold regulatory boards' license revocation
actions.

(2) Prosecuting the Injunctive Action

Since specific deterrence stops only one seller's
ongoing misconduct, intervention strategies with this goal
must be inexpensive and swift. Injunctive actions meet
these criteria more readily than criminal prosecutions
because their civil nature allows for more flexibile and
simpler procedures.

Civil discovery techniques are less cumbersome.
Depositions and written interrogatories can be directed to
the seller and others. Admissions can be entered into
evidence. The prosecutor can inspect business records and
fully explore the company's financial status.

The trial is more streamlined; the defendant has fewer

constitutional rights. There is no right to a jury trial,
no prohibition on double jeopardy, no right to confront
adverse witnesses. Proof is by a preponderence of the

evidence, not beyond a reasonable doabt. The trial's forum
need not be a court, but an administrative proceeding. 14/

23




Generalized Standards

Civil prosecutors do not have to prove the elements of
criminal fraud, but only deception, a broad, flexible and
developing standard. Intent to defraud need not be shown;
unintentional deception is actionable. Misrepresentations
of future events and false promises can be prosecuted if the
seller did not have a reasonable basis for making them.

Actual consumer reliance is not a necessary element;
solely the tendency or capacity to deceive must be shown.
If only the credulous and the least sophisticated can be
deceived, the practice is deceptive. Actual damage does not
have to be proven, so the prosecutor need not present actual
victims or prove injury.

While an extremely flexible standard, deception still
is based on the notion of a misleading inducement, not that
the underlying transaction is a "rip off". Injunctive suits
in some jurisdictions can allege one of two other civil
standards of merchant misconduct, unfairness or unconscionability,
that do not require seller misrepresentations to be actionable.

Unfairness is an ambiguous and evolving standard, but
important considerations are:

~ whether the practice offends public policy. Is it
within at least the penumbra of some common law,
statutory, or other established concept of unfairness.

- whether the practice is immoral, unethical, oppressive,
or unscrupulous.

- whether the practice causes substantial injury to
consumers. 15/

The standard for when a practice is unconscionable is
similarly vague, but criteria suggested by state legislation
include:

- whether unfair advantage is taken of consumers' lack
of knowledge, ability, experience, or capacity, or
whether consumers would reasonably misunderstand the
transaction's true nature;

- whether merchants knew of consumers' inability to receive
anticipated benefits or make payment in full;
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~ whether goods are grossly overpriced or agreements
substantially one-sided;

- whether consumers are required to waive legal rights or
agreements contain terms prohibited by law or unreasonably
jeopardize additional money or property. 16/

Criticism of General Standards, Use of Specific Standards

Deception, unfairness, and unconscionability, while
providing flexible, evolving and liberal standards of merchant
misconduct, are criticized as too subjective and not specific
enough. Criminal fraud is limited by the proof of intent requirement.
These other civil standards make all kinds of unintentional
conduct arguably actionable.

Enforcement agencies hesitate to prosecute, uncertain
whether conduct violates these standards. They avoid litigation
in new areas, afraid that adverse precedent will be created.

For the same reasons, review of such actions within the

agency is often lengthy and time-~consuming. Before prosecuting,
offices overinvestigate, wasting resources and time developing
a "fool-proof" record. Prosecutors do not know what they

have to show a judge, so they show everything.

Judges, used to specific standards, do not enforce the
law creatively, and are reluctant to order strong injunctions
for violation of such a vague standard. For example, a
judge will rarely penalize a seller severely for failing to
disclose information if there were no pre-~existing specific
standards about what information must be disclosed.

These general standards also leave businesses and consumers
uncertain as to whether particular practices are illegal.

Alternative standards for c¢ivil prosecutions are specific
guidelines for prohibited and reguired seller behavior.
Examples include requirements that specified information be
affirmatively disclosed, that products be delivered within a
certain number of days, and that certain transactions must
be in writing. The list of possible guidelines and prescriptions
is endless.

Specific standards can be tailored to particular types
of fraud. The more specific the standard, the easier it is
to prove a violation. Prosecutors find such straightforward
suits easier to bring, readily determining whether conduct
is illegal. They can ascertain how much evidence is enough
and limit their investigation to that. Evidence can be
limited to just defective sales contracts or disclosure
forms. Prosecutors do not have to resort to detailed
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fishing investigations or time-consuming attempts to obtain
information from the seller. Proving oral misrepresentations
is rarely important, so finding credible consumer witnesses
is not necessary.

Courts also are receptive to actions alleging violations
of clearcut guidelines. Similarly, specific standards
better notify merchants and consumers what sales practices
are illegal.

But general standards also have their supporters who
argue that deception, unfairness and unconscionability are
powerful standards, allowing creative applications. No
frauds escape prosecution as these standards develop and
evolve to meet new types of fraud in new areas. Specific
standards just provide guidelines to fraudulent merchants
about how to develop schemes that can not be prosecuted
because they fit into loopholes or fall outside a regulation's
scope.

Practical Obstacles to Obtaining Injunctions

Whatever standard used, prosecutors face certain obstacles
to obtaining injunctions. Problems vary with the type of
merchant involved, the agency seeking the injunction, and
the type of order sought. Most sellers (and courts, where
approval is necessary) readily agree to voluntarily dis-
continue practices or sign weak consent agreements. Most
enforcement agency investigations are resolved in this
fashion; with the exception when companies leave the state
or cease business operations, virtually none are closed or
litigated.

Critics attribute this to agencies' willingness to
settle for almost anything on paper, rather than close a
case or litigate it. One FTC regional office, for example,
has not tried a case in four years.

But when enforcement agencies go after litigious
major corporations with almost unlimited legal resources, cease
and desist orders are difficult to obtain. If the company
decides to fight, cases drag on for years. Defense attorneys
raise every conceivable issue and make every permissable
appeal. Five years or more can &lapse from the FTC initiating an
investigation to the final order.
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Enforcement agencies report a different experience
dealing with small companies. Their counsel is less effective,
not raising articulate defenses, and it is easy to reach guick,
favorable settlements with them. The more substantial problem
with small companies is finding them to prosecute. They
often leave the jurisdiction or go into bankruptcy when
prosecution is threatened.

But if cases against even small companies go to trial,
they require significant rosource committments. Suits can
involve thousands of consumers, who, according to one prosecutor,
all want to be "pen pals", resulting in more time spent
talking and writing to consumers than litigating the cassz.
Business records and other documentation for some cases can
literally fill up rooms. A typical FTC litigation requires
two attorneys working full time for 6 to 8 months.

It is remarkable that so many rescurces have to be
expended solely to order a seller not to engage again in
certain narrowly defined illegal acts. Some prosecutions
seek novel or far-reaching orders, but the core problem is a
general attitude by judges, prosecutors, and defendants that
the company has to be proved "guilty" before an injunction
can be issued. Courts do not issue orders after simply
determining that the public interest would be served if a
particular merchant is put on notice not to perform certain
illegal acts.

This tendency to over-litigate injunctive actions has
ramifications beyond those few cases that are actually
litigated. The seller's major bargaining chip in consent
agreement negotiations is the threat that the prosecutor
will be forced to go to trial. If injunctions were awarded
after simpler and easier hearings, consent agreements would
be tougher on fraud offenders.

Speed in Obtaining Injunctions, Temporary Restraining
Orders

Even more debilitating than the resources required to
prosecute a case is the time it takes to obtain an injunction.
FTC cases take years; attorney general actions are significantly
faster, but still drag on for months. Meanwhile, the merchant
can continue his fraudulent activity. Sellers do not have
to stop their illegal behavior when sued by the FTC until
all appeals are exhausted, often taking several additional
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years.

Consequently, critics consider injunctions to have no
effect. By the time an order is in force, merchants have
milked the fraud scheme for all it is worth and have moved
on to a different one, keeping their illegally gotten
profits.

Temporary restraining orders (“TRO's") and preliminary
injunctions solve this problem by ordering the seller to
temporarily cease his challenged conduct during the pendency
of the case. The slowness of the trial then becomes a
factor in the prosecutor's favor as the merchant is under
order until the case is concluded.

TRO's are generally easy to obtain. While these orders
are only available to prevent irreparable injury, courts
rule that this requirement is satisfied if a merchant
retains the future ability to misrepresent and if resumption
of fraudulent acts is likely. Continuing violation of
a deceptive trade practice law thus demonstrates irreparable
injury. A merchant's promise to discontinue the challenged
practice i1s no defense.

Nor does the prosecutor have to show a pattern of
misconduct to obtain a TRO . A few consumer affadavits or
defective contracts are enough, eliminating the need for an
extensive investigation. Prosecutors report winning almost
all of their TRO cases, particularly if they involve unlicensed
activity.

TRO's can be effective against highly mobile fraud
offenders by freezing bank accounts before the merchant can
skip town with the money. Consumers' returned checks
indicate where a merchant banks, and a prosecutor can then
go to court without notice and obtain the TRO. Timing is
often critical. 1In one case a TRO was issued just two hours
before the seller was to withdraw his assets from his bank
account.

Surprisingly, prosecutors rarely request TRQ's. The
hundreds of FTC attorneys prosecuting deceptive trade practices
have only sought a handful of preliminary injunctions in the
four years it has had that authority. State and local
enforcement offices also infrequently seek TRO's.

28



3. General Deterrence

Enforcement agencies use injunctive actions not only
for specific but also general deterrence. There can be no
other justification for pursuing cases taking years and
valuable resources which have minimal effect on the seller
being prosecuted.

Use of Injunctions to Create Standards

Injunctions act as general deterrents by establishing
and notifying the industry of clear standards of illegal
conduct. An order against one company will warn the rest of
the industry what conduct is unacceptable, interpreting such
broad and vague categories as deception, unfairness, and
unconscionability.

Mainstream companies, wishing to live within the scope
of the law, will often abide by these new standards. But
sometimes whole industries are willing to face some bad
publicity and a few more injunctive actions in exchange for
exhorbitant profits. For example, the FTC's attempt to stop
vocational school abuses with cease and desist orders proved
virtually useless. Similarly, an enforcement agency's
prosecution of the largest companies in an industry has an

impact on major corgoratlons but has less on smaller companles
who know they will be the last to be prosecuted.

Injunction created standards of prosecutable conduct do
not deter other merchants because there are no special
sanctions if companies ignore this warning. All they face
is another injunction, directed against them this time,
warning them not to do it again.

Recent FTC legislation responds to this weakness by
authorizing sizeable civil penalties for initial violations
by companies that have notice of standards set by individual
adjudications. While this legislation gives litigated
injunctions more of a deterrent effect, the statute significantly
does not apply to almost all FTC actions, those settled by
consent agreements.

Others criticize any use of individual litigations to
establish binding standards. Case by case litigation is
expensive and does not always provide useful precedent.
Cases often turn on their own individual facts, and judges
prefer not to go beyond those facts to create standards
applying to other cases.
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Agencies do not trust judges to interpret aggressively
such vague and flexible standards as deception and unfairness.
The FTC is reluctant to bring cases of first impression
before federal courts, preferring first to establish the
precedent through slower and less effective administrative
action. Attorney general offices will often settle cases
instead of allowing the court to decide the case and create
bad precedent. Moreover, when cases go to trial, other
industry members, consumers, and other interested parties
are not able to participate in the standard setting decision.

The FTC and many attorney general offices utilize
rulemaking as a more effective method of establishing and
notifying the industry of specific standards. The non-
adjudicatory proceeding, involving the whole industry and
consumer groups, does not prove companies' past illegal
acts, but concentrates on creating appropriate standards.

State rulemaking procedures are less cumbersome than
injunctive litigations, dispensing with formalized, adjudicatory
procedures. Written notice and an opportunity for written
and sometimes oral comment is all that is reguired. But
enabling legislation can make the rulemaking process more
time~consuming; the FTC has a complicated rulemaking procedure
that takes years to complete.

Injunctions as Penalties

A second way injunctions can serve as general deterrents,
beside creating and notifying the industry of specific
standards, is if the injunctive order includes so many
affirmative reqguirements that the offending seller is actually
penalized. Sellers do not fear injunctions that just warn
them not to engage in certain specific acts again. But
injunctions are more threatening if they include additional
costly requirements that place the seller at a competitive
disadvantage. Types of orders containing such added onerous
prescriptions are only limited by the human imagination.
Examples include affirmative disclosures, recordkeeping,
compulsory arbitration of consumer disputes, ceasing certain
non~deceptive marketing techniques, and liberal refund
standards for future service sales. Added to the burden
of these expanded injunctions are the costs and adverse
publicity associated with litigating the case.

Even so, injunctive actions are not as severe deterrents
as prison sentences and judges will not always order onerous
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affirmative actions, particularly if no evil intent is
shown and the standard violated is vague. Consequently,
injunctions' general deterrent effect must rely on their
widespread prosecution.

(4) Limits on the Initiation of Injunctive Suits

Enforcement agencies do not bring injunctive actions for
many of the same reasons criminal prosecutions are not
brought. There are also additional factors causing government
agencies' reluctance to prosecute.

Agency Discretion

Many agencies do not consider injunctions as effective
specific or general deterrents and prefer restitution,
rulemaking, and other strategies. Other offices only consider
injunctive actions meeting certain criteria. One FTC regional
office will not touch cases against companies with less than
$3 million in sales, that involve individual monetary losses
less than $300, or have only local implications. Other
agencies seek injunctions selectively for health and safety
problems.

Other offices limit cases if contractual defenses are
available, proof relies on oral representations, or if the
defendant is likely to leave the state or go out of business.
Offices do not initiate litigations based on only a few
complaints. State enforcement agencies rarely prosecute in-
state companies who only defraud out-of-state consumers.

Limitations on injunctive cases prosecuted are invariably
attributed to a chronic lack of resources. But that complaint
is either evidence that offices are in fact understaffed or
that the injunctive strategy is just not cost-effective.

The average attorney general office has about six
attorneys and a similar number of investigators working full
time on consumer protection. Variation by state is
significant. Arkansas, Indiana, and Tennessee each
report one full time attorney; Illinois, Massachusetts, New
York, and Texas each report more than 20. ll/

Local consumer protection agency budgets range from
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under $5,000 to over $1,000,000. More than 70% have budgets
under $100,000; only 14% have budgets more than $300,000. 18/

Institutional Impediments

Prosecutors can only bring cases they know about.
Consumer complaints are a major information source, but
consumers do not always complain or clearly articulate the
underlying fraud. Experts criticize agencies for sitting
back and waiting for complaints to come in, instead of
actively monitoring the marketplace.

Active investigation is the best method of discovering
patterns of abuse, allowing offices to develop intervention
programs. Advertising can be scrutinized, undercover shoppers
and test products can be utilized. Former auto mechanics
and salesmen are skillful investigators of the industry they
were formerly employed with.

Jealousy and conflict between competing enforcement
agencies is a surprisingly important factor in diminishing
agency effectiveness. Offices seem as intent at criticizing
each other as prosecuting fraud, and merchants are skillful at
playing off one agency against another.

Similarly, no one office is perfectly constituted to
stop consumer fraud. Legislators grant certain regulatory
agencies, with special expertise dealing with particular
industries, exclusive jurisdiction to prosecute frauds committed
by that industry, preempting efforts by consumer fraud
enforcement agencies. But these agencies are also inexperienced
and often uninterested in acting as consumer fraud prosecutors.

State enforcement agencies are distant and bureaucratic.
Local consumer protection offices are more accountable,
accessible and tangible to the local community, and their
actions generate local publicity.

State agencies have more resources, and their greater
size leads to more expertise and specialization. They are
less subject to local idiosyncracies and can deal with state
problems in a more coherent and uniform fashion.




State agencies, on the other hand, have difficulty
dealing with interstate problems. Federal agencies, while
better at inter-state issues, do not effectively police
local problems. Such institutional limitations to government
enforcement efforts, whether they be at the federal, state,
or local level, are inescapable for as brcocad an area as
consumer fraud.

Within agencies, staff complain about excessive layers
of review, delay, and continuing changes in guidelines and
priorities. The upper levels of review are subject to
political pressures. Many attorneys general and district
attorneys are elected, so an office's public image, and not
just its law enforcement effectiveness,is important. Political
appointees are concerned with the views of those appointing
them. Consequently, staff independence is always an issue.

Staff are often inexperienced due to the high turnover
among professionals. The high turnover can also result in
several different prosecutors handling the same case. None
may be fully familiar with the whole case, and if just one
prosecutor loses interest, the case is dropped.

Some offices downplay litigation, emphasizing complaint
mediation in its stead. Violations of some laws are not
enforced at all because no agency is responsible or interested
in enforcing the statute.

Enforcement agencies can also just be ineffective. 1In
one case an investigative reporter developed through informants
and other investigative reporters solid evidence of a
serious consumer fraud, but could not convince the attorney
general to bring suit. A law professor stopped providing
students to an attorney general office after discovering
only one case had gone to trial in a year. Others comment
that offices are afraid to lose cases and thus never bring
any. A legal services office was so enraged over the inaction
and incompetence of one enforcement agency it considered a
malpractice suit. While such harsh criticism is not widespread,
it is not isolated either.

Number of Injunctive Actions Brought

The result of all these factors is that relatively few
injunctive actions are brought. A negligible number of
civil prosecutions of any sort actually go to trial. One
active attorney general office has not had a case go all the
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way to trial in 2-1/2 years. FTC regional offices average 1
or 2 administrative trials a year.

Significantly more consent agreements are signed.
The FTC averages about a consent agreement per attorney per
year. In 1977, attorney general consumer protection offices
filed about 1200 civil suits, or an average of 24 a state
or four an attorney. 19/ Few ¢, to trial; most result in
simple settlements or assurances of discontinuance, having
little general deterrent value.
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C. FINES, PENALTIES, AND LICENSE REVOCATIONS

An intermediate deterrent approach between criminal
sentences and injunctions is to fine or, in extreme cases,
revoke licenses of defrauding merchants. Sanctions are not
as harsh as prison terms but,unlike injunctive actions, initial
violations are penalized.

Civil monetary penalty and license revocation actions
utilize favorable standards and procedures similar to civil
injunctive actions. While actions for misdemeanor fines
necessitate criminal procedures and standards, these are
relaxed compared to felony prosecutions.

Simpler prosecutions resulting in penalties for initial
violations is an effective general deterrent if two conditions
are met. Prosecutions must be frequently initiated so that
the threat of government action is greater than with felony
prosecutions. And the actual sanction for the initial violation
must be severe enough to deter.

1. Fines and Penalties

Criminal fines and civil monetary penalties vary
significantly in their size. Regulatory statutes often
authorize $50 or $100 fines. Even misdemeanor fraud statutes
have maximum fines as low as $500. On the other hand,
several federal felony statutes allow fines of $5,000 or
more,but state criminal statutes rarely authorize such
sizable criminal fines

Civil penalties for initial violations of deceptive
trade practice statutes are higher, as much as §$5,000 or
$10,000 per violation. Since each instance of fraud is a
separate violation, maximum penalties can be significant.
But these larger penalties are infrequently awarded. Courts
usually limit penalties to several thousand dollars; only
rarely are penalties of $100,000 or more ordered.

No sellers find several hundred dollar penalties
significant deterrents. Large companies do not even consider
a $50,000 penalty anything more than a cost of doing business,
and may even be able to write it off for tax purposes. PFraud
schemes net more revenues than the fine, so restricting
government sanctions to minimal fines insures the fraud's
profitability.
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Only large penalties awarded against small companies
engaging in minor frauds have significant deterrent effects.
Commentators suggest increasing monetary fines to a percentage

of a company's sales or a multiple of its fraudulent profits., 20/

The real threat of misdemeanor and civil prosecutions
is not the monetary fine. For established merchants, the
attendant publicity damages sales. Even more damaging to
local merchants with strong ties to a community is the
stigma attached to a criminal conviction, even one resulting
only in probation.

But neither publicity or probation threaten fly-by-
night sellers or other non-established merchants. Probation
also has less effect if corporations, not individuals, are
convicted. Companies also minimize publicity's unwanted
effects by settling almost all matters in their earliest
stages, while not admitting guilt, Increased advertising
and public relations efforts can counteract adverse publicity
generated.

To the extent that monetary sanctions are not as severe
deterrents as criminal sentences, failure to bring frequent
actions particularly limits their effectiveness. 8ellers
will risk occasional $1,000 fines more than five year prison
terms.

This section will not reiterate the procedural, proof,
resource, organizational and other problems facing the civil
prosecutor. 21/ And while misdemeanor criminal actions are
simpler to bring, they meet many of the same obstacles as

P g e o o mde & e 4
felony prosecutions. 22/

But, unlike other government prosecutions, monetary
penalty suits should not be limited for want of resources.
The actions generate more revenue than they cost. For
example, one office with an $800,000 budget returned to the
county $1,700,000 in fines. Legislation can also require
offending sellers to pay for prosecution costs, further
minimizing the strategy's cost.

Forcing the merchant to return fraud profits to the
state also avoids the significant distributional costs and
problems associated with ordering the seller to make restitution
to individual defrauded consumers. Instead of calculating each
victim's loss, locating him, and giving him the award, the
court awards a fixed amount, independent of proof of loss,
to the state to distribute as it sees fit. This is a deterrent
strategy, and does not compensate victims.
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2. License Revocation

License revocation is a far more serious deterrent than
monetary penalties., Even a temporary suspension can result
in hundreds of thousands of dollars of lost profits and
significant adverse publicity. Permanent revocations put
the seller out of business in the jurisdiction revoking the
license.

This sanction does not affect unlicensed sellers, marginal
operations that move to other states or change names, or
sellers continuing to operate unlicensed. But for established
sellers, the sanction is a very serious threat, meaning the
end of the enterprise and the loss of a substantial investment.

While the deterrent may be equal in force to prison terms,
license revocation procedures are civil and often just
involve hearings before licensing boards. Aggressive agencies
can quickly and simply revoke licenses, but court appeals
inevitably drag cases out much longer.

Because of the sanction's seriousness and the likelihood
of appeals, the remedy is not applied to all but the most
egregious first time offenses. License revocation is more
successfully used after a string of warnings and fines
document the seller's wanton disregard of the law.

This in turn requires an active enforcement program
continually wmonitoring individual sellers' compliance with

the law. Licensing boards, the agencies with this responsibility,

are usually unable or unwilling to perform this task, and
rarely revoke licenses. Reasons for licensing board inaction
are developed elsewhere in this report. 23/
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D. "PRIVATE ATTORNEYS GENERAL"

"Private attorneys general" deter fraud without relying
on government agency action. Legislatures give private
individuals the tools to bring their own legal actions that
deter merchant misconduct. Limited prosecutor resources are
not utilized, and frauds that no government agency is interested
in are prosecuted.

Private suits for actual damages do not deter fraud; at
best, they compensate victims. Private actions only threaten
fraud offenders if consumers are given special remedies.

This section will discuss two such remedies - private injunctive
actions that act as specific deterrents, and special damage
awards that serve as general deterrents.

1. Private Injunctive Action

Individual consumers, much like enforcement agencies,
can request courts to temporarily or permanently enjoin
merchant fraud. Violations of these injunctions, as with
agency initiated orders, insult the court's integrity and
readily result in criminal or civil contempt sanctions.

Consequently, a private litigation can have same deterrent
effect as a government agency action. Earlier analyses of
injunctions' strengths and weaknesses as specific deterrents
will not be repeated 24/, but certain factors make it more
difficult for individuals than enforcement agencies to
bring these actilons.

An individual consumer rarely continues to deal with a
defrauding seller, and thus the seller's future conduct is
not of direct concern to him. But courts are reluctant o
grant injunctions if there 1s no prospect of litigants
benefiting from them. The judiciary settles disputes between
two interested parties, and does not respond to general
pleas for reform.

A number of statutes authorize individual injunctiwve
actions, even if the plaintiff has no prospect of being
harmed in the future, as long as he was damaged by the
scheme in the past. But frequently those best equipped and
most likely to bring injunctive actions are not past fraud
victims, but consumer organizations or attorneys who can not
ethically solicit past victims.
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The required proof of actual damage also complicates
cases since plaintiffs must show reliance and injury, not
just a tendency to deceive. This is particularly difficult
for consumers attacking just advertising practices.

Several state laws allow individual injunctive suits
without a showing of damage or interest in the practice.
Constumer lawyers and organizations, legal services offices,
and others can go into court, demonstrate that the statutory
standard has been violated, and request future violations be
enjoined.

This apparently powerful strategy is limited by the
lack of individual resources or motivation to pursue essentially
altruistic actions. The consumer suffers no financial harm
if he does not bring the action, and no gain if he does.
The merchant, on the other hand, has a strong incentive to
expend substantial legal resources fighting the suit.

Offers of generous attorney fees and statutory penalties
to successful litigants can overcome these problems, but the
more these awards penalize the seller, the stronger must be
the consumer showing that the seller's misconduct was willful
or gross. Judges rarely order strong penalties for unintentional,
technical violations. Statutes effectively encouraging
consumer litigation also are criticized as overloading
courts with matters outside the judiciary's traditional
expertise, and fostering frivolous suits.

2. Special Damage Awards

Private damage suits act as general deterrents if the
penalties inflicted are large enough and the threat of
litigation is real enough. Actual damage awards do not
deter at all, but only return the consumer to the status
quo.

Special damage awards, when authorized, order merchants
to pay more than actual damages and thus deter. While
individual special damage awards do not penalize sellers as
much as government prosecutions can, there are more consumers
than there are government prosecutors to initiate such
actions.

Three types of special damages are awarded in private
consumer fraud actions. Courts order punitive damages in
addition to actual damages when the fraud is particularly
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deterring similar misconduct.

In a recent product liability case involviag the Ford
Pinto, the jury awarded $3 million actual damages for
bodily injuries and $125 million punitive damages, believing
that only an award of this size would deter car manufacturers
from designing dangerous cars. But consumer fraud actions do
not have $3 million at stake, and the consumer will not be
able to afford the type of investigation and legal presentation
necessary to show sufficient seller culpability to support
sizeable punitive damages.

Consumer fraud statutes occasionally authorize treble
damages, where actual damages are trebled in calculating the
final verdict. Treble damages are easier to justify than
punitive, but consumers must still prove their actual damages.
If provable damages are small, treble that amount will have
little punitive effect.

The third special damage award is statutory damages.
A minimal award is made if the plaintiff proves violation of
the statutory standard, regardless of the litigant's actual
injury. Statutory damages range from $25 to several hundred
dollars. This small amount is insufficient to deter most
fraud.

While individual statutory or treble damage awards are
insufficient to deter seller abuse, if enough consumers
bring these actions, the cumulative effect can be significant.
But, as described elsewhere in this report, 25/ private
damage actions are not economically feasible and are rarely
brought, even with the prospect of special damage awards.
Small claims courts encourage some private actions, but do
not authorize punitive, treble, and statutory damages.
Attorney fees facilitate other actions, but not enough to
produce any significant deterrent effect.

The use of the class action device to aggregate special
damage awards is a more promising solution. Treble the
actual damages of thousands of class members can be a sizeable
penalty. Awards are even more substantial if minimum damages
are calculated for each class member, i.e. $100 to each of
10,000 class members, for a total award of $1 million.
Statutory damages are particularly effective because the
class does not have to prove class members' actual damages
or reliance on the fraud.

offensive, and when there is a strong public interest in
|
l
|
|
|
|
|
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This remedy is so powerful, leading to enormous awards
for minor violations, that courts are reluctant to use it.
Truth~in~Lending legislation has been amended to clarify
that courts should award minimum damages to each class
member, but sets a maximum penalty equalling a percentage of
the seller's assets.

Businesses report fearing no government sanction as
much as a class acticn seeking minimum damages, particularly
if violation of a specific, easy to prove standard is alleged.
Private attorneys have sprung up specializing in this sort
of action, responding to the potential sizeable attorney
fees that can be won.

While not as effective as statutory damages, class
actions alleging punitive damages can also be successful.
The amounts at stake allow the development of a factual
record sufficient to show gross fraud affecting the public
at large and justifying punitive damages. Nevertheless, use
of clasg actions to seek any kind of damages for consumer
fraud has severe legal and practical limitations, analyzed
in some detail later in this report. 26/
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II COMPENSATE VJ_TIMS

Compensating victims is another important consumer
fraud approach. The offending merchant returns the defrauded
consumer to the status quo, redressing wrongs suffered.
This approach does not prevent or deter fraud, but only
compensates victims,

To the extent consumers can be quickly and effectively
returned to the status quo, there is no need for other
approaches preventing fraud. But, since no available strategy
returns all defrauded consumers to the status quo, this
approach must be viewed as a partial solution, compensating
as many victims as possible.

There are three important strategies utilizing this
approach. Injured consumers can bring private damage actions
alleging fraud and asking the court to order the offending
seller to pay damages. Since traditional actions are not
practical to redress small frauds, states have developed
a number of innovations. Special damage awards, attorney
fees, small claims courts, and class actions attempt to
make fraud actions easier and cheaper to bring. While
successful to some extent, all of these innovations have
important weaknesses.

Warranties and other liberal standards of merchant
misconduct and post-sale disclosures make proof easier.
These too fail to make private actions cost-effective.

Government prosecutors can request a court to order
restitution to all consumers defrauded by a seller. This
strategy is similar to a private class action, sharing its
strengths and weaknesses. It also has advantages and
disadvantages of its own.

Complaint mediation is the essentially voluntary process
of government agencies mediating disputes between sellers
and buyers. Many defrauded consumers do not complain,
agencies refuse to mediate certain complaints, and certain
merchants refuse to participate. But for a large number of
consumers, complaint mediation results in at least partial
compensation.
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A. PRIVATE DAMAGE ACTIONS

Defrauded consumers can compensate their losses by
bringing private damage actions in state courts against the
offending merchants. If the consumer proves fraud, the
court will order the merchant to pay the consumer the proven
damages. In theory, this is a powerful consumer fraud
intervention strategy. Every time an individual is ripped
off, he goes to court and gets his money back. The consumer
ends up with no financial loss and the merchant may even
come out behind.

For the strategy to be effective, vonsumers must initiate
suits, these actions must be cheap and quick, fraud and the
amount of damages must be easily proved, and consumers must
in fact get their money back. 1In practice, none of these
things happen.

A number of innovations - special damages, attorney
fees, small claims courts, class actions, warranty law, and
post~sale disclosures - encourage and simplify private
actions. This section will evaluate these innovative approaches
after first analyzing traditional private fraud actions.

1) Traditional Fraud Actions for Actual Damages

Collecting Judgments ; Jurisdiction

To bring a damage suit successfully the consumer must
properly notify the merchant of the action and must later
collect the judgment from him. Serving a complaint against
a local, established merchant is not difficult; properly
notifying an out-~of-state seller such as a mail order firm
is. Courts traditionally did not have jurisdiction over
such defendants, but modern courts find "long arm" jurisdiction
if the defendant has the reguisite minimum contracts with
the consumer's state.

More troubling is the merchant who disappears. If the
defendant is a corporation, service of the complaint can
usually be made on the Secretary of State or some other
statute-created agent. Non-corporate defendants must be
served personally. If the consumer can not find the seller,
he can not sue him.

Properly commencing the action does not guarantee that
court-awarded damages can be collected. If the merchant is
bankrupt, the consumer will be lucky to collect ten cents on
the dollar. 1/ Even if the merchant has adequate assets to
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satisfy the judgment, the consumer may not be able to reach
them. Consumers may have to enforce their judgments against
out~of-state firms in a court in the state where that firm
has assets.

Consumer Reluctance to Sue

Consumers only sue if they know they have bheen defrauded.
Good fraud schemes do not let consumers know *“hey have been
taken. The consumer sees no pattern of abuse, and considers
his own bad purchase experience as his own fault or the
result of unintentional merchant error.

Self~-improvement sellers such as health spas, dance
studios, and vocational schools encourage consumers to blame
their own inadequacies and not the sellers' for problems
they have. A buyer may shrug off as accidental a product's
shortcount, unaware that everyone else is being shortchanged.
A pattern of a repair service charging more than estimates
will be perceived as fraud; one isolated instance will not
be.

A consumer realizing he has been taken may not know
that he can remedy his injury through court action. Most
lawyers are not familiar with recent, often complex consumer
legislation; the public certainly is not either.

Legal ethics prohibit attorneys from approaching fraud
victims and encouraging them tc bring legal action. Attorneys
willing to handle small consumer fraud cases must wait until
the consumer realizes the fraud and contacts him.

But many individuals will not contact any attorney,
being afraid of lawyers or never having used one before.
Some merchants monitor closely this reluctance to hire a
lawyer. Finding that certain practices are so outrageous as
to make consumers seek legal assistance, they limit their

fraud to acts that come just short of arousing that level of
consumer anger.

Economic Restraints

Hiring an attorney is only economically feasible in
consumer fraud cases where damages run into the thousands of
dollars. Attorneys may accept a $250 retainer for a simple
case requiring only pleadings, court costs, and one court
appearance, kut for most cases attorneys will require about
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$500 and a sizeable percentage of any recovery.

Specialists mass-producing consumer fraud cases will
not be able to decrease these prohibitive attorney costs.
Each case is different, requiring investigation, preparation,
depositions, and proof at trial that a complicated, unique
factual situation falls into the narrow fraud standard.
Consumers rarely keep sales documents and the attorney must
investigate the case from scratch.

Consumers meeting strict income guidelines can turn to
legal services programs, but access is limited. The Legal
Services Corporation reports that over 8 million of the 29
million eligible clients do not have minimum access to a
program. 2/

Legal services lawyers have enormous caseloads and give
non-consumer cases priority. Apartment evictions and welfare
benefit cut-offs are more pressing than suing for a refund
on a consumer transaction. Some legal services programs do
not take new consumer cases or litigate only those with law
reform impact.

Consumers unable to retain legal counsel will find it

virtually impossible in most courts to initiate their
own actions. Legal complexities, proof problems, court

forms and procedural requirements bar lay litigations.

Delays

As debilitating to consumer damage actions as the
failure to obtain counsel is the tremendous delays litigants
face in obtaining trial dates. In Chicago civil suits have
one year delays in small claims court and three year waits
in other courts. Other cities experience even worse problems.

Consumers and consumer lawyers are unhiquely vulnerable
to time delays. Major corporate litigants generally have a
miniscule percentage of their assets at stake in any case
and can accomodate any outcome through advance planning.
Their attorneys are on retainer or have a sizeable practice.
Waiting five years for an outcome is no financial strain
on either the corporation or its lawyers.

On the other hand, for consumers and consumer lawyers
significant time delays are almost synonymous with losing
the case. While waiting for a judgment, defrauded consumers
can not replace the money lost and their dispogable income
may be seriously affected. Consumers also move and forget
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about the facts of the case.

Attorneys taking cases for altruistic motives may lose
interest over time, and those taking cases for profit find
that the small returns do not compensate for the delay.
Legal services attorney turnover is so great that cases are
inherited by a whole series of attorneys, the last one often
having little knowledge or interest in the case.

Proof of Fraud

If the consumer gets to trial, proof problems may be
insurmountable. The goods in guestion age, so by the trial
they are of little evidentiary value. Consumers' evidence
is often limited to their version of the seller's oral
representations. Often salesmen will not be available for
cross—examination, hawving left the company and disappeared
before the trial. Consumers rarely retain the documentation
surrounding the transaction. The merchant's version will be
buttressed by documents, often signed by the consumer.

Particularly troublesome is proving fraudulent intent,
and not just negligence, misrepresentation or defective
goods. The easiest way to prove intent is to demonstrate a
pattern or scheme to defraud, but this places significant
investigatory strains on the individual litigant. He has to
go beyond his own experience and explore practices aimed at
cther consumers. Expert testimony's cost makes its use to
demonstrate fraudulent intent prohibitive in minor actions.

Praof of Damages

Courts only order merchants to pay for recoverable
gonsumer iniuries that are proved and measured at trial.
The consumer has the burden of substantiating his damage
claims. If he does not, the merchant, while proved
fraudulent, is not required to pay damages. Awards rarely
equal actual damages.

Certain damages are not recoverable at all. Consumers
usually cannot receive awards for damages indirectly caused
by the merchant's fraud, such as loss of job due to a
defective car. The consumer receives only the difference
between the value of the product or service and the price
paid for it, often far less than the indirect injury. When
indirect consumer losses are awarded, normally they will
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exclude damages for mental suffering unless connected with
physical ailments.

A number of legal innovations respond to these prohibitive
obstacles to successful use of private damage actions.
Special damage awards, attorneys fees, small claims courts,
and class actions attempt to alleviate economic constraints.
Warranty and deception standards and post-sale disclosures
are designed to ease proof burdens.,

2) Special Damage Awards

Punitive, treble and statutory damages provide more
than provable, actual damages, increasing consumers' financial
incentive to initiate litigation. An earlier section analyzed
the effectiveness of these special damage awards in deterring
merchant misconduct. 3/

Punitive damages, as the name suggests, are designed to
punish and deter merchant misconduct, with the consumer
being the lucky recipient. Consumers must prove that the
"fraud, aimed at the public generally, is gross and involves
high moral culpability...". 4/

Only certain frauds meet this standard, and consumers
are forced to make a difficult and costly evidentiary
showing to prove this gross fraud. Punitive damages are not
applicable to normal consumer suits where only one deceptive
transaction is alleged.

Statutes authorizing treble damages usually require
consumers to show "willful" or "bad faith" behavior, nullifying
the use of deception and other liberal standards in these
actions. Even when statutes authorize treble damages without
proof of intent, judges will not award such damages unless
the violation is gross.

Treble damage awards are alsc tied to proof of actual
damages. If actual damages are not proved, three times
nothing is still nothing. Small damage awards trebled will
still be insufficient to encourage private actions, but
trebling damages convinces attorneys to take some larger
cases.

Statutory or minimum damages are awarded without a
showing of actual loss,significantly simplifying proof
problems. As long as statutory damages are reasonable in
comparison to consumer loss, judges will award them, without
having to find gross or willful misconduct. But judges are
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reluctant to order statutory damages that provide substantial
windfalls.

For very small purchases statutory damages authorize
higher consumer awards than actual cr multiple damages. For
example, a $1 loss provides $3 treb.ie damages, but could
result in a $100 statutory damage award. Where consumer
injury is substantiallsy .aore than $100, $100 statutory
damages is not significant and does not encourage consumer
actions.

If statutory damage awards were increased to $1,000,
high enough to hire an attorney, judges would rarely award
such consumer windfalls, particularly in small cases.

Floating statutory damage awards respond to this problem
by varying minimum damages depending on the size of the
challenged transaction. For example, violations of the
Uniform Commercial Code's repossession section result in
awards equal to actual damages or 10% of the value of the
good, whichever is more. Automobile cases result in sizeable
recoveries; radio or kitchen appliance cases do not. Floating
statutory damage schemes will still not provide sufficient
incentive to initiate private litigations involving small
purchases.

3) Attorney Fees

Attorney fee awards encourage lawyers to represent
consumers in fraud actions. The court, after deciding the
case, determines how much the merchant must pay toward the
consumer's legal fees.

Normally, attorney fees are awarded only when the
consumer wins on his affirmative claims. Non-frivolous
losing claims and winning defenses against merchants' collection
actions do not result in the consumer recovering attorney
fees. Court authorized attorney fees are distinguished from
the common situation where consumers, in credit contracts,
agree to pay for the merchant's attorney fees in a debt
collection action.

Attorney fees are useful and sometimes essential to
meaningful consumer litigation. But lawyers will not take
consumer cases, even if attorney fees are authorized, if
there is a substantial chance of losing. Attorney fees, at
best, compensate the lawyer's actual costs; taking cases
that can go either way is a losing proposition as long as
attorney fees go only to winning attorneys. But consumer
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fraud cases, turning on oral representations and vague
legal standards, are rarely sure winners.

Attorney awards' effectiveness also depend on courts'
generosity in computing them, since judges do not award
attorneys' normal fees. Courts use a double standard.
Major law firms representing plaintiffs in large anti-trust
cases receive better awards than smaller firms bringing
civil rights or consumer cases.

Courts usually award consumer attorneys less than 50%
of their normal hourly rate, if they grant attorney fees at
all. Part of the trouble is that judges hesitate to give
lawyers more in fees than the consumer receives by way of
judgment, even though legislation does not limit attorney
fees depending on the size of the principal judgment.

The threat of sizeable attorney fee awards does push
merchants to settle cases, thus lowering the cost of the
action to the consumer. A merchant not settling risks a
court order that he compensate both the consumer and the
consumer's attorney. The consumer attorney, on the other
hand, may not wish to settle if he can make more in attorney
fees by litigating the case. Consequently, settlements have
to include generous provision for the attorney's fee.

Legal services attorneys do not charge their clients,
but use attorney fee awards exclusively as & bargaining chip
to obtain a better settlement for their client. Some legal
services offices do not seek attorney fees, afraid that
the private bar will be angered at sizeable fees going to
legal services offices and not the private bar.

4) Small Claims Courts

Small claims courts are designed to resolve disputes
quickly and cheaply, but still within traditional legal
mechanisms, i.e. through a court trial before a judge. Small
claims courts provide an alternative forum for consumer
claims to costly, complicated and slow traditional court

actions. In addition, government agewc.3s, unable or unwilling

to assist individual complainants, .itst 3fer consumers to
these courts.

Small Claims Courts Described 5/

. Small claims courts provide an accessible, inexpensive,
high turnover forum employing informal and uncomplicated
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pProw.utres. Simple court forms are used; low filing fees
are charged; pre-trial discovery and juries are forbidden;
trials are scheduled rapidly; lawyers are not required;
strict rules of evidence are not followed. Small claims
courts exist in all but eight states, but six states only
establish the courts in one or more designated urban areas.

Small claims courts generally hear only breach of
contract and personal injury cases; many cases arising from
statutorily c¢reated rights are not actionable. Usually the
court has no power to order an injunction, cancellation,
reformation cr other equitable relief, but can only award a
maximum amount of damages, varying from $150 in some states
to $3,000 in others. The median is $500-750, but the legislative
trend is toward increasing the amount of damages that can be
awarded.

Small Claims Courts as Collection Mills

Although small claims courts were established to assist
private individuals, in practice they are used overwhelmingly
by businesses to sue individuals. 6/ They have been branded
as creditor courts and as little more than collection agencies.
Some states have barred collection agencies and other types
of businesses from using these courts; New York prohibits
all corporate plaintiffs.

Consequently, very few small claims court cases involve
consumers bringing fraud actions against businesses; "consumer"
cases are brought by businesses against consumers to collect
debts. 7/ Consumer defendants can raise fraud defenses and
counterclaims, but small claims judges and clerks report
this is infrequent. Plaintiffs usually prevail in small
claims courts and business plaintiffs prevail a much higher
percentage of the time than consumer plaintiffs. 8/

Thus small claims courts can act against consumer
interests, making it easier, less expensive and quicker for
creditors to collect from consumers who may be withholding
payment because they feel defrauded. Many small claims
courts assist consumer plaintiffs; almost no courts help
consumer defendants. 9/

Limits to Effectiveness of Small Claims Courts

Small claims court actions are not likely to deter
fraud, but only compensate individual victims. Most defrauded
consumers do not sue even when small claims courts are
available. Some consumers do not know they have been defrauded;
others will not take judicial action no matter how informal
and inexpensive; others are discouraged by real impediments
to bringing small claims court actions.
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Recoveries for the small portion of victims who successfully
sue are limited by both jurisdictional maximums - often in
the $500-$750 range - and by the consumers' own provable
damages. Treble, minimum, and other punitive damage awards
are not imposed; other sanctions are not authorized.

Consequently, defrauding merchants break even or come
out ahead with individual consumers who resort to small
claims court. Only rarely will small claims courts be used
so often as to significantly reduce a fraud scheme's profits.
Thus it is exceptional that the small claims judges in one
city reported that numerous speedy judgments encouraged
defrauding sellars to leave town, presumably moving to an
area where the pickings were better.

Nor does a consumer's small claims court action trigger
more serious, punitive government actions. Small claims
courts do not have a formal system for referring consumer
fraud to law enforcement officials, even when a string of
similar cases involve the same merchant and where the judge
finds a pattern of gross abuse. Small claims courts have no
legal mandate to establish such a system and judges consider
it non-judicial to take it upon themselves to do so. New
York and California are beginning to require better public
records and monitoring of what happens in small claims
courts.

Impediments to Initiating Small Claims Court Suit

Small claims courts' primary consumer fraud function
thus is to force merchants to compensate individual consumers.
But some types of fraud are not actionable in these courts.
If the consumer's damage is greater than the court's jurisdictional
limit - as low as $150 in some states - the consumer must
either find another forum or sue for that limit. Vocational
school and mobile home frauds, for example, can run into
thousands of dollars.

On the other hand, if the loss is too small, a small
claims court case 1s not practical. Filing fees, the burden
of £illing out forms, and then going to court a second time
for the trial may outweigh the benefits of any possible
recovery. Small claims courts do not allow attorney fees,
minimum, treble, or punitive damages, class actions or any
of the other devices created to make such small actions
possible.

In addition, small claims courts can only deal with
frauds that can be remedied by minimal onetary compensation.
For example, small claims courts can not enjoin debt collection
harassment or cancel or reform contracts.
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Many of the same impediments to initiating regular
damage suits are also present for small claims courts. The
consumer must be able to find the defendant, and the defendant
must have sufficient assets to satisfy the judgment.

Another important impediment is consumer ignorance of
the existence of such courts. One study found case loads to
relate directly to the amount of publicity the court received.

Even if consumers know about the court, they may find
it difficult to appear before it. Most small claims courts
are open only during regular working hours and courts do not
award as damages pay lost because of court attendance. Some
courts are experimenting with Saturday and evening sessions.

Many consumers also find it difficult to locate the
small claims court. 10/ The court usually is not listed in
the telephone book; even if the consumer finds the building,
he may not locate the appropriate clerk's office within it.

Difficulties finding the court, while seemingly trivial,
become significant when compounded with people's negative
connotations about courts as places where people are evicted
from homes, convicted of crimes, or divorced from spouses.
San Jose, California is solving this problem by establishing
a neighborhood small claims court in one of the city's
recreational centers used by low income, Spanish speaking
residents. The center is conveniently located and a popular
meeting place. 11/

Drafting the Complaint

Once the consumer reaches the clerk's office, he must
still draft a complaint, abstracting his dissatisfaction
into a written statement of an actionable case. But court
forms and legal requirements are often bewildering.

Courts often do offer special informational booklets
and advisers and clerks sometimes fill out the forms and
advise consumers what evidence is needed. 12/ 1In Harlem,
three "community advocates" help consumers file claims and
prepare for trial; in Manhatten, volunteer "consumer counsels"
help £ill out forms and advise on necessary evidence.

Recent California legislation authorizes two lawyers to
serve as legal advisors to litigants, but not as court room
advocates. California courts also use very simple forms
and, according to a California judge, cases are never
thrown out for failure to fill out forms properly, even if
claims are incomprehensible.
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Despite these innovative efforts, most small claims
courts do not give consumers much substantive advice, and
even when assistance is offered, it may not be adequate or
institutionalized on a long term basis. One study found a
minority of courts permitted clerks to give minimal legal
advice to litigants and that many informational brochures
were indaequate. Harlem's "community advocates" has been
cut back as it has lost some federal funding. After an
initial spurt of enthusiasm, most volunteer consumer counsels
dropped out of Manhatten's program. 13/

Thus, while a consumer plaintiff is better off in a
small claims court, existing courts still make the filing of
an action difficult. While in theory an attorney is not
needed, and in Chicago's pro se court, for example, not
allowed, consumers may not be up to the task of presenting
their own cases under existing procedures.

Proof of the Case

Consumer plaintiffs, after drafting their complaint,
must return to court and convince the judge that the defendant
merchant has so wronged him that the merchant must pay
damages of a specific amount. Presumably, small claims
court judges will require less rigorous proof than other
types of courts, but in some ways small claims court plaintiffs
are worse off.

As described earlier, common law fraud actions require
such extensive proof that almost all state legislatures have
developed broader and more easily proved standards of
actionable merchant misconduct - deception and unfairness.
However, many states do not allow the use of these more
liberal standards in small claims court.

Similarly, in recognition of the difficulty of proving
actual damages, most courts award minimum, punitive or
treble damages in consumer fraud cases. But these damage
remedies are either unavailable or infrequently used in
small claims courts.

These proof problems are accentuated by the difficulty
consumer plaintiffs face obtaining evidence. Often it is
critical to examine documents in the merchant's possesgsion
or names of salesmen and other witnesses known only to the
merchant. But small claims courts do not allow the ordinary
litigation tools for pretrial investigation and fact gathering ~--
interrogatories and depositions. Moreover, consumers may
not understand how to subpoena a merchant to force him to
bring contracts or other documents with him to trial.
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Even if the merchant brings the documents to the trlal,
this will be too late for the consumer to use them to
prepare his case. Typically, contracts differ markedly from
salesmen's oral representations. Consequently inexperienced
and unconfident consumer plaintiffs, testifying to oral
misrepresentations, are usually unprepared when suddenly
confronted at trial by a conflicting document full of legal
jargon.

Other proof problems abound:

Another type of case where proof tends to be
difficult is automobile or television repair, since the
mechanic accused of the faulty repair is usually the
only person in a position to explain what was wrong,
and what was done. The plaintiff knows only that it
doesn't work. As a judge in Dallas put it, "the plaintiff
is in the worst position in a repair case since he is
suing an expert, and he is not an expert. The plaintiff
can rarely get a mechanic to come to court to testify
for him in a $150 repair case. These problems of proof
also exist in construction cases, in dry cleaning
cases, and in malpractice claims.

Some of the jurisdictions we surveyed had mustered
some resources for assisting with these problems of
proof. The Minneapolis court held all dry cleaning
cases for a special "dry cleaning day" when an expert
would come in to examine the garments and tell the
referee whether the job was up to industry standards or
not. Other judges would occasionally send garments
to the Dry Cleaning Institute laboratory for examination.

In Sacramento one small claims judge reported that if
he was unsure about an automobile repair case he would
ask the California Bureau of Automobile Repair to
investigate the complaint. A small claims judge in
Philadelphia told us about another new resource which
deserves close attention. In that city the automotive
repair industry has formed an Automotive Technical
Assistance Panel (AUTOTAP) which provides an inspection
service for consumers with automobile repair complaints.

For an inspection charge of $5.00 the AUTOTAP service
will check a car for work done -incorrectly, work billed
but not done, work charged which did not affect the
problem, and gross overcharging for a repair. Claimants
on auto repair cases are referred by the small claims
clerk to the AUTOTAP service and all names of the

garage or repair shop complained of are deleted from
the complaint when AUTOTAP examines the car. Many
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repair agencies have agreed to honor AUTOTAP findings

and the AUTOTAP affidavit of inspection is adp:ssable

in a subsequent small claims proceeding if the complainant
is unable to obtain satisfaction from the original

repair shop. 14/

Adequacy of Representation

Consumers routinely oppose in court merchants possessing
more experienced legal representation. Small claims courts
are designed to allow consumers to appear without counsel,
but merchants usually retain attorneys or other skilled

advocates. 15/ In many states, corporationg must be represented

in court by attorneys. 16/ This imbalance in legal representation

is particularly significant in consumer fraud cases involving
conflicting oral statements where skilled investigational
techniques, preparation of witnesses, and cross-examination
are critical.

Judges respond differently to this imbalance, Some
judges lean over backwards to help consumers; others show
great deference to merchants' attorneys who are fellow
members of the bar.

Many commentators suggest that this imbalance should
not be corrected by use of more lawyers or paralegals to
represent consumers. Instead, judges should take active
roles at trial, in sharp contrast to their usual passive
role. 17/ 1Intexviews with judges indicate that many feel
uncomfortable with and refuse to take this active role,
considering it unseemly, in effect representing the consumer.

18/

Small claims courts' effectiveness is also hampered by
judges' and consumers' lack of knowledge of recent, innovative
consumer protection laws. In other courts, if a judge is
not sufficiently abreast of legal developments, he orders
both sides' lawyers to prepare legal briefs and may have his’
own law clerk conduct additional research.

This does not occur in small claims courts. California's
recent provision of a law clerk in one of its small claims
courts is a notable exception. 19/ Consumers do not present
their claims based upon technical consumer laws. Judges
usually decide cases based upon "rough justice®,"common
sense", or ordinary contract law, which may be very different
and less beneficial to the consumer than the state's own
consumer protection laws. 20/ In some states, these consumer
protection laws can not even be applied in small claims
courts.
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Settlements and Arbitration

These issues of proof and applicability of consumer
protection laws have limited importance if the case is
settled before the judge decides the case. The advisability
of these settlements is open to question.

A recent study found that half the judges interviewed
pushed the parties to settle the case between themselves,
and one-half opposed the practice. 21/ Those opposing felt
that settlements were usually unfair to consumers who typically
are ignorant of their legal rights and have no informed
basis for deciding what a fair settlement might consist of.

Settlements do often result in remedies the court
itself has no power to order, such as specific performance
or cancellation. 22/ For example, an auto repairman may
agree to fix a car properly where a court could only order
money damages. But if a .ase has been settled, there will
be no official court record of the merchant's fraudulent
conduct, making it that much easier for the merchant to
continue the scheme.

Arbitration is more formal than settlement, but less so
than a judicial hearing. In theory, it offers a neutral
decision~maker who decides cases in a relaxed setting.

Harlem, Manhatten and other small claims courts have established
arbitration. sessions for those who prefer this method to
going before a judge.

While many consumers are pleased with the procedure, in
practice arbitration does not operate the way its conceptual
model would indicate. Arbitrators see themselves as negotiators,
not decision-makers. They tend to push parties toward
settlement or just "split the difference", instead of
adjudicating the dispute. As long as the plaintiff shows
some damage, the arbitrator will urge the defendant to pay
something, even if a judge would consider the plaintiff to
have failed to meet his burden of proof.

Collecting Judgments

By whatever form a dispute is resolved - settlement
arbitration, or adjudication before a small claims court
judge - there is a good chance the consumer will never be
able to collect on his judgment or settlement. In most
jurisdictions collecting a judgment is a complicated process
requiring a lawyer. Since the small claims dispute was too
small in the first place to justify hiring a lawyer, it will
hardly pay to hire one to collect the judgment. Nor do most
small claims courts assist consumers in collecting their
judgments. 23/
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Judgment may also be legally defective. Usually consumers
sue the comparnies under their trade name, the name they do
business under. However, in most states, unless the judgment
is made out against the company in the exact form in which
it is legally incorporated, the judgment is worthless. 24/
Thus a hard won judgment may prove a pyrrhic victory against
a recalcitrant merchant.

Some corrective action is being taken. A bank is
subsidizing a one-lawyer project that in less than six
months has assisted 1,500 people collect over $15,000 in
judgments. 25/ New York City's Department of Consumer
Affairs will not renew licenses of businesses with out-
standing small claims court judgments. Under a New York
State law, consumers can sue for treble damages if a business
displays a pattern of refusing to pay judgments.

5. Class Actions

Theoretically, class actions are well suited for securing
wide~scale redress for consumer fraud. Class actions
adjudicate numerous claims and provide widespread compensation
in one action without class members' active involvement.

Accordingly, the class action device provides relief
for consumers who are uninformed about their rights, deterred
from f£filing individual suits because of an ongoing relationship
with the prospective defendant, have claims too small to
merit individual adjudication, or lack access to counsel,
Combining numbers and resources allows class members to
counteract the imbalance in financial resources between a
business defendant and an individual consumer.

Nevertheless, substantive, procedural, and practical
impediments limit the full utilization and effectiveness of
the class action device. Class actions are rarely brought
against certain types of consumer fraud and not used widely
against any type.

Attorney Resources Required; Judicial Hostility

Attorneys are reluctant to file time consuming class
actions. Although the time expended for each individual
claim is less than an individual suit, most attorneys will
not gamble on spending most of their time on a risky
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case only paying on a contingency fee basis. Attorney
fees, if authorized, will not be awarded unless and until the
class action is successful.

The substantial costs assoclated with initiating a
class action begin with the extensive investigation and
discovery required. The defendant's increased potential
liability also produces a much more vigorous defense, as
better counsel are employed to raise numerous procedural hurdles
to the action.

Judicial hostility to class actions is another substantial
obstacle. Judges are unfamiliar with class action procedure
and are not interested in learning. They view class
actions as gluts on their calendar, and pressure for early
dismissals or unnecessarily delay rulings on procedural
motions.

Courts are reluctant to preside over cases with large
potential liabilities. For example, some courts refuse to
permit class actions where the recovery is based upon aggregating
a statutory penalty so that technical violations result in
enormous awards.

Predominance Requirement

Before a class action seeking monetary relief can be
brought, the court must find that guestions common to the
class "predominate" over questions of an individual nature.
The "predominance" requirement is a serious impediment to
class actions alleging common law fraud. The plaintiff must
prove that false representations were made and relied upon
by each class member, reguiring testimony by each class
member. Evidence of misrepresentation and reliance by one
class member does not prove those facts for other class
members.

Plaintiffs can demonstrate that representations were made
to all class members by proof that the seller made the
representations pursuant to pattern, practice or policy.

But this is still a difficult evidentiary task because
the defendant rarely puts schemes to defraud in writing or
admits to them.
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At least one state's supreme court has held that
demonstration of a memorized or standardized sales pitch
which the sales representatives were trained to deliver was
sufficient to prove misrepresentation to each class member.
The court also inferred reliance by each class member from
the fact that each member purchased the misrepresented
product. 26/ oo

A pattern of misrepresentations can also be proved
when claims are made through the media, on signs; flyers,
mailings,; or charts shown to all purchasers. The defendant's
failure to disclose important information is more susceptible
to common proof than are affirmative misrepresentations.

Class action plaintiffs can also meet the predominance
requirement by turning to standards other than common law
fraud to challenge merchant misconduct. Actions alleging
deception need not prove reliance or materiality. Courts
are also lenient in finding sufficient conduct to prove
deception from only a few individual cases of misrepresentation.

Use of the unfairness standard eliminates proof of
common representations if inducement is not part of the
alleged unfair conduct. For example, a class action can
allege that the sale of duplicative health insurance to
the aged is unfair regardless of whether it was sold through
the use of misrepresentations concerning the coverage of
existing Medicare/Medicaid benefits. The seller should know that
the aged purchasers are covered by government health benefits,
and no proof is needed about reliance and individual
representations.

Individual questions of misrepresentation, materiality
and reliance also are irrelevant when alleging violations
of specific statutory requirements that authorize statutory
damages to private litigants. Frauds can be indirectly
challenged by proving technical violations and seeking
statutory remedies that may be higher than damage awards
for the underlying fraud. The Truth-in-Lending legislation
is one example.

Breach of warranty claims' susceptibility to class
treatment vary. Where the product defect is one of design,
mode of manufacture or otherwise applicable to a whole model,
the defect becomes a common question provable on a class
basis.
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Sales of poor guality merchandise, such as used cars,
require proof that each individual product is defective.
Warranty class actions challenge this type of misconduct
if a specific statutory standard governing fulfillment of
warranty claims is enacted. For example, violation of a
Massachusetts regulation requiring free repair of all
defects appearing within the first 30 days after the sale
can be easily shown by the defendant's records.

Manageability

A class action must be "manageable" for the court to
allow it to proceed. But the calculation and distribution
of damages to consumer class members often requires too
much court time to make them manageable. Only a minority
of courts use imaginative management procedures to overcome
these problems.

Legislation can simplify damage calculations so that
the actual damage suffered by each of thousands of class
members does not have to be proved. Minimum or statutory
damages fix the amount awarded each class member without
any proof of damages. Courts can be authorized to calculate
damages on an aggregate or class-wide basis, avoiding
individual damage measurements. It may be impractical
for each class member to prove his individual overcharge,
but relatively simple, using the defendant's records,
to determine the total overcharge.

Similar flexible methods can handle the significant
damage distribution problems. Courts can conclude that
damage distribution is unmanageable in a consumer case
where only a few dollars are at stake for each class member
and the cost of damage distribution approaches or even
exceeds the class members' recovery. When distribution is
attempted, many class members are unreachable, resulting
in the seller keeping monies rightfully belonging to
defrauded consumers.

One solution to these problems is not to distribute
damages to individual class members, but in some other
equitable fashion. Money can be returned to the defendant
on the condition that he spend the money on some project
benefiting a general class of consumers. This device, known
as "fluid recovery" or "cy pres" distribution, prevents
the defendant from being unjustly enriched and indirectly
benefits class members. Another approach is to return
unclaimed damages to the state as unclaimed property.
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A court may also dismiss a consumer class action as
unmanageable if the defendant railses numerous counterclaims
against individual class members, which he can do as a
matter of right. Counterclaims not only intimidate class
members into excluding themselves from the suit, bhut also
discourage courts from permitting the class action for fear
of getting involved in numerous individual counterclaims.
For example, federal courts are loathe while adjudicating
a Truth-in-Lending class action to hear numerous state law
debt collection counter~claims against individual class
members.

The Uniform Class Action Act proposes that leave of
court be obtained before the defendant pleads any individual
counterclaims. This act, not yet adopted by the states,
avoids the defendant's legal right to bring such claims
by allowing him to assert those claims in a subsequent
action.

Notice

Inflexible notice requirements are another sericus
impediment to consumer damage class actions. The federal
rule dealing with class action procedures, Federal Rule
23, and state procedures based on Rule 23, mandate that
individual notice be sent to all class members who can be
identified through reasonable efforts.

Federal courts strictly interpret this requirement.
Plaintiffs must pay the significant cost of this extensive
notice during the litigation, 27/ and even winning plaintiffs
probably can not receive reimbursement for this cost from the
deferdant. 28/ 6tates with class action procedures similar
to Rule 23 normally impose the same requirements.

Courts are also reluctant to allow less expensive
forms of notice, insisting that first class, rather than
third class or bulk mail, be used, and refusing to require

defendants to send notices along with their regular communications

to class members, such as in billing statements.
Consequently, plaintiffs bringing large class actions must
have access to significant financial resources and be
willing to risk them at the notice stage.

A small number of states have modified Federal Rule 23
notice requirements, adopting more flexible procedures.
Individual notice to all class members is dispensed with where
the court determines it is unnecessary. Defendants bear some
of the expense of notifying class members if the court finds a
good likelihood that the defendant will be held liable on
the merits.
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The Uniform Class Action Act proposes eliminating
individual notice for class members with claims of less
than $100, requiring defendants to share the notice costs
if counterclaims are asserted, and authorizing courts to

minimize notice expenses. Similar legislation has been introduced

in Congress.

Proof of Claim Filings

Another impediment to wide-scale class action recovery
are requirements that class members file with the court
proof of claims prior to the determination of liability.
Failure to file bars individuals' recovery.

Notifications of this requirement are lengthy and
legalistic,resulting in class members failing to submit
the requested information because they do not comprehend
the nature of the proceeding, the steps they must take,
or the significance of their failure to file. Consumers
easily mistake the official notice for a complaint filed
against them by the class action defendant.

Class members are included in the action unless they
affirmatively request exclusion, thereby protecting their
interests without their need to actively participate.
Filing proof of claims prior to any determination of
liability defeats the advantages of requiring members to
opt out of class actions.

For this reason, many courts do not require filings
prior tc a determination of the defendant's liability,
but only before individual members can recover any money.
Knowledge that the defendant has been adjudged liable and
that they can recover damages encourages class members to
file claims. Nevertheless, a significant portion of the
class still will not file and will not secure redress.

Courts occasionally avoid these problems by dispensing
with filing requirements entirely when individual damages
are calculable by reference to documents in the defendant's
possession. When they are not, aggregate damage calculations
are infrequently used. Actual individual damages are ignored
and a proportionate share of the pot ig distributed to each
class member whose whereabouts is known.
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Harrassment

Defendants can narrow consumer redress by harassing

class members so that they exclude themselves from the action.
The defendant's assertion of countercraims against indixidual

class members is one effective means of scaring consumers
into opting-out of the action.

Defendants also contact class members persuading them of

the disadvantages of the action. This i1s particularly
effective where defendants have ongoing relationships with
class members, such as employer~employee or creditor-debtor.
Courts prevent this abuse to some extent by issuing
non-communication orders, prohibiting contact with class
members regarding the class action.

Defendants also harass class members by seeking costly
discovery from individuals relating to their claims.
Typically, the defendant does not need this information
since it is already in his possession or collateral to the
issues involved in the suit. A number of courts
prohibit or sharply limit the defendant's right to discover
information from individual class members, at least in the
early stages of the litigation.

Other Restrictive State Court Procedures

Most consumer fraud class actions are instituted in
state courts since they can not meet federal courts'
jurisdictional requirements. Federal court actions based
on the parties' diversity of state citizenship are
virtually impossible because class members' claims can
not be aggregated to achieve the $1Q,000 jurisdictional
minimum. 29/ Class members with claims of less than
$10,000 can not be "piggy-backed" into the suit if one
member has a $10,000 claim. 30/ Federal courts also
frequently limit consumer actions by exercising their
discretion to refuse to hear state law claims pendant to
federal claims., Consumer fraud claims rarely involve
violations of federal law.

Limiting consumer fraud class actions to state courts
creates several added obstacles to successful litigation.
State judges are less familiar with and more hostile to
class action procedures. State court rules of joinder,
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discovery, and pleading practice are often less flexible
than federal procedures. Federual judges are less influenced
by local politics, a significant factor when a large

local business is named as a defendant.

The greatest impediment is states' antiquated or
restrictive class action procedures that do not permit
the maintenance of consumer class actions at all. Some
states' class action procedures provide flexibility and
meet modern concerns. The Commissioners on Uniform State
Laws fdesigned the Uniform Class Act to make such reform
universal, but in the two years since the model act's adoption
only one state has enacted it.

State courts are also limited in their ability to
bind non-resident class members. If members are not bound
by a judgment, they can not receive its benefits. Some
courts bind non-resident class members to judgments,
cnnsidering that their interests are represented adequately
in the iltigation; others do not. Access to federal
courts for consumer class actions can alleviate this and
other state court restrictions.
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6. Warranty Standards

Class actions, small claims courts, attorney fees, and
special damages intend to overcome economic restraints
and encourage private damage actions. They do not alleviate
the significant evidentiary problems of proving common
law fraud.

Almost all states respond to this problem by allowing
private actions to be brought under "little FTC" or other
statutes that limit proof to a showing of unfairness,
deception, and, in a few states, unconscionability. Private
actions are also sometimes authorized for merchant violations
of specific standards. The effectiveness of deception,
unfairness, unconscionability, and specific standards as
substitutes for fraud is discussed in an earlier section. 31/

Warranty Standards Described

Defrauded consumers can alen sue under breach of
warranty theory. Breach of warranty is easier to prove than
either fraud or deception since the consumer only alleges
that the good or service has not performed as warranted.
Intent is unnecessary; deception and misrepresentation are
irrelevant.

Warranty standards in the sale of goods are spelled out
by a model state code, the Uniform Commercial Code ("The
UCC"), adopted in all states but Louisiana. Warranty standards
for the sale of services are spelled out in legislationor
left to varying judicial interpretations.

Sellers give express warranties in the sal¢ of goods by
affirming a fact or making a promise that becom¢s part of
the basis of the bargain. The seller does not have to use
any formal words such as "warrant" or "guarantee"; warranties
can be created in writing or orally. Intention and reliance
are not necessary, and good faith is not a defense.

Implied warranties of merchantability in the sale of
new and used goods are created when the seller is a merchant
with respect to those goods. "Merchantability" means that
the goods must pass without objection in the trade and they
are fit for their ordinary purpose and the affirmations of
fact made on the container or label.
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The seller creates an implied warranty of fitness for a
particular purpose when he has reason to know of a particular
purpose for which the goods are required and that the buyer
was relying on the seller's skill or judgment to select the
goods . '

The UCC limits implied warranties in several technical
ways. The most important is that implied warranties can be
waived by the seller-~that is, sold "as is". The UCC,
except in a few states, does not limit such waivers, but
only requires that they be clearly given.

After the buyer notifies the seller of a breach of
warranty, the buyer can seek damages for the difference
between the value of the goods accepted and the value they
would have had if they were as warranted, unless special
circumstances show proximate damages of a different amount.
The buyer can also claim consequential damages for losses
resulting from his needs which the seller had reason to know
of when the contract was made, and for injury to person or
property.

Practical Limitations

This liberal standard of proof suffers from several
economic and practical limitations. Consumers are not aware
of their warranty rights. Only 50% of first year law
students are able to comprehend standard warranty language.
32/ Consumer understanding of implied warranty rights is
virtually non-existent.

Consumers pressing their warranty rights find the same
economic constraints as any fraud action. The only warranty
claims ordinarily pressed in court involve large ticket
items such as automobiles or mobile homes. 33/ The number
of automobile warranty suits initiated also depend on various
legal rulings. 34/

Treble damage awards do not encourage warranty actions.
Accompanying standards of "knowing", "willful", or "bad faith"
behavior turn a warranty case back into a common law fraud
action. Even if legislation authorized special damage
awards for breach of warranty alone, judges would be reluctant
to order these awards. '
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Warranty claims can be pressed through the class action
device, as described in the previous subsection. But recent
legislation effectively bars class action warranty cases
in federal courts. 35/

Informal arbitration mechanisms for resolution of
warranty disputes provide a cheap, quick, informal, and
less intimidating alternative to litigation. 36/ Federal
legislation encourages the establishment of informal
dispute settlement mechanisms ("ISDM's") by requiring
consumers as a pre-condition to litigation to resort to
IDSM's if sellers establish them. 37/

The business community, to date, has established only
one IDSM. Consumers will only use IDSM's, if established,
if they provide an easy, quick and fair determination, if
their existence is publicized, and if consumer claimg are
large enough to make initiating the procedure worthwhile.

The requirement that consumers turn to IDSM's before
litigation indicates another problem litigating a warranty
claim. Warranty arrangements prescribe numerous initial
steps before consumers can press their warranty rights
in court. Warranty standards are created through contract

and contain almost any term agreed upon between seller and buyer.

Consumers first complain to the seller and can receive
such a "run-around" that they give up all hope at that
stage. 38/ Other consumers believe they forfeit their
warranty rights by failing to meet such warranty conditions
as sending in registration cards, obtaining certification of
required maintenance, and delivering defective goods to
distant locations. Sellers use these warranty conditions to
discourage consumer litigation. 39/ Federal legislation
curtails these conditions for "full" but not "limited"
warranties 40/.

Warranty Disclainers

Sellers not only place onerous preconditions to collecting
on a warranty but give very limited express warranties and
waive all implied warranties. This is perfectly legal under
the UCC that sets out standards when warranties are given,
but not whether they must be given. Virtually all major
appliance and automobile warranties disclaim implied warranties
of merchantability and fitness. 41/ The typical consumer
product warranty has the following elements:
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"First, a carefully delineated express warranty is
made; second, all other warranties, express or
implied, are disclaimed; third, the remedy for
breach of the express warranty is limited to a
sole remedy of repair or replacement, at the
seller's option; and fourth, the provision may
additionally state that seller shall have no
liability for consequential damages". 42/

Warranty Disclosure

The major government response to merchant failure to
offer product warranties is to require disclosure of the
limited nature of the warranty given. The federal Magnuson-
Moss Act attempts to increase comparison shopping for
warranties, resulting in manufacturers using increased
warranty coverage as a competitive tool in marketing consumer
products. 43/

The Act makes warranty considerations a significant
factor in consumers' purchasing decisions by forcing suppliers
to underscore any disclaimers and limitations, by increasing
consumers' before-gale exposure to warranty tercms, and by
making warranties comnprehensible. It requires specification
of warranties as either "full" or "limited", insuring that
the bold print conforms with the actual content of the
warranty.

Nevertheless, legal commentators doubt that consumers
read warranty information until after they experience operating
difficulties with their purchase. 44/ At the time of sale
other aspects of the purchasing decision overshadow the
consumers' interest in warranty provision details. 45/

In most industries there is a tradition of standardized
warranty policies within product lines, making comparison
shopping for warranties futile. 46/ Businesses find that
transferral of the risks of loss to consumers is most profitable
and are skcptical about using warranties as a competitive
tool. 47/

Consequently, most companies offer "limited" rather
than "full" warranties. 48/ If the Magnuson-Moss disclosures
fail to encourage "mainstream" businessmen to offer fuller
warranties, they certainly will not do so for merchants
bent on fraud, who will continue to sell "as is".
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Minimum Warranty Standards

Government can also establish minimum warranty standards
that merchants can not waive. Potent political forces
constrain this substantive regulation of warranty practices,
and favor allowing free enterprise and competition to
determine warranty standards. 49/

Substantive regulation results in increases in the
prices of goods, not giving consumers the option to buy

cheap, less fully warranted goods. One commentator encapsulated

this approach, "Where loss is unavoidable, shouldn't parties
be free to allocate it as they see fit?" 50/

Other experts argue that consumers do not make free
choices and can not bargain for different terms. They are
usually unaware of warranty provisions and are presented with
take it or leave it standard form contracts. 51/ Various
legislative bodies see marit in this argument and curtail
disclaimers of implied warranties.

The Magnuson-Moss Act prohibits disclaimers for products
with written warranties, but allows limits on the duration of
implied warranties. 52/ Consequently, at least for a
period of time, accompanying every manufacturer's written
guarantee, there is an accompanying implied warranty that
the product is merchantable and fit for the ordinary use
for which such goods are purchased. Merchants not offering
written warranties, primarily ghetto merchants who stipulate
that goods are sold "as is", are not covered by these
Manguson-Moss restrictions.

Five states have also amended their UCC, nullifying
disclaimers of implied warranties or attempts to modi fy
the consumer's remedies for breach of those warranties. 53/
These state laws establish minimum implied warranties for
the sale of goods, not the rendering of services.

Consumer advocates and legislators in these states feel
that elimination of warranty waivers increases the quality
of goods sold and remedies available to injured consumers,
without causing excessive increases in the price of goods.
But, surprisingly, there has besen no careful, empirical
study of the effect of restrictions on warranty disclaimers.
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7. Post-Sale Disclosures

Post~-sale disclosures serve different purposes than
pre-sale disclosures. Thay inform consumers of their post-sale
rights, describe what further performance they should expect,
and document the terms of the sale.

Consequently, post-sale disclosures assist consumers in
realizing they have been defrauded and in what particular
way. Once consumers decide to redress the fraud, the
post-sale disclosures provide important evidence documenting
the consumer's claim,

Legislation does not focus on post-sale disclosures,
but many statutes do include such provisions. Merchants must
give consumers receipts, itemized bills, copies of their
contracts and warranties, insurance policies, cancellation
notices, care manuals, copies ¢f other documents, and even
replaced parts on serviced items.

Consumers rarely question before a sale what their
rights or remedies may be if something goes wrong. If they
are informed, they may not pay attention. Thus consumers
use copies of warranty and cancellation rights by referring
to them if anything goes wrong.

Contracts spell out the extent and nature of buyers'
and sellers' coatinuing performance obligations, allowing
consumers to independently verify the seller's claims and
evaluate the adequacy of his performance. The buyer also
has a second chance to reflect on the nature of the
agreement to determine if fraud is involved.

Post~sale disclosures such as copies of contracts and
receipts provide evidence of the nature of the transaction
that can be used by private attorneys to piece together
what happened. Consumer memories and understanding of the
nature of transactions they are involved in are notoriously
faulty.

One document is worth a thousand words. Consumer possession

of a copy of a sales contract is particularly useful if
there is a dispute as to the nature of that agreement or

if the law requires certain disclosures to be made in that
contract.

73




- ol 8t o 0 a0 B O o S P EE e

Impediments to Use of Post-Sale Disclosures

Consumers invariably lose sales documentation. Private
attorneys rarely find clients who have saved receipts, sales
agreements and other documentation surrounding the sales
transaction.

Documents that consumers retain are only useful if they
provide useful information. Experienced fraud offenders will
take care that documentation they give a consumer is as unhelpful
as possible. Written materials will not contain damaging
information, and, instead, disclaim liability for ax
eventualities arising from the sales transaction. Hard core
fraud offenders will fail even to make required disclosures.

But post-sale disclosures can be effectively utilized
against fraud in certain specific contexts. Merchants will
make required post-sale disclosures if they fear prosecution
for violating disclosure requirements more than the consumer's
use of the disclosure. Other merchants will not "break the
law" by violating specific disclosure requirements, but will
swindle consumers through "aggressive" or "imaginative"
sales techniques. 1In some cases disclosures are useful

~ sales tools and are willingly made.

Most promising are contexts where the party making
disclosures is not the same as the fraud offender. For example, a
defrauding car dealer may not make accurate post-sale
disclosures, but the finance company it uses will. Manufacturers
can include product information in the packaging that is
difficult for defrauding retailers to remove.

If the consumer receives post-sale disclosures, he may retain
the information, particularly if large or unique purchases
are involved. Other times the consumer will discover the
fraud before he loses the disclosure. Finally, even if the
disclosure is lost, an innocent third party, such as the
finance company or manufacturer in the above examples,
will retain copies.

Little is known about the actual effect of post-sale
disclosures if made by the seller and retained by the consumer.
Similarly, little thought has been given to designing such
disclosures to maximize their utility in alerting consumers
to frauds or helping consumers prove frauds in court.
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B. RESTITUTION

Restitution is a state initiated class action. The
enforcement agency brings suit against the offending company
seeking compensation for all those defrauded. The court,
after determining that the law has been violated and calculating
damayes, orders a plan to distribute the restitution award
to the affected consumers.

Restitution has both strengths and weaknesses when
compared to private class actions. In some states, class action
law is so antiquated that restitution is a far superior remedy
because class actions provide no viable remedy at all. But other
states that follow the federal rules allow class actions that are
comparable to restitution actions.

1, Initiating Restitution Actions

Prosecutors are better equipped than private litigants to
initiate widescale consumer redress actions. The enforcement
agency's job is to seek out and uncover frauds, bringing them to
immediate prosecution. Individual consumers, on the other hand,
are not interested in or even know about class recoveries, but only
want to get their own money back. They are easily "bought off"
from instituting class actions, and it is unethical for attorneys
to instigate class actions on their own.

Enforcement officials, receiving complaints and actively
monitoring the marketplace, are also in a better position to see
patterns and whole schemes developing. They can institute restitution
actions where patterns of fraud are widespread and assist complaint
mediation where only individual consumers are injured. It is
difficult for private litigants to make this same determination.

State attorneys general and the FTC have adequate
resources and expertise to litigate major restitution cases.
Individual attorneys with limited retainers may find class actions
too risky, time-consuming and costly.

But earlier sections of this report have enumerated reasons
why prosecutors do not act on fraud problems. 54/ Restitution
suits are even less frequently pursued because they are more
complex and time-consuming.than other remedies. Fraud offenders
sign consent agreements, are fined, or are criminally prosecuted
without having to make restitution, and many others are not
prosecuted at all. Restitution actions rarely go to trial.
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Restitution actions do avoid preliminary obstacles inherent
in class actions. Restitution actions do not have to meet the
complicated notice requirements that foreclose many class suits.
Consumers do not have to opt in or out of the action, so there is
less reason for merchants to harass consumers into giving up
their claims. Seller counterclaims against consumers are not
allowed, so the resulting action is simpler and less threatening
to consumers. Problems of class members not residing in the same
state where the action is unitiated are minimized.

2. DProsecuting the Restitition Action

Proof problems at restitution trials are analogous to those
for class actions. Predominance of consumer complaints must be
shown, but this requirement is more relaxed. Usually proof of
a pattern of conduct violating the statutory standard is enough,
damage distribution problems being handled later.

Restitution is most appropriate when consumers never receive
purchased goods or services or when those products turn out to be
worthless. If buyers receive something of substantial value,
difficult problems arise as to whether the deception was material
to individual consumers' purchase decisions.

Restitution actions also must meet statutory standards; if
restitution is not authorized, no action can be brought. Some
states only allow restitution for certain itemized violations.
The FTC can only Seek restitution for violations of specific
trade regulation rules or for dishonest or fraudulent practices.
Unfair or deceptive practices not prohibited by rules do not
result in restitution.

The rationale for these statutory limitations is unclear.
Restitution actions do not punish or penalize sellers; they
return consumers and the merchant to the status quo. Even if
the seller does not have clear notice of an action's illegality,
and even if the violation is unintentional, the parties still
should be returned to where they would be without the merchant's
misconduct.

Issues of damage proof, calculation, and distribution present
the same difficult problems as they do for class actions. Since
initial notice is not required for restitukion actions, the
parties will first attempt to locate the injired consumers after
the restitution action is completed and years after the fraud is
perpetrated. Many consumers can not he loc ted; others do not
reply to proof of claim requests. Actions :hat appear to award
million of dollars in restitution result i: little money actually
changing hands.
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If the seller is bankrupt or leaves the jurisdiction, there
will be nothing to distribute. Agencies consequently aveid using
their limited resources on cases involving small, mobile or other
types of sellers where no actual restitution may result.

Class actions seek any damages an individual litigant can
request, including consequential and other indirect damages,
statutory, treble, and punitive damages. But restitution actions
rarely authorize these additional damages, limiting recovery to
the difference in value of what was promised and what was received.

Nevertheless, the state prosecutor may settle the case for
more money than the class action plaintiff., Merchants treat
government agencies with deference while vigorously defending
private litigation. Sellers wish to keep amicable relations with
government regulators and to avoid in-depth state investigation.
Other merchants are impressed with the seeming power of the state
compared to an individual litigant. Government offices can also
generate more adverse publicity about a case than can class
action plaintiffs.

A final distinction between private class actions and state
initiated restitution suits is the motivations of the attorneys
involved. The private plaintiff's attorney has an incentive to
settle a case if he can get a sizeable fee for a minimum amount
of work. Otherwise, he will press for as large a judgment as he
can. The government prosecutor's mbtivations do not involve personal
profit, but office priorities, resource commitments, political
pressures, and other organizational factors.
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C. COMPLAINT MEDIATION

Complaint mediation is the informal process of government
agencies effecting voluntary settlements between a complaining

consumer and the merchant complained about. Private organizations

such as better business bureaus also mediate complaints;
this section concentrates on mediation performed by government
agencies.

1. Background

Common Criticisms

Enforcement officials and consumer advocates malign
complaint mediation, but much of the criticism is misdirected.
Complaint mediation is attacked as having no deterrent
effect since providing some complaining consumers with
partial restitution does not penalize seller misconduct.

But that is not complaint mediation's function; it attempts
to quickly and cheaply compensate consumers who feel ripped
off.

Complaint mediation is criticized as helping only those
who complain, a small minority of those defrauded. This is
both correct and misses the point. Complaint mediation
results in compensation in only a minority of fraudulent
transactions, but its success is certainly more substantial
than the other two available compensation strategies -
private damage actions and restitution. For consumers who
have small claims not shared by large numbers of other
buyers, particularly where small claims courts are not
effective, complaint mediation is the only viable remedy.

A more relevant criticism is that complaint mediation
takes government agencies' resources and attention away from
enforcement activities that do have a deterrent effect or
that can result in widespread restitution for all the victims
of a fraud scheme. Previous sections have evaluated those
efforts; 55/ this section will look at the value of complaint
mediation, allowing a judgment as to which is the most
important activity for an enforcement agency.
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Nevertheless, litigation and complaint mediation are to
a certain extent complementary. Complaints provide prosecutors
with data to be utilized in an enforcement program; the
threat of legal sanctions gives credibility to an agency's
mediation efforts.

Another cogent critique of complaint mediation is that
it hides guvernment's inability to deal with consumer fraud
and diffuses forces that could bring about effective reform.
Successful complaint mediation programs give the illusion
that government is adequately dealing with the consumer
fraud problem.

In actuality, a small minority of all fraud transactions
are partially remedied. Only the most vocal complainants
are satisfied, insuring that these consumers' energies are
not channeled into more effective fraud intervention approaches.
Fraudulent sellers can shortchange everyone but give complainers
their money back. Then no one complains and there is no
pressure to take more meaningful action against the offending
seller.

This section will evaluate the effectiveness of complaint
mediation in terms of how often it reaches a settlement, how
satisfied consumers are with the final results, and how
cost-effective the strategy is. Judgments whether this
level of effectiveness is in the long run counter-productive
or the only successful method of compensating at least some
consumers for some of their losses will be left to others.

Complaint Mediation Described

Complaint mediation is performed by all kinds of government
organizations - local consumer protection, district attorney,
state attorney general, and state consumer protection offices,
various regulatory boards, the Federal Trade Commission, and
other federal agencies. Many of those offices are primarily
enforcemant agencies; others are almost exclusively complaint
mediation centers.

Offices with only mediation authority generally will
have a number of consumer complaint handlers taking complaints
over the telephone. Some offices are so informal that the
telephone is the only mode of communication in the whole
process, the merchant and consumer never facing each other.
The complaint handler calls the seller to get his side of
the story and an offer may be made over the telephone. The
mediator calls the consumer back, makes the offer, and tells
him to call back if he is not satisfied.
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Only rarely will mediators examine merchandise or
documents, or interview the parties personally. One office

has even installed a three-way phone system allowing simultaneous

conversations between seller, buyer and mediator.

Most agencies accept complaints in any form. Some
offices are more rigid, mediators not taking any action
until consumers sign a complaint form and turn over copies
of relevant documents. Some offices help the consumer by
filling out the form for him, others require the consumer to
write his own complaint. One office reported that 90% of
those who called, when requested, later mailed in written
complaints; 10% of the complaints were dropped.

Some offices have formal proceedings if initial telephone
contacts do not resolve the matter. Both parties appear
before a hearing officer who will hold a gquasi-~judicial
proceeding to determine the facts and recommend a settlement.
Neither attendance or acceptance of the proposed settlement
are compulsory on either party. A few offices utilize
subpoena power to compel merchant appearance.

On the other extreme, several enforcement agencies do
not have formal complaint mediation programs but will respond
to individual complaints in a haphazard fashion. The agency
may send letters to companies, but with no follow-up.

2. Obstacles to Initiating Complaint Mediation

Consumer Failure to Complain

Many defrauded consumers never contact complaint
mediation agencies. One expert estimates that only 5 to 10%
of a fraud scheme's victims complain to a government agency.
Low income consumers in particular have limited k