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Preface

The Tradition Continues

The tenth edition of Business Law and the Regulation of
Business continues the tradition of accuracy, comprehen-
siveness, and authoritativeness associated with its earlier
editions. This text covers its subject material in a succinct,
nontechnical but authoritative manner, and provides
depth sufficient to ensure easy comprehension by today’s
students.

CPA PREPARATION

This text is designed for use in business law and legal envi-
ronment courses generally offered in universities, colleges,
and schools of business and management. Because of its
broad coverage and variety of the material, this text may
be readily adapted to specially designed courses in busi-
ness law with emphasis on different combinations of the
subject matter. All topics included in the business law sec-
tion of the CPA exam are covered by the text.

UnirorM CPA ExXAMINATION CONTENT
SPECIFICATIONS

The American Institute of Certified Public Accountants
(AICPA) Board of Examiners has approved and adopted
content specification outlines (CSOs) for the four sections
of the new computer-based Uniform CPA Examination:
Auditing & Attestation, Financial Accounting & Report-
ing, Regulation, and Business Environment & Concepts.
The CSOs include the following topics, which are covered
in this textbook:

Regulation Section
L. Ethics and Professional and Legal Responsibilities
A. Legal responsibilities and liabilities [of accountants]
1. Common law liability to clients and third parties
2. Federal statutory liability

B. Privileged communications and confidentiality [of

accountants]

xxii

II. Business Law
A. Agency
1. Formation and termination
2. Duties and authority of agents and principals
3. Liabilities and authority of agents and principals
B. Contracts
1. Formation
2. Performance
3. Third-party assignments
4. Discharge, breach, and remedies
C. Debtor-creditor relationships

1. Rights, duties, and liabilities of debtors, creditors,
and guarantors

2. Bankruptcy
D. Government regulation of business
1. Federal securities acts

2. Other government regulation (antitrust, pension and
retirement plans, union and employee relations, and
legal liability for payroll and social security taxes)

E. Uniform Commercial Code
1. Negotiable instruments and letters of credit
2. Sales
3. Secured transactions
4. Documents of title and title transfer

F. Real property, including insurance

Business Environment and Concepts Section
I. Business Structure

A. Advantages, implications, and constraints of legal struc-
tures for business

1. Sole proprietorships and general and limited partner-
ships

2. Limited liability companies (LLC), limited liability
partnerships (LLP), and joint ventures

3. Subchapter C and subchapter S corporations
B. Formation, operation, and termination of businesses

C. Financial structure, capitalization, profit and loss alloca-
tion, and distributions
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D. Rights, duties, legal obligations, and authority of owners
and management (directors, officers, stockholders, part-
ners, and other owners)

For more information, visit http://www.cpa-exam.org/.

BusinNess ETHics EMPHASIS

To supplement the chapter on business ethics, we have
included six managerial case studies in business ethics.
These case studies require the student to make the value
trade-offs that confront business people in their profession-
al lives. (We gratefully acknowledge the assistance of
James Leis in writing the Mykon’s Dilemma case.) More
than half of the chapters also contain an “Ethical Di-
lemma,” which presents a managerial situation involving
ethical issues. A series of questions leads the student to
explore the ethical dimensions of each situation. We wish
to acknowledge and thank the following professors for
their contributions in preparing the Ethical Dilemmas:
Sandra K. Miller, Professor of Accounting and Taxation,
Widener University, and Gregory P. Cermignano, Associ-
ate Professor of Accounting and Business Law, Widener
University. In addition, to provide further application of
ethics in different business contexts, an ethics question
follows many cases. These questions are designed to en-
courage students to consider the ethical dimensions of the
facts in the case or of the legal issue invoked by the facts.

New to this Edition

e  Up-to-Date Coverage. Chapter 8 has been extensively re-
vised to incorporate the new Restatement of the Law
Third, Torts: Liability for Physical and Emotional Harm.
Chapters 29 and 30 have been extensively revised to
incorporate the new Restatement of the Law Third,
Agency. The Contracts, Sales, and Negotiable Instru-
ments chapters have been revised to reflect Revised Arti-
cle 1 of the UCC. The Sarbanes-Oxley Act is covered in
Chapters 2, 6, 36, 40, and 44. The chapter on Securities
Regulation has been updated to reflect recent Securities
and Exchange Commission (SEC) regulations regarding
public offerings and disclosure of executive compensa-
tion. The antitrust chapter has been revised to reflect the
recent U.S. Supreme Court decision on vertical price fix-
ing. Chapter 48 has been revised to cover Revised Article
7. CyberLaw material has been integrated throughout the
text, including Chapters 6, 7, 13, 15, 19, 29, 40, and 41.

e Applying the Law. In a number of chapters we have
added a new feature that provides a systematic legal
analysis of a single concept learned in that chapter. It
begins with the facts of a hypothetical case, followed by

xxiii

an identification of the broad legal issue presented by
those facts. We then state the rule—or applicable legal
principles, including definitions, which aid in resolving
the legal issue—and apply it to the facts. Finally we state
a legal conclusion or decision in the case. We wish to
acknowledge and thank Professor Ann M. Olazabal,
University of Miami, for her contribution in preparing
this feature.

e  New Cases. Thirty-five legal cases are new to this edition.
(See Table of Cases.) The majority of chapters have a new
case, including the following U.S. Supreme Court cases:
Philip Morris USA v. Williams, Marrama v. Citizens Bank,
Leegin Creative Leather Products, Inc. v. PSKS, Inc., Bur-
lington N. & S. F. R. CO. v. White, Massachusetts v. Envi-
ronmental Protection Agency, Stoneridge Inv. Partners,
LLC v. Scientific-Atlanta, Wyeth v. Levine, Summers v.
Earth Island Institute, and FCC v. Fox Television Stations.

Features Retained

ExceRPTED CASES

From our long classroom experience, we are of the opin-
ion that fundamental legal principles can be learned more
effectively from text and case materials having at least a
degree of human interest. Accordingly, we have included a
large number of recent cases, as well as earlier landmark
cases. All of the cases have the facts and decisions sum-
marized for clarity and the opinions edited to preserve the
language of the court. Each case is followed by an inter-
pretation, which explains the significance of the case and
how it relates to the textual material.

Cask CriTicAL THINKING QUESTIONS

Each case is also followed by a critical thinking question
to encourage students to examine the legal policy or rea-
soning behind the legal principle of the case, or to apply it
in a real world context.

BusiNEss LAaw IN AcTIiON

In a number of chapters we have included a scenario that
illustrates the application of legal concepts in the chapter to
business situations that commonly arise. We wish to
acknowledge and thank Professor Ann M. Olazabal, Univer-
sity of Miami, for her contribution in preparing this feature.

PrAcCTICAL ADVICE

Each chapter contains a number of statements that illus-
trate how legal concepts can be applied to common busi-
ness situations.
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CHAPTER OBJECTIVES

Each chapter begins with a list of learning objectives for
the student.

ENHANCED READABILITY

To improve readability throughout the text, all unneces-
sary “legalese” has been eliminated, while necessary legal
terms have been printed in boldface and clearly defined,
explained, and illustrated. The text is enriched by numer-
ous illustrative hypothetical and case examples that help
students relate material to real-life experiences.

CLASSROOM-TESTED END-OF-CHAPTER
MATERIALS

Classroom-tested problems appear at the end of the chap-
ters to test the students’ understanding of major concepts.
We have used the problems and consider them excellent
stimulants to classroom discussion. Students, in turn, have
found the problems—many of which are taken from
reported court decisions—helpful in enabling them to
apply the basic rules of law to factual situations. Besides
serving as a springboard for discussion, the problems read-
ily suggest other and related problems to the inquiring, an-
alytical mind.

AMPLE ILLUSTRATIONS

We have incorporated approximately 160 classroom-tested
figures, tables, and diagrams. The diagrams help students
conceptualize the many abstract concepts in the law; the
tables, in the form of concept reviews, not only summarize
prior discussions but also indicate relationships between
different legal rules. In addition, each chapter ends with a
summary in the form of an annotated outline of the entire
chapter, including key terms.

PEDAGOGICAL BENEFITS

Classroom use and study of this book should provide for
the student the following benefits and skills:

e  Perception and appreciation of the scope, extent, and im-
portance of the law.

e  Basic knowledge of the fundamental concepts, principles,
and rules of law that apply to business transactions.

e Knowledge of the function and operation of courts and
governmental administrative agencies.

Preface

e Ability to recognize the potential legal problems that
may arise in a doubtful or complicated situation, and the
necessity of consulting a lawyer and obtaining competent
professional legal advice.

e Development of analytical skills and reasoning power.

We express our gratitude to the following professors
for their helpful comments:

Frank J. Kolb, Jr., Esq.
Quinnipiac University
Ann M. Olazabal
University of Miami
Neal A. Phillips

University of Delaware

Frank Primiani, J.D.
Green River Community College

Kirke Snyder, J.D., MSLA
Regis University
Edward L. Welsh, Jr.
Mesa Community College
We also are grateful to those who provided us with
comments regarding earlier editions of the book:

William Dennis Ames
Indiana University—Purdue

Denise Bartles
Missouri Western State College

Joseph Boucher
University of Wisconsin—Madison

J. Lenora Bresler
University of South Florida

Susan Cabral
Salisbury State University

Elizabeth A. Cameron
Alma College

Harriet Caplan
Fort Hays State University

Ronald R. Caplette
Western Piedmont Community College

Theresa Clark
Methodist College

David Cooper
Fullerton College

Patricia DeFrain
Glendale College
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Bruce Farrel Dorn
Oakton Community College

Kurt E. Erickson
Southwestern Michigan College

Vincent A. Errante
University of North Dakota

Robert A. Fidrych

University of Wisconsin—Platteville

Robert Freer
The Citadel

Steven J. Green
University of California—Berkeley

Walter Griggs

Virginia Commonwealth University

Gary A. Hanson
Pepperdine University

Bruce L. Harms
University of Wisconsin—Madison

Charles Hartmann
Wright State University

Gregory T. Hinton
Fairmont State College

Clay Hipp
New Mexico State University

Georgia L. Holmes
Mankato State University

Robert J. Hotopp
Indiana University—Southeast

Neely S. Inlow
Lynchburg College

Uldis E. Inveiss
Carroll College
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Pan American University

Susan Glatthorn Johnson
University of South Florida
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East Carolina University
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Chapter 1

INTRODUCTION TO LAW

The life of law has not been logic; it has been experience.

Oviver WenpeLL Howmes (1881)

LEARNING OBJECTIVES

After reading this chapter you should be able to:

1. Identify and describe the basic functions of law.

2. Distinguish between (a) law and justice and
(b) law and morals.

3. Distinguish between (a) substantive and pro-
cedural law, (b) public and private law, and
(c) civil and criminal law.

such relations affect the social and economic order.

It is both the product of civilization and the means
by which civilization is maintained. As such, law reflects
the social, economic, political, religious, and moral philos-
ophy of society.

Law is an instrument of social control. Its function is to
regulate, within certain limitations, human conduct and
human relations. Accordingly, the laws of the United
States affect the life of every U.S. citizen. At the same time,
the laws of each state influence the life of each of its citi-
zens and the lives of many noncitizens as well. The rights
and duties of all individuals, as well as the safety and secu-
rity of all people and their property, depend on the law.

The law is pervasive. It permits, forbids, or regulates
practically every known human activity and affects all

2

Law concerns the relations between individuals as

4. Identify and describe the sources of law.

5. Explain the principle of stare decisis.

persons either directly or indirectly. Law is, in part, pro-
hibitory: certain acts must not be committed. For example,
one must not steal; one must not murder. Law is also
partly mandatory: certain acts must be done or be done in
a prescribed way. Thus, taxes must be paid; corporations
must make and file certain reports with state authorities;
traffic must keep to the right. Finally, law is permissive:
certain acts may be done. For instance, one may or may
not enter into a contract; one may or may not dispose of
one’s estate by will.

Because the areas of law are so highly interrelated, you
will find it helpful to begin the study of the different areas
of business law by first considering the nature, classifica-
tion, and sources of law. This will enable you not only to
understand better each specific area of law but also to
understand its relationship to other areas of law.
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Chapter 1 Introduction to Law

Nature of Law

The law has evolved slowly, and it will continue to
change. It is not a pure science based on unchanging and
universal truths. Rather, it results from a continuous striv-
ing to develop a workable set of rules that balance the
individual and group rights of a society.

DEFINITION OF Law

Scholars and citizens in general often ask a fundamental
but difficult question regarding law: What is it? Numerous
philosophers and jurists (legal scholars) have attempted to
define it. American jurists and Supreme Court Justices
Oliver Wendell Holmes and Benjamin Cardozo defined
law as predictions of the way in which a court will decide
specific legal questions. The English jurist William Black-
stone, on the other hand, defined law as “a rule of civil
conduct prescribed by the supreme power in a state, com-
manding what is right, and prohibiting what is wrong.”

Because of its great complexity, many legal scholars
have attempted to explain the law by outlining its essential
characteristics. Roscoe Pound, a distinguished American
jurist and former dean of the Harvard Law School,
described law as having multiple meanings:

First we may mean the legal order, that is, the régime of
ordering human activities and relations through systematic
application of the force of politically organized society, or
through social pressure in such a society backed by such
force. We use the term “law” in this sense when we speak
of “respect for law” or for the “end of law.”

Second we may mean the aggregate of laws or legal pre-
cepts; the body of authoritative grounds of judicial and
administrative action established in such a society. We
may mean the body of received and established materials
on which judicial and administrative determinations pro-
ceed. We use the term in this sense when we speak of “sys-
tems of law” or of “justice according to law.”

Third we may mean what Justice Cardozo has happily
styled “the judicial process.” We may mean the process of
determining controversies, whether as it actually takes
place, or as the public, the jurists, and the practitioners in
the courts hold it ought to take place.

FuncTIONS OF Law

At a general level, the primary function of law is to main-
tain stability in the social, political, and economic system
while simultaneously permitting change. The law accom-
plishes this basic function by performing a number of

specific functions, among them dispute resolution, protec-
tion of property, and preservation of the state.

Disputes, which arise inevitably in any modern society,
may involve criminal matters, such as theft, or noncrimi-
nal matters, such as an automobile accident. Because dis-
putes threaten social stability, the law has established an
elaborate and evolving set of rules to resolve them. In
addition, the legal system has instituted societal remedies,
usually administered by the courts, in place of private rem-
edies such as revenge.

A second crucial function of law is to protect the pri-
vate ownership of property and to assist in the making of
voluntary agreements (called contracts) regarding
exchanges of property and services. Accordingly, a signifi-
cant portion of law, as well as this text, involves property
and its disposition, including the law of property, con-
tracts, sales, commercial paper, and business associations.

A third essential function of the law is preservation of
the state. In our system, law ensures that changes in politi-
cal structure and leadership are brought about by political
action, such as elections, legislation, and referenda, rather
than by revolution, sedition, and rebellion.

Law AND MORALS

Although moral concepts greatly influence the law, morals
and law are not the same. You might think of them as two
intersecting circles (see Figure 1-1). The more darkly
shaded area common to both circles includes the vast body
of ideas that are both moral and legal. For instance, “Thou
shall not kill” and “Thou shall not steal” are both moral
precepts and legal constraints.

On the other hand, that part of the legal circle that does
not intersect the morality circle (the lightly shaded por-
tion) includes many rules of law that are completely unre-
lated to morals, such as the rules stating that you must
drive on the right side of the road and that you must regis-
ter before you can vote. Likewise, the part of the morality
circle that does not intersect the legal circle includes moral
precepts not enforced by legal sanctions, such as the idea
that you should not silently stand by and watch a blind
man walk off a cliff or that you should not foreclose a
poor widow’s mortgage.

LAw AND JUSTICE

Law and justice represent separate and distinct concepts.
Without law, however, there can be no justice. Although
defining justice is at least as difficult as defining law, justice
generally may be defined as the fair, equitable, and impar-
tial treatment of the competing interests and desires of indi-
viduals and groups with due regard for the common good.
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Figure 1-1
Law and Morals

Law
“You must drive
on the right side

of the road”

On the other hand, law is no guarantee of justice. Some
of history’s most monstrous acts have been committed
pursuant to “law.” For example, recall the actions of Nazi
Germany during the 1930s and 1940s. Totalitarian soci-
eties often have shaped formal legal systems around the
atrocities they have sanctioned.

Classification of Law

Because the subject is vast, classifying the law into catego-
ries is helpful. Though a number of categories are possible,
the most useful ones are (1) substantive and procedural,
(2) public and private, and (3) civil and criminal. See
Figure 1-2, which illustrates a classification of law.

Basic to understanding these classifications are the
terms right and duty. A right is the capacity of a person,
with the aid of the law, to require another person or per-
sons to perform, or to refrain from performing, a certain

Figure 1-2
Classification of Law

Introduction to Law and Ethics Part I

Morals
“You should not
silently stand by and
watch a blind man
walk off a cliff”

“Thou shall
not kill”

act. Thus, if Alice sells and delivers goods to Bob for the
agreed price of $500 payable at a certain date, Alice is ca-
pable, with the aid of the courts, of enforcing the payment
by Bob of the $500. A duty is the obligation the law
imposes upon a person to perform, or to refrain from per-
forming, a certain act. Duty and right are correlatives: no
right can rest upon one person without a corresponding
duty resting upon some other person, or in some cases
upon all other persons.

SUBSTANTIVE AND PROCEDURAL Law

Substantive law creates, defines, and regulates legal rights
and duties. Thus, the rules of contract law that determine
a binding contract are rules of substantive law. On the
other hand, procedural law sets forth the rules for enforc-
ing those rights that exist by reason of the substantive law.
Thus, procedural law defines the method by which to
obtain a remedy in court.

Constitutional Law

| Substantive Law

Public Law Criminal Law

Administrative Law

Torts

Contracts
Private Law

Law

Procedural Law

Sales

Commercial Paper
Agency
Partnerships
Corporations
Property
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Chapter 1 Introduction to Law

PuBLIc AND PRIVATE LAaw

Public law is the branch of substantive law that deals with
the government’s rights and powers and its relationship to
individuals or groups. Public law consists of constitu-
tional, administrative, and criminal law. Private law is that
part of substantive law governing individuals and legal
entities (such as corporations) in their relationships with
one another. Business law is primarily private law.

CiviL AND CRIMINAL LAaw

The civil law defines duties, the violation of which consti-
tutes a wrong against the party injured by the violation. In
contrast, the criminal law establishes duties, the violation of
which is a wrong against the whole community. Civil law is
a part of private law, whereas criminal law is a part of pub-
lic law. (The term civil law should be distinguished from the
concept of a civil law system, which is discussed later in this
chapter.) In a civil action, the injured party sues to recover
compensation for the damage and injury sustained as a
result of the defendant’s wrongful conduct. The party
bringing a civil action (the plaintiff) has the burden of
proof, which the plaintiff must sustain by a preponderance
(greater weight) of the evidence. The purpose of the civil law
is to compensate the injured party, not, as in the case of
criminal law, to punish the wrongdoer. The principal forms
of relief the civil law affords are a judgment for money
damages and a decree ordering the defendant to perform a
specified act or to desist from specified conduct.

A crime is any act prohibited or omission required by
public law in the interest of protecting the public and
made punishable by the government in a judicial proceed-
ing brought (prosecuted) by it. The government must

CONCEPT REVIEW 1-1

prove criminal guilt beyond a reasonable doubt, which is a
significantly higher burden of proof than that required in
a civil action. Crimes are prohibited and punished on the
grounds of public policy, which may include the safe-
guarding of government, human life, or private property.
Additional purposes of criminal law include deterrence
and rehabilitation. See Concept Review 1-1 for a compari-
son of civil and criminal law.

Sources of Law

The sources of law in the U.S. legal system are the federal
and state constitutions, federal treaties, interstate com-
pacts, federal and state statutes and executive orders, the
ordinances of countless local municipal governments, the
rules and regulations of federal and state administrative
agencies, and an ever-increasing volume of reported fed-
eral and state court decisions.

The supreme law of the land is the U.S. Constitution,
which provides in turn that federal statutes and treaties
shall be paramount to state constitutions and statutes.
Federal legislation is of great significance as a source of
law. Other federal actions having the force of law are ex-
ecutive orders by the President and rules and regulations
set by federal administrative officials, agencies, and com-
missions. The federal courts also contribute considerably
to the body of law in the United States.

The same pattern exists in every state. The paramount
law of each state is contained in its written constitution.
(Although a state constitution cannot deprive citizens of
federal constitutional rights, it can guarantee rights beyond
those provided in the U.S. Constitution.) State constitu-
tions tend to be more specific than the U.S. Constitution

Comparison of Civil and Criminal Law

Civil Law

Criminal Law

Commencement of Action

Aggrieved individual (plaintiff) sues

State or federal government prosecutes

Purpose Compensation

Deterrence

Punishment
Deterrence
Rehabilitation
Preservation of peace

Burden of Proof

Preponderance of the evidence

Beyond a reasonable doubt

Monetary damages
Equitable remedies

Principal Sanctions

Capital punishment
Imprisonment
Fines

Copyright 2010 Cengage Learning, Inc. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.



6

and, generally, have been amended more frequently. Subor-
dinate to the state constitution are the statutes enacted by
the state’s legislature and the case law developed by its judi-
ciary. Likewise, rules and regulations of state administra-
tive agencies have the force of law, as do executive orders
issued by the governors of most states. In addition, cities,
towns, and villages have limited legislative powers to pass
ordinances and resolutions within their respective munici-
pal areas. See Figure 1-3, which illustrates this hierarchy.

CONSTITUTIONAL Law

A constitution—the fundamental law of a particular level
of government—establishes the governmental structure
and allocates power among governmental levels, thereby
defining political relationships. One of the fundamental

Figure 1-3
Hierarchy of Law

Introduction to Law and Ethics Part I

principles on which our government is founded is that of
separation of powers. As incorporated into the U.S. Con-
stitution, this means that government consists of three dis-
tinct and independent branches—the federal judiciary, the
Congress, and the executive branch.

A constitution also restricts the powers of government
and specifies the rights and liberties of the people. For
example, the Constitution of the United States not only
specifically states what rights and authority are vested in
the national government but also specifically enumerates
certain rights and liberties of the people. Moreover, the
Ninth Amendment to the U.S. Constitution makes it clear
that this enumeration of rights does not in any way deny
or limit other rights that the people retain.

All other law in the United States is subordinate to the
federal Constitution. No law, federal or state, is valid if it

Federal Statutes

Federal
Administrative Law

Federal
Common Law

State
Constitution

State
Statutes

State

Administrative Law

State
Common Law
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Chapter 1 Introduction to Law

violates the federal Constitution. Under the principle of ju-
dicial review, the Supreme Court of the United States
determines the constitutionality of all laws.

JupiciaL Law

The U.S. legal system, a common law system like the sys-
tem first developed in England, relies heavily on the judici-
ary as a source of law and on the adversary system for
settling disputes. In an adversary system, the parties, not
the court, must initiate and conduct litigation. This
approach is based on the belief that the truth is more likely
to emerge from the investigation and presentation of evi-
dence by two opposing parties, both motivated by self-
interest, than from judicial investigation motivated only by
official duty. In addition to the United States and England,
the common law system is used in other English-speaking
countries, including Canada and Australia.

In distinct contrast to the common law system are civil
law systems, which are based on Roman law. Civil law
systems depend on comprehensive legislative enactments
(called codes) and an inquisitorial system of determining
disputes. In the inquisitorial system, the judiciary initiates
litigation, investigates pertinent facts, and conducts the pre-
sentation of evidence. The civil law system prevails in most
of Europe, Scotland, the state of Louisiana, the province of
Quebec, Latin America, and parts of Africa and Asia.

Common Law The courts in common law systems
have developed a body of law that serves as precedent for
determining later controversies. In this sense, common
law, also called case law or judge-made law, is distin-
guished from other sources of law, such as legislation and
administrative rulings.

To evolve in a stable and predictable manner, the com-
mon law has developed by application of stare decisis (“to
stand by the decisions”). Under the principle of stare deci-
sis, courts adhere to and rely on rules of law that they or
superior courts relied on and applied in prior similar deci-
sions. Judicial decisions thus have two uses: (1) to deter-
mine with finality the case currently being decided and
(2) to indicate how the court will decide similar cases in
the future. Stare decisis does not, however, preclude courts
from correcting erroneous decisions or from choosing
among conflicting precedents. Thus, the doctrine allows
sufficient flexibility for the common law to change. The
strength of the common law is its ability to adapt to change
without losing its sense of direction.

Equity As the common law developed in England, it
became overly rigid and beset with technicalities. As a con-
sequence, in many cases no remedies were provided
because the judges insisted that a claim must fall within

7

one of the recognized forms of action. Moreover, courts of
common law could provide only limited remedies; the
principal type of relief obtainable was a monetary judg-
ment. Consequently, individuals who could not obtain
adequate relief from monetary awards began to petition
the king directly for justice. He, in turn, came to delegate
these petitions to his chancellor.

Gradually, there evolved what was in effect a new and
supplementary system of needed judicial relief for those
who could not receive adequate remedies through the
common law. This new system, called equity, was admin-
istered by a court of chancery presided over by the chan-
cellor. The chancellor, deciding cases on “equity and good
conscience,” regularly provided relief where common law
judges had refused to act or where the remedy at law was
inadequate. Thus, there grew up, side by side, two systems
of law administered by different tribunals: the common
law courts and the courts of equity.

An important difference between common law and eq-
uity is that the chancellor could issue a decree, or order,
compelling a defendant to do, or refrain from doing, a
specified act. A defendant who did not comply with this
order could be held in contempt of court and punished by
fine or imprisonment. This power of compulsion available
in a court of equity opened the door to many needed rem-
edies not available in a court of common law.

Courts of equity in some cases recognized rights that
were enforceable at common law, but they provided more
effective remedies. For example, in a court of equity, for
breach of a land contract the buyer could obtain a decree
of specific performance commanding the defendant seller
to perform his part of the contract by transferring title to
the land. Another powerful and effective remedy available
only in the courts of equity was the injunction, a court
order requiring a party to do or refrain from doing a speci-
fied act. Another remedy not available elsewhere was ref-
ormation, where, upon the ground of mutual mistake, an
action could be brought to reform or change the language
of a written agreement to conform to the actual intention
of the contracting parties. An action for rescission of a
contract, which allowed a party to invalidate a contract
under certain circumstances, was another remedy.

Although courts of equity provided remedies not avail-
able in courts of law, they granted such remedies only at
their discretion, not as a matter of right. This discretion
was exercised according to the general legal principles, or
maxims, formulated by equity courts over the years.

In nearly every jurisdiction in the United States, courts
of common law and equity have merged into a single court
that administers both systems of law. Vestiges of the old
division remain, however. For example, the right to a trial
by jury applies only to actions at law, but not, under fed-
eral law and in almost every state, to suits filed in equity.
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Comparison of Law and Equity

Law Equity
Availability Generally Discretionary: if remedy at law is
inadequate
Precedents Stare decisis Equitable maxims
Jury If either party demands None in federal and almost all states
Remedies Judgment for monetary damages Decree of specific performance,

Restatements of Law The common law of the
United States results from the independent decisions of the
state and federal courts. The rapid increase in the number
of decisions by these courts led to the establishment of the
American Law Institute (ALI) in 1923. The ALI is com-
posed of a distinguished group of lawyers, judges, and law
teachers who set out to prepare

an orderly restatement of the general common law of the
United States, including in that term not only the law devel-
oped solely by judicial decision, but also the law that has
grown from the application by the courts of statutes that
were generally enacted and were in force for many years.

Regarded as the authoritative statement of the common
law of the United States, the Restatements cover many im-
portant areas of the common law, including torts, con-
tracts, agency, property, and trusts. Although not law in
themselves, they are highly persuasive, and courts fre-
quently have used them to support their opinions. Because
they provide a concise and clear statement of much of the
common law, relevant portions of the Restatements are
relied on frequently in this book.

LEGISLATIVE LAw

Since the end of the nineteenth century, legislation has become
the primary source of new law and ordered social change in
the United States. The annual volume of legislative law is
enormous. Justice Felix Frankfurter’s remarks to the New
York City Bar in 1947 are even more appropriate today:

Inevitably the work of the Supreme Court reflects the great
shift in the center of gravity of law-making. Broadly speaking,
the number of cases disposed of by opinions has not changed
from term to term. But even as late as 1875 more than 40 per-
cent of the controversies before the Court were common-law
litigation, fifty years later only 5 percent, while today cases
not resting on statutes are reduced almost to zero. It is

injunction, reformation, or rescission

therefore accurate to say that courts have ceased to be the pri-
mary makers of law in the sense in which they “legislated”
the common law. It is certainly true of the Supreme Court
that almost every case has a statute at its heart or close to it.

This emphasis on legislative or statutory law has
occurred because common law, which develops evolutio-
narily and haphazardly, is not well suited for making drastic
or comprehensive changes. Moreover, while courts tend to
be hesitant about overruling prior decisions, legislatures
commonly repeal prior enactments. In addition, legislatures
may choose the issues they wish to address, whereas courts
may deal only with those issues presented by actual cases.
As a result, legislatures are better equipped to make the dra-
matic, sweeping, and relatively rapid changes in the law that
technological, social, and economic innovations compel.

While some business law topics, such as contracts,
agency, property, and trusts, still are governed principally by
the common law, most areas of commercial law including
partnerships, corporations, sales, commercial paper, secured
transactions, insurance, securities regulation, antitrust, and
bankruptcy have become largely statutory. Because most
states enacted their own statutes dealing with these branches
of commercial law, a great diversity developed among the
states and hampered the conduct of commerce on a national
scale. The increased need for greater uniformity led to the
development of a number of proposed uniform laws that
would reduce the conflicts among state laws.

The most successful example is the Uniform Commer-
cial Code (UCC), which was prepared under the joint
sponsorship and direction of the National Conference of
Commissioners on Uniform State Laws (NCCUSL) and
the ALL All fifty states (although Louisiana has adopted
only Articles 1, 3, 4, 5, 7, and 8), the District of Columbia,
and the Virgin Islands have adopted the UCC.

The NCCUSL has drafted over 200 uniform laws
including the Uniform Partnership Act, the Uniform Lim-
ited Partnership Act, and the Uniform Probate Code. The
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Chapter 1 Introduction to Law

ALI has developed a number of model statutory formula-
tions, including the Model Code of Evidence, the Model
Penal Code, and a Model Land Development Code. In
addition, the American Bar Association has promulgated
the Model Business Corporation Act.

Treaties A treaty is an agreement between or among inde-
pendent nations. The U.S. Constitution authorizes the Presi-
dent to enter into treaties with the advice and consent of the
Senate, “providing two thirds of the Senators present concur.”

Treaties may be entered into only by the federal govern-
ment, not by the states. A treaty signed by the President
and approved by the Senate has the legal force of a federal
statute. Accordingly, a federal treaty may supersede a
prior federal statute, while a federal statute may supersede
a prior treaty. Like statutes, treaties are subordinate to the
federal Constitution and subject to judicial review.

Executive Orders In addition to the executive func-
tions, the President of the United States also has authority
to issue laws, which are called executive orders. This
authority typically derives from specific delegation by fed-
eral legislation. An executive order may amend, revoke, or
supersede a prior executive order. An example of an exec-
utive order is the one issued by President Johnson in 1965
prohibiting discrimination by federal contractors on the
basis of race, color, sex, religion, or national origin in
employment on any work the contractor performed dur-
ing the period of the federal contract.

The governors of most states enjoy comparable author-
ity to issue executive orders.

ADMINISTRATIVE Law

Administrative law is the branch of public law that is created
by administrative agencies in the form of rules, regulations,
orders, and decisions to carry out the regulatory powers and
duties of those agencies. It also deals with controversies aris-
ing among individuals and these public officials and agencies.
Administrative functions and activities concern general
matters of public health, safety, and welfare, including the
establishment and maintenance of military forces, police,
citizenship and naturalization, taxation, environmental pro-
tection, and the regulation of transportation, interstate high-
ways, waterways, television, radio, and trade and commerce.

Because of the increasing complexity of the nation’s
social, economic, and industrial life, the scope of adminis-
trative law has expanded enormously. In 1952, Justice
Jackson stated that “the rise of administrative bodies has
been the most significant legal trend of the last century,
and perhaps more values today are affected by their deci-
sions than by those of all the courts, review of administra-
tive decisions apart.” This is evidenced by the great
increase in the number and activities of federal govern-
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ment boards, commissions, and other agencies. Certainly,
agencies create more legal rules and decide more contro-
versies than all the legislatures and courts combined.

Legal Analysis

Decisions in state trial courts generally are not reported or
published. The precedent a trial court sets is not sufficiently
weighty to warrant permanent reporting. Except in New
York and a few other states where selected opinions of trial
courts are published, decisions in trial courts are simply
filed in the office of the clerk of the court, where they are
available for public inspection. Decisions of state courts of
appeals are published in consecutively numbered volumes
called “reports.” In most states, court decisions are found
in the official state reports of that state. In addition, state
reports are published by West Publishing Company in a re-
gional reporter called the National Reporter System, com-
posed of the following: Atlantic (A. or A.2d); South
Eastern (S.E. or S.E.2d); South Western (S.W., S.W.2d, or
S.W.3d); New York Supplement (N.Y.S. or N.Y.S5.2d);
North Western (N.W. or N.W.2d); North Eastern (N.E. or
N.E.2d); Southern (So. or So.2d); and Pacific (P., P.2d, or
P.3d). At least twenty states no longer publish official
reports and have designated a commercial reporter as the
authoritative source of state case law. After they are pub-
lished, these opinions, or “cases,” are referred to (“cited”)
by giving (1) the name of the case; (2) the volume, name,
and page of the official state report, if any, in which it is
published; (3) the volume, name, and page of the particular
set and series of the National Reporter System; and (4) the
volume, name, and page of any other selected case series.
For instance, Lefkowitz v. Great Minneapolis Surplus Store,
Inc., 251 Minn. 188, 86 N.W.2d 689 (1957), indicates that
the opinion in this case may be found in Volume 251 of
the official Minnesota Reports at page 188 and in Volume
86 of the North Western Reporter, Second Series, at page
689, and that the opinion was delivered in 1957.

The decisions of courts in the federal system are found in
a number of reports. U.S. District Court opinions appear in
the Federal Supplement (F.Supp. or F.Supp.2d). Decisions
of the U.S. Court of Appeals are found in the Federal Re-
porter (Fed., F.2d, or F.3d), while the U.S. Supreme Court’s
opinions are published in the U.S. Supreme Court Reports
(U.S.), Supreme Court Reporter (S.Ct.), and Lawyers Edi-
tion (L.Ed.). While all U.S. Supreme Court decisions are
reported, not every case decided by the U.S. District Courts
and the U.S. Courts of Appeals is reported. Each circuit has
established rules determining which decisions are published.

In reading the title of a case, such as “Jones v. Brown,”
the “0.” or “vs.” means versus or against. In the trial court,
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Jones is the plaintiff, the person who filed the suit, and
Brown is the defendant, the person against whom the suit
was brought. When the case is appealed, some, but not all,
courts of appeals or appellate courts place the name of the
party who appeals, or the appellant, first, so that “Jones v.
Brown” in the trial court becomes, if Brown loses and hence
becomes the appellant, “Brown v. Jones” in the appellate
court. Therefore, it is not always possible to determine from
the title itself who was the plaintiff and who was the de-
fendant. You must carefully read the facts of each case and
clearly identify each party in your mind to understand the
discussion by the appellate court. In a criminal case, the
caption in the trial court will first designate the prosecuting
governmental unit and then will indicate the defendant, as
in “State v. Jones” or “Commomnwealth v. Brown.”

The study of reported cases requires an understanding
and application of legal analysis. Normally, the reported
opinion in a case sets forth (1) the essential facts, the na-
ture of the action, the parties, what happened to bring
about the controversy, what happened in the lower court,
and what pleadings are material to the issues; (2) the issues
of law or fact; (3) the legal principles involved; (4) the
application of these principles; and (5) the decision.

A serviceable method of analyzing and briefing cases af-
ter a careful reading and comprehension of the opinion is
for students to write in their own language a brief contain-
ing the following:

1. the facts of the case

2. the issue or question involved
3. the decision of the court

4. the reasons for the decision

The following excerpt from Professor Karl Llewellyn’s
The Bramble Bush contains a number of useful suggestions
for reading cases:

The first thing to do with an opinion, then, is read it. The
next thing is to get clear the actual decision, the judgment
rendered. Who won, the plaintiff or defendant? And watch
your step here. You are after in first instance the plaintiff
and defendant below, in the trial court. In order to follow
through what happened you must therefore first know the
outcome below; else you do not see what was appealed
from, nor by whom. You now follow through in order to
see exactly what further judgment has been rendered on
appeal. The stage is then clear of form—although of course
you do not yet know all that these forms mean, that they
imply. You can turn now to what you want peculiarly to
know. Given the actual judgments below and above as your
indispensable framework—what has the case decided, and
what can you derive from it as to what will be decided later?

You will be looking, in the opinion, or in the prelimi-
nary matter plus the opinion, for the following: a
statement of the facts the court assumes; a statement of the

Introduction to Law and Ethics Part I

precise way the question has come before the court—
which includes what the plaintiff wanted below, and what
the defendant did about it, the judgement below, and what
the trial court did that is complained of; then the outcome
on appeal, the judgment; and, finally the reasons this court
gives for doing what it did. This does not look so bad. But
it is much worse than it looks.

For all our cases are decided, all our opinions are writ-
ten, all our predictions, all our arguments are made, on cer-
tain four assumptions. They are the first presuppositions of
our study. They must be rutted into you till you can juggle
with them standing on your head and in your sleep.

1. The court must decide the dispute that is before it. It cannot
refuse because the job is hard, or dubious, or dangerous.

2. The court can decide only the particular dispute which
is before it. When it speaks to that question it speaks
ex cathedra, with authority, with finality, with an
almost magic power. When it speaks to the question
before it, it announces law, and if what it announces is
new, it legislates, it makes the law. But when it speaks
to any other question at all, it says mere words, which
no man needs to follow. Are such words worthless?
They are not. We know them as judicial dicta; when
they are wholly off the point at issue we call them
obiter dicta—words dropped along the road, wayside
remarks. Yet even wayside remarks shed light on the
remarker. They may be very useful in the future to
him, or to us. But he will not feel bound to them, as to
his ex cathedra utterance. They came not hallowed by a
Delphic frenzy. He may be slow to change them; but
not so slow as in the other case.

3. The court can decide the particular dispute only accord-
ing to a general rule which covers a whole class of like
disputes. Our legal theory does not admit of single deci-
sions standing on their own. If judges are free, are
indeed forced, to decide new cases for which there is no
rule, they must at least make a new rule as they decide.
So far, good. But how wide, or how narrow, is the gen-
eral rule in this particular case? That is a troublesome
matter. The practice of our case-law, however, is I think
fairly stated thus: it pays to be suspicious of general
rules which look too wide; it pays to go slow in feeling
certain that a wide rule has been laid down at all, or
that, if seemingly laid down, it will be followed. For
there is a fourth accepted canon:

4. Everything, everything, everything, big or small, a judge
may say in an opinion, is to be read with primary refer-
ence to the particular dispute, the particular question
before him. You are not to think that the words mean
what they might if they stood alone. You are to have
your eye on the case in hand, and to learn how to
interpret all that has been said merely as a reason for
deciding that case that way.
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this text have their facts and decision summarized for the
reader’s convenience. The edited portion of the case begins
with the judge’s name.)

By way of example, the following edited case of Cald-
well v. Bechtel, Inc. is presented and then briefed using Lle-
wellyn’s suggested format. (Note: The cases in the rest of

CALDWELL V. BECHTEL, INC.

UNITED STATES COURT OF APPEALS, DISTRICT OF COLUMBIA CIRCUIT, 1980
631 F.2D 989

OPINION MacKinnon, J. We are here concerned with a
claim for damages by a worker who allegedly contracted sili-
cosis while he was mucking in a tunnel under construction as
part of the metropolitan subway system (Washington Metro-
politan Area Transit Authority [WMATA]). The basic issue
is whether a consultant engineering firm owed the worker a
duty to protect him against unreasonable risk of harm.

In attempting to convince the court that it owes no duty
of reasonable care to protect appellant’s safety, Bechtel
argues that by its contract with WMATA it assumed duties
only to WMATA. Appellant has not brought action, how-
ever, for breach of contract but rather seeks damages for
an asserted breach of the duty of reasonable care. Unlike
contractual duties, which are imposed by agreement of the
parties to a contract, a duty of due care under tort law is
based primarily upon social policy. The law imposes upon
individuals certain expectations of conduct, such as the ex-
pectancy that their actions will not cause foreseeable injury
to another. These societal expectations, as formed through
the common law, comprise the concept of duty.

Society’s expectations, and the concomitant duties
imposed, vary in response to the activity engaged in by the
defendant. If defendant is driving a car, he will be held to
exercise the degree of care normally exercised by a reasona-
ble person in like circumstances. Or if defendant is engaged
in the practice of his profession, he will be held to exercise a
degree of care consistent with his superior knowledge and
skill. Hence, when defendant Bechtel engaged in consulting
engineering services, the company was required to observe a
standard of care ordinarily adhered to by one providing
such services, possessing such skill and expertise.

A secondary but equally important principle involved in
a determination of duty is to whom the duty is owed. The
answer to this question is usually framed in terms of the
foreseeable plaintiff, in other words, one who might fore-
seeably be injured by defendant’s conduct. This secondary
principle also serves to distinguish tort law from contract
law. While in contract law, only one to whom the contract
specifies that a duty be rendered will have a cause of action
for its breach, in tort law, society, not the contract, speci-
fies to whom the duty is owed, and this has traditionally
been the foreseeable plaintiff.

It is important to keep these differences between con-
tract and tort duties in mind when examining whether
Bechtel’s undertaking of contractual duties to WMATA
created a duty of reasonable care toward Caldwell. Dean
Prosser expressed the relationship in this terse fashion.

[Bly entering into a contract with A, the defendant may
place himself in such a relation toward B that the law will
impose upon him an obligation, sounding in tort and not in
contract, to act in such a way that B will not be injured.
The incidental fact of the existence of the contract with A
does not negative the responsibility of the actor when he
enters upon a course of affirmative conduct which may be
expected to affect the interests of another person.

Analyzing the common law, Prosser noted that courts
have found a duty to act for the protection of another
when certain relationships exist, such as carrier-passenger,
innkeeper-guest, shipper-seaman, employer-employee,
shopkeeper-visitor, host-social guest, jailer-prisoner, and
school-pupil. These holdings suggest that courts have been
eroding the general rule that there is no duty to act to help
another in distress, by creating exceptions based upon a
relationship between the actors.

We find that case law provides many such analogous
situations from which the principles deserving of applica-
tion to this case may be culled. The foregoing concepts of
duty converge in this case, as the facts include both the
WMATA-Bechtel contractual relationship from which it
was foreseeable that a negligent undertaking by Bechtel
might injure the appellant, and a special relationship estab-
lished between Bechtel and the appellant because of Bech-
tel’s superior skills, knowledge of the dangerous condition,
and ability to protect appellant.

We reverse the summary judgment of the district court,
and hold that as a matter of law, on the record as we are
required to view it at this time, Bechtel owed Caldwell a
duty of due care to take reasonable steps to protect him
from the foreseeable risk of harm to his health posed by the
excessive concentration of silica dust in the Metro tunnels.
We remand so that Caldwell will have an opportunity to
prove, if he can, the other elements of his negligence action.
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BRrier oF CALDWELL v. BECHTEL, INC.

FACTS Caldwell was a laborer who now suffers from
silicosis. He claims that he contracted the disease while
working in a tunnel under construction as part of the
Washington Metropolitan Area Transportation Authority
(WMATA). He brought his action for damages against
Bechtel, Inc., a consultant engineering firm under contract
with WMATA for the project.

ISSUE Did Bechtel breach a duty of due care owed to
Caldwell to take reasonable steps to protect him from the
foreseeable risk of harm to his health posed by the exces-
sive concentration of silica dust in the subway tunnels?

DECISION In favor of Caldwell. Summary judgment
reversed and case remanded to the district court.

REASONS Caldwell has not brought an action for

breach of contract as Bechtel seems to believe. Rather, he

seeks damages for an alleged breach of the duty of reason-
able care. Unlike contractual duties, which are imposed
by agreement of the parties to a contract, a duty of due
care under tort law is based primarily on social policy.
That is, the law imposes upon individuals the expectation
that their actions will not cause foreseeable injury to
another. These societal expectations comprise the concept
of duty—a concept that varies in response to the activity
engaged in by the individual. Moreover, the duty is owed
to anyone who might foreseeably be injured by the con-
duct of the actor in question. In contrast, under contract
law, a duty is owed only to those parties specified in the
contract. Here, by entering into a contract with WMATA,
Bechtel placed itself in such a relation toward Caldwell
that the law will impose upon it an obligation in tort, and
not in contract, to act in such a way that Caldwell would
not be injured.

You can and should use this same legal analysis when
learning the substantive concepts presented in this text
and applying them to the end-of-chapter questions and
case problems. By way of example, in a number of chap-
ters throughout the text we have included a boxed feature
called Applying the Law, which provides a systematic legal
analysis of a single concept learned in the chapter. This

feature begins with the facts of a hypothetical case, fol-
lowed by an identification of the broad legal issue pre-
sented by those facts. We then state the rule—or
applicable legal principles, including definitions, which aid
in resolving the legal issue—and apply it to the facts.
Finally we state a legal conclusion, or decision in the case.
An example of this type of legal analysis follows.

APPLYING THE LAW

Introduction to Law

Facts Jackson bought a new car and planned to sell his
old one for about $2,500. But before he did so, he hap-
pened to receive a call from his cousin, Trina, who had
just graduated from college. Among other things, Trina
told Jackson she needed a car but did not have much
money. Feeling generous, Jackson told Trina he would
give her his old car. But the next day a coworker
offered Jackson $3,500 for his old car, and Jackson sold
it to the coworker.

Issue Did Jackson have the right to sell his car, or
legally had he already made a gift of it to Trina?

Rule of Law A gift is the transfer of ownership of prop-
erty from one person to another without anything in
return. The person making the gift is called the donor,
and the person receiving it is known as the donee. A
valid gift is characterized by (1) the donor’s present

intent to transfer the property and (2) delivery of the
property.

Application In this case, Jackson is the would-be do-
nor and Trina the donee. To find that Jackson had al-
ready made a gift of the car to Trina, both Jackson'’s
intent to give it to her and delivery of the car to
Trina would need to be demonstrated. It is evident
from their telephone conversation that Jackson did
intend at that point to give the car to Trina. It is
equally apparent from his conduct that he later
changed his mind, because he sold it to someone else
the next day. Consequently, he did not deliver the
car to Trina.

Conclusion Because the donor did not deliver the prop-
erty to the donee, legally no gift was made. Jackson
was free to sell the car.
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Chapter Summary

Nature of Law

Definition of Law “a rule of civil conduct prescribed by the supreme power in a state, commanding what
is right, and prohibiting what is wrong” (William Blackstone)

Functions of Law to maintain stability in the social, political, and economic system through dispute
resolution, protection of property, and the preservation of the state, while simultaneously permitting
ordered change

Laws and Morals are different but overlapping; law provides sanctions while morals do not

Law and Justice are separate and distinct concepts; justice is the fair, equitable, and impartial treatment
of competing interests with due regard for the common good

Classification of Law

Substantive and Procedural
e Substantive Law law creating rights and duties
e Procedural Law rules for enforcing substantive law

Public and Private
e Public Law law dealing with the relationship between government and individuals
e Private Law law governing the relationships among individuals and legal entities

Civil and Criminal

e Civil Law law dealing with rights and duties, the violation of which constitutes a wrong against an
individual or other legal entity

e Criminal Law law establishing duties that, if violated, constitute a wrong against the entire
community

Sources of Law
Constitutional Law fundamental law of a government establishing its powers and limitations

Judicial Law

e Common Law body of law developed by the courts that serves as precedent for determination of later
controversies

e Equity body of law based upon principles distinct from common law and providing remedies not
available at law

Legislative Law statutes adopted by legislative bodies
e Treaties agreements between or among independent nations
e Executive Orders laws issued by the President or by the governor of a state

Administrative Law is created by administrative agencies in the form of rules, regulations, orders, and
decisions to carry out the regulatory powers and duties of those agencies
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Chapter 2

BUSINESS ETHICS

Our characters are the result of our conduct.

ARisTOTLE, IN NicomacHEAN ETHics (c. 335 Bce)

LEARNING OBJECTIVES

After reading this chapter you should be able to:

1. Describe the difference between law and ethics.
2. Compare the various ethical theories.

Describe cost-benefit analysis and explain when
it should be used and when it should be avoided.

usiness ethics is a subset of ethics: no special set of

ethical principles applies only to the world of busi-

ness. Immoral acts are immoral, whether or not a
businessperson has committed them. In the last few years,
countless business wrongs, such as insider trading, fraudu-
lent earnings statements and other accounting misconduct,
price-fixing, concealment of dangerous defects in prod-
ucts, and bribery, have been reported almost daily.

Ethics can be defined broadly as the study of what is
right or good for human beings. It attempts to determine
what people ought to do, or what goals they should pur-
sue. Business ethics, as a branch of applied ethics, is the
study and determination of what is right and good in busi-
ness settings. Business ethics seeks to understand the moral
issues that arise from business practices, institutions, and
decision making, and their relationship to generalized
human values. Unlike legal analyses, analyses of ethics
have no central authority, such as courts or legislatures,
upon which to rely; nor do they follow clear-cut universal

14

4. Explain Kohlberg’s stages of moral
development.

5. Explain the ethical responsibilities of business.

standards. Nonetheless, despite these inherent limitations,
it still may be possible to make meaningful ethical judg-
ments. To improve ethical decision making, it is important
to understand how others have approached the task.

Some examples of the many business ethics questions
may clarify the definition of business ethics. In the employ-
ment relationship, countless ethical issues arise regarding
the safety and compensation of workers, their civil rights
(such as equal treatment, privacy, and freedom from sex-
ual harassment), and the legitimacy of whistle-blowing. In
the relationship between business and its customers, ethi-
cal issues permeate marketing techniques, product safety,
and consumer protection. The relationship between busi-
ness and its owners bristles with ethical questions involv-
ing corporate governance, shareholder voting, and
management’s duties to the shareholders. The relationship
among competing businesses involves numerous ethical
matters, including fair competition and the effects of collu-
sion. The interaction between business and society at large
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presents additional ethical dimensions: pollution of the
physical environment, commitment to the community’s
economic and social infrastructure, and depletion of natu-
ral resources. Not only do all of these issues recur at the
international level, but additional ones present themselves,
such as bribery of foreign officials, exploitation of less-
developed countries, and conflicts among differing cul-
tures and value systems.

In resolving the ethical issues raised by business con-
duct, it is helpful to use a seeing—knowing—doing model.
First, the decision maker should see (identify) the ethical
issues involved in the proposed conduct, including the eth-
ical implications of the various available options. Second,
the decision maker should know (resolve) what to do by
choosing the best option. Finally, the decision maker
should do (implement) the chosen option by developing
and implementing strategies.

This chapter first surveys the most prominent ethical
theories (the knowing part of the decision, on which the
great majority of philosophers and ethicists have focused).
The chapter then examines ethical standards in business
and the ethical responsibilities of business. It concludes
with five ethical business cases, which give the student the
opportunity to apply the seeing—knowing—doing model.
The student (1) identifies the ethical issues presented in
these cases; (2) resolves these issues by using one of the
ethical theories described in the chapter, some other ethi-
cal theory, or a combination of the theories; and (3) devel-
ops strategies for implementing the ethical resolution.

Law Versus Ethics

As discussed in Chapter 1, moral concepts strongly affect
the law, but law and morality are not the same. Although
it is tempting to say that “if it’s legal, it’s moral,” such a
proposition is generally too simplistic. For example, it
would seem gravely immoral to stand by silently while a
blind man walks off a cliff if one could prevent the fall by
shouting a warning, even though one would not be legally
obligated to do so. Similarly, moral questions arise con-
cerning “legal” business practices, such as failing to fulfill
a promise that is not legally binding; exporting products
banned in the United States to developing countries where
they are not prohibited; or slaughtering baby seals for fur
coats. The mere fact that these practices are legal does not
prevent them from being challenged on moral grounds.
Just as it is possible for legal acts to be immoral, it is
equally possible for illegal acts to seem morally preferable
to following the law. For example, it is the moral convic-
tion of the great majority of people that those who shel-
tered Jews in violation of Nazi edicts during World War II
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and those who committed acts of civil disobedience in the
1950s and 1960s to challenge segregation laws in the
United States were acting properly and that the laws them-
selves were immoral.

Ethical Theories

Philosophers have sought for centuries to develop depend-
able and universal methods for making ethical judgments.
In earlier times, some thinkers analogized the discovery of
ethical principles with the derivation of mathematical
proofs. They asserted that people could discover funda-
mental ethical rules by applying careful reasoning a priori.
(A priori reasoning is based on theory rather than experi-
mentation and deductively draws conclusions from cause
to effect and from generalizations to particular instances.)
In more recent times, many philosophers have concluded
that although careful reasoning and deep thought assist
substantially in moral reasoning, experience reveals that
the complexities of the world defeat most attempts to fash-
ion precise, a priori guidelines. Nevertheless, a review of
the most significant ethical theories is useful in the analysis
of issues of business ethics.

ETHIicAL FUNDAMENTALISM

Under ethical fundamentalism, or absolutism, individuals
look to a central authority or set of rules to guide them in
ethical decision making. Some look to the Bible; others look
to the Koran or to the writings of Karl Marx or to any num-
ber of living or deceased prophets. The essential character-
istic of this approach is a reliance on a central repository of
wisdom. In some cases, such reliance is total. In others, fol-
lowers of a religion or a spiritual leader may believe that all
members of the group are obligated to assess moral dilem-
mas independently, according to each person’s understand-
ing of the dictates of the fundamental principles.

ETHicAL RELATIVISM

Ethical relativism is a doctrine asserting that actions must
be judged by what individuals feel is right or wrong for
themselves. It holds that when any two individuals or cul-
tures differ regarding the morality of a particular issue or
action, they are both correct because morality is relative.
However, although ethical relativism promotes open-
mindedness and tolerance, it has limitations. If each per-
son’s actions are always correct for that person, then his
behavior is, by definition, moral and therefore exempt
from criticism. Once a person concludes that criticizing or
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punishing behavior in some cases is appropriate, he aban-
dons ethical relativism and faces the task of developing a
broader ethical methodology.

Although bearing a surface resemblance to ethical rela-
tivism, situational ethics actually differs substantially. Sit-
uational ethics holds that developing precise guidelines for
effectively navigating ethical dilemmas is difficult because
real-life decision making is so complex. To judge the mo-
rality of someone’s behavior, the person judging must
actually put herself in the other person’s shoes to under-
stand what motivated the other to choose a particular
course of action. Situational ethics, however, does not cede
the ultimate judgment of the propriety of an action to the
actor; rather, it insists that, prior to evaluation, a person’s
decision or act be viewed from the actor’s perspective.

UTILITARIANISM

Utilitarianism is a doctrine that assesses good and evil in
terms of the consequences of actions. Those actions that
produce the greatest net pleasure compared with net pain
are better in a moral sense than those that produce less net
pleasure. As Jeremy Bentham, one of the most influential
proponents of utilitarianism, proclaimed, a good or moral
act is one that results in “the greatest happiness for the
greatest number.”

The two major forms of utilitarianism are act utilitarian-
ism and rule utilitarianism. Act utilitarianism assesses each
separate act according to whether it maximizes pleasure
over pain. For example, if telling a lie in a particular situa-
tion produces more overall pleasure than pain, then an act
utilitarian would support lying as the moral thing to do.
Rule utilitarians, disturbed by the unpredictability of act
utilitarianism and its potential for abuse, follow a different
approach. Rule utilitarianism holds that general rules must
be established and followed even though, in some instan-
ces, following rules may produce less overall pleasure than
not following them. It applies utilitarian principles in devel-
oping rules; thus, it supports rules that on balance produce
the greatest satisfaction. Determining whether telling a lie
in a given instance would produce greater pleasure than
telling the truth is less important to the rule utilitarian than
deciding whether a general practice of lying would maxi-
mize society’s pleasure. If lying would not maximize pleas-
ure generally, then one should follow a rule of not lying
even though on occasion telling a lie would produce
greater pleasure than would telling the truth.

Utilitarian notions underlie cost-benefit analysis, an an-
alytical tool used by many business and government man-
agers today. Cost-benefit analysis first quantifies benefits
in monetary terms and then compares the direct and indi-
rect costs and benefits of program alternatives for meeting
a specified objective. Cost-benefit analysis seeks the greatest
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economic efficiency according to the underlying notion
that, given two potential acts, the act achieving the greatest
output at the least cost promotes the greatest marginal hap-
piness over the less-efficient act, other things being equal.

The chief criticism of utilitarianism is that in some im-
portant instances it ignores justice. A number of situations
would maximize the pleasure of the majority at great
social cost to a minority. Another major criticism of utili-
tarianism is that measuring pleasure and pain in the fash-
ion its supporters advocate is extremely difficult, if not
impossible.

DEONTOLOGY

Deontological theories (from the Greek word deon, mean-
ing duty or obligation) address the practical problems of
utilitarianism by holding that certain underlying principles
are right or wrong regardless of any pleasure or pain cal-
culations. Believing that actions cannot be measured sim-
ply by their results but must be judged by means and
motives as well, deontologists judge the morality of acts
not so much by their consequences but by the motives that
lead to them. A person not only must achieve just results
but also must employ the proper means.

The best-known deontological theory was proffered by
the eighteenth-century philosopher Immanuel Kant. Under
Kant’s categorical imperative, for an action to be moral it
(1) must potentially be a universal law that could be
applied consistently and (2) must respect the autonomy
and rationality of all human beings and not treat them as
an expedient. That is, one should not do anything that he
or she would not have everyone do in a similar situation.
For example, you should not lie to colleagues unless you
support the right of all colleagues to lie to one another.
Similarly, you should not cheat others unless you advocate
everyone’s right to cheat. We apply Kantian reasoning
when we challenge someone’s behavior by asking: What if
everybody acted that way?

Under Kant’s approach, it would be improper to assert
a principle to which one claimed personal exception, such
as insisting that it was acceptable for you to cheat but not
for anyone else to do so. This principle could not be uni-
versalized because everyone would then insist on similar
rules from which only they were exempt.

Kant’s philosophy also rejects notions of the end justify-
ing the means. To Kant, every person is an end in himself
or herself. Each person deserves respect simply because of
his or her humanity. Thus, any sacrifice of a person for the
greater good of society would be unacceptable to Kant.

In many respects, Kant’s categorical imperative is a var-
iation of the Golden Rule; and, like the Golden Rule, the
categorical imperative appeals to the individual’s self-
centeredness.
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As does every theory, Kantian ethics has its critics. Just
as deontologists criticize utilitarians for excessive pragma-
tism and flexible moral guidelines, utilitarians and others
criticize deontologists for rigidity and excessive formalism.
For example, if one inflexibly adopts as a rule to tell the
truth, one ignores situations in which lying might well be
justified. A person hiding a terrified wife from her angry,
abusive husband would seem to be acting morally by
falsely denying that the wife is at the person’s house. Yet a
deontologist, feeling bound to tell the truth, might ignore
the consequences of truthfulness, tell the husband where
his wife is, and create the possibility of a terrible tragedy.
Another criticism of deontological theories is that the
proper course may be difficult to determine when values
or assumptions conflict.

SociaL Etaics THEORIES

Social ethics theories assert that special obligations arise
from the social nature of human beings. Such theories
focus not only on each person’s obligations to other mem-
bers of society but also on the individual’s rights and obli-
gations within the society. For example, social egalitarians
believe that society should provide each person with equal
amounts of goods and services regardless of the contribu-
tion each makes to increase society’s wealth.

Two other ethics theories have received widespread
attention in recent years. One is the theory of distributive
justice proposed by Harvard philosopher John Rawls,
which seeks to analyze the type of society that people in a
“natural state” would establish if they could not determine
in advance whether they would be talented, rich, healthy,
or ambitious, relative to other members of society.
According to distributive justice, the society contemplated
through this “veil of ignorance” is the one that should be
developed because it considers the needs and rights of all
its members. Rawls did not argue that such a society
would be strictly egalitarian and that it would unfairly pe-
nalize those who turned out to be the most talented and
ambitious. Instead, Rawls suggested that such a society
would stress equality of opportunity, not of results. On
the other hand, Rawls stressed that society would pay
heed to the least advantaged to ensure that they did not
suffer unduly and that they enjoyed society’s benefits. To
Rawls, society must be premised on justice. Everyone is
entitled to his or her fair share in society, a fairness all
must work to guarantee.

In contrast to Rawls, another Harvard philosopher,
Robert Nozick, stressed liberty, not justice, as the most im-
portant obligation that society owes its members. Libertar-
ians stress market outcomes as the basis for distributing
society’s rewards. Only to the extent that one meets market
demands does one deserve society’s benefits. Libertarians
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oppose social interference in the lives of those who do not
violate the rules of the marketplace—that is, in the lives of
those who do not cheat others and who disclose honestly
the nature of their transactions with others. The fact that
some end up with fortunes while others accumulate little
simply proves that some can play in the market effectively
while others cannot. To libertarians, this is not unjust.
What is unjust to them is any attempt by society to take
wealth earned by citizens and distribute it to those who
did not earn it.

These theories and others (e.g., Marxism) judge society
in moral terms by its organization and by the way in
which it distributes goods and services. They demonstrate
the difficulty of ethical decision making in the context of a
social organization: behavior that is consistently ethical
from individual to individual may not necessarily produce
a just society.

OTHER THEORIES

The preceding theories do not exhaust the possible
approaches to evaluating ethical behavior; several other
theories also deserve mention. Intuitionism holds that a
rational person possesses inherent powers to assess the
correctness of actions. Though an individual may refine
and strengthen these powers, they are just as basic to
humanity as our instincts for survival and self-defense.
Just as some people are better artists or musicians, some
people have more insight into ethical behavior than others.
Consistent with intuitionism is the good person philoso-
phy, which declares that if individuals wish to act morally,
they should seek out and emulate those who always seem
to know the right choice in any given situation and who
always seem to do the right thing. One variation of these
ethical approaches is the “Television Test,” which directs
us to imagine that every ethical decision we make is being
broadcast on nationwide television. An appropriate deci-
sion is one we would be comfortable broadcasting on
national television for all to witness.

Ethical Standards in Business

In this section, we will explore the application of the theo-
ries of ethical behavior to the world of business.

CHOOSING AN ETHICAL SYSTEM

In their efforts to resolve the moral dilemmas facing
humankind, philosophers and other thinkers have strug-
gled for years to refine the various systems previously dis-
cussed. All of the systems are limited, however, in terms of
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applicability and tend to produce unacceptable prescrip-
tions for action in some circumstances. But to say that
each system has limits is not to say it is useless. On the
contrary, a number of these systems provide insight into
ethical decision making and help us formulate issues and
resolve moral dilemmas. Furthermore, concluding that
moral standards are difficult to articulate and that moral
boundaries are imprecise is not the same as concluding
that moral standards are unnecessary or nonexistent.

Research by the noted psychologist Lawrence Kohlberg
provides some insight into ethical decision making and
lends credibility to the notion that moral growth, like
physical growth, is part of the human condition. Kohlberg
observed that people progress through sequential stages of
moral development according to two major variables: age
and reasoning. During the first level—the preconventional
level—a child’s conduct is a reaction to the fear of punish-
ment and, later, to the pleasure of reward. Although peo-
ple who operate at this level may behave in a moral
manner, they do so without understanding why their
behavior is moral. The rules are imposed upon them. Dur-
ing adolescence—Kohlberg’s conventional level—people
conform their behavior to meet the expectations of groups,
such as family, peers, and eventually society. The motiva-
tion for conformity is loyalty, affection, and trust. Most
adults operate at this level. According to Kohlberg, some
reach the third level—the postconventional level—at
which they accept and conform to moral principles
because they understand why the principles are right and
binding. At this level, moral principles are voluntarily
internalized, not externally imposed. Moreover, individu-
als at this stage develop their own universal ethical princi-
ples and may even question the laws and values that society
and others have adopted (see Figure 2-1 for Kohlberg’s
stages of moral development).

Kohlberg believed that not all people reach the third, or
even the second, stage. He therefore argued that essential
to the study of ethics was the exploration of ways to help
people achieve the advanced stage of postconventional
thought. Other psychologists assert that individuals do
not pass sequentially from stage to stage but rather func-
tion in all three stages simultaneously.

Whatever the source of our ethical approach, we can-
not avoid facing moral dilemmas that challenge us to rec-
ognize and do the right thing. Moreover, for those who
plan business careers, such dilemmas necessarily will have
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implications for many others—employees, shareholders,
suppliers, customers, and society at large.

CORPORATIONS AS MORAL AGENTS

Because corporations are not persons but artificial entities
created by the state, whether they can or should be held
morally accountable is difficult to determine. Though,
clearly, individuals within corporations can be held
morally responsible, the corporate entity presents unique
problems.

Commentators are divided on the issue. Some insist that
only people can engage in behavior that can be judged in
moral terms. Opponents of this view concede that corpo-
rations are not persons in any literal sense but insist that
the attributes of responsibility inherent in corporations are
sufficient to justify judging corporate behavior from a
moral perspective.

Ethical Responsibilities of Business

Many people assert that the only responsibility of business
is to maximize profit and that this obligation overrides
any ethical or social responsibility. Although our eco-
nomic system of modified capitalism is based on the pur-
suit of self-interest, it also contains components to check
this motivation of greed. Our system has always recog-
nized the need for some form of regulation, whether it be
by the “invisible hand” of competition, the self-regulation
of business, or government regulation.

REGULATION OF BUSINESS

As explained and justified by Adam Smith in The Wealth
of Nations (1776), the capitalistic system is composed of
six “institutions”: economic motivation, private produc-
tive property, free enterprise, free markets, competition,
and limited government. As long as all these constituent
institutions continue to exist and operate in balance, the
factors of production—land, capital, and labor—combine
to produce an efficient allocation of resources for individ-
ual consumers and for the economy as a whole. To achieve
this outcome, however, Smith’s model requires that a
number of conditions be satisfied: “standardized products,

Figure 2-1 Levels Perspective Justification

Kohlberg’s Preconventional (Childhood) Self Punishment/Reward

Stages of Moral

Development Conventional (Adolescent) Group Group Norms
Postconventional (Adult) Universal Moral Principles
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numerous firms in markets, each firm with a small share
and unable by its actions alone to exert significant influ-
ence over price, no barriers to entry, and output carried to
the point where each seller’s marginal cost equals the
going market price” (E. Singer, Antitrust Economics and
Legal Analysis).

History has demonstrated that the actual operation of
the economy has satisfied almost none of these assump-
tions. More specifically, the actual competitive process
falls considerably short of the assumptions of the classic
economic model of perfect competition:

Competitive industries are never perfectly competitive in
this sense. Many of the resources they employ cannot be
shifted to other employments without substantial cost and
delay. The allocation of those resources, as between industries
or as to relative proportions within a single industry, is
unlikely to have been made in a way that affords the best pos-
sible expenditure of economic effort. Information is incom-
plete, motivation confused, and decision therefore ill informed
and often unwise. Variations in efficiency are not directly
reflected in variations of profit. Success is derived in large part
from competitive selling efforts, which in the aggregate may
be wasteful, and from differentiation of products, which may
be undertaken partly by methods designed to impair the
opportunity of the buyer to compare quality and price.

C. Edwards, Maintaining Competition

In addition to capitalism’s failure to allocate resources
efficiently, it cannot be relied on to achieve all of the social
and public policy objectives that a pluralistic democracy
requires. For example, the free enterprise model simply
does not address equitable distribution of wealth, national
defense, conservation of natural resources, full employ-
ment, stability in economic cycles, protection against eco-
nomic dislocations, health and safety, social security, and
other important social and economic goals. Increased reg-
ulation of business has occurred not only to preserve the
competitive process in our economic system but also to
achieve social goals extrinsic to the efficient allocation of
resources, the “invisible hand” and self-regulation by busi-
ness having failed to bring about these desired results.
Such intervention attempts (1) to regulate both “legal”
monopolies, such as those conferred by law through copy-
rights, patents, and trade symbols, and “natural” monopo-
lies, such as utilities, transportation, and communications;
(2) to preserve competition by correcting imperfections in
the market system; (3) to protect specific groups, especially
labor and agriculture, from marketplace failures; and
(4) to promote other social goals. Successful government
regulation involves a delicate balance between regulations
that attempt to preserve competition and those that attempt
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to advance other social objectives. The latter should not
undermine the basic competitive processes that provide an
efficient allocation of economic resources.

CORPORATE (GOVERNANCE

In addition to the broad demands of maintaining a com-
petitive and fair marketplace, another factor demanding
the ethical and social responsibility of business is the sheer
size and power of individual corporations. The five thou-
sand largest U.S. firms currently produce more than half
of the nation’s gross national product.

In a classic study published in 1932, Adolf Berle and
Gardner Means concluded that great amounts of economic
power had been concentrated in a relatively few large cor-
porations, that the ownership of these corporations had
become widely dispersed, and that the shareholders had
become far removed from active participation in manage-
ment. Since their original study, these trends have contin-
ued steadily. The five hundred to one thousand large
publicly held corporations own the great bulk of the indus-
trial wealth of the United States. Moreover, these corpora-
tions are controlled by a small group of corporate officers.

Historically, the boards of many publicly held corpora-
tions consisted mainly or entirely of inside directors (cor-
porate officers who also serve on the board of directors).
During the past two decades, however, as a result of regu-
lations by the U.S. Securities and Exchange Commission
and the stock exchanges, the number and influence of out-
side directors has increased substantially. Now the boards
of the great majority of publicly held corporations consist
primarily of outside directors, and these corporations have
audit committees consisting entirely of outside directors.
Nevertheless, a number of instances of corporate miscon-
duct have been revealed in the first years of this century. In
response to these business scandals—involving companies
such as Enron, WorldCom, Global Crossing, and Arthur
Andersen—in 2002 Congress passed the Sarbanes-Oxley
Act. This legislation seeks to prevent these types of scan-
dals by increasing corporate responsibility through the
imposition of additional corporate governance require-
ments on publicly held corporations. (This statute is dis-
cussed further in Chapters 6, 36, 40, and 44.)

These developments raise a large number of social, pol-
icy, and ethical issues about the governance of large, pub-
licly owned corporations. Many observers insist that
companies playing such an important economic role should
have a responsibility to undertake projects that benefit soci-
ety in ways that go beyond mere financial efficiency in pro-
ducing goods and services. In some instances, the idea of
corporate obligations comes from industrialists themselves.

Source: Maintaining Competition: Requisites of a Governmental Policy (New York: McGraw-Hill, 1949).
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ARGUMENTS AGAINST SOCIAL RESPONSIBILITY

A number of arguments oppose business involvement in
socially responsible activities: profitability, unfairness,
accountability, and expertise.

Profitability As Milton Friedman and others have
argued, businesses are artificial entities established to per-
mit people to engage in profit-making, not social, activ-
ities. Without profits, they assert, there is little reason for a
corporation to exist and no real way to measure the effec-
tiveness of corporate activities. Businesses are not organ-
ized to engage in social activities; they are structured to
produce goods and services for which they receive money.
Their social obligation is to return as much of this money
as possible to their direct stakeholders. In a free market
with significant competition, the selfish pursuits of corpo-
rations will lead to maximizing output, minimizing costs,
and establishing fair prices. All other concerns distract
companies and interfere with achieving these goals.

Unfairness Whenever companies stray from their desig-
nated role of profit-maker, they take unfair advantage of
company employees and shareholders. For example, a com-
pany may support the arts or education or spend excess
funds on health and safety; however, these funds rightfully
belong to the shareholders or employees. The company’s de-
cision to disburse these funds to others who may well be less
deserving than the shareholders and employees is unfair.
Furthermore, consumers can express their desires through
the marketplace, and shareholders and employees can decide
privately whether they wish to make charitable contribu-
tions. In most cases, senior management consults the board
of directors about supporting social concerns but does not
seek the approval of the company’s major stakeholders,
thereby effectively disenfranchising these shareholders from
actions that reduce their benefits from the corporation.

Accountability Corporations, as previously noted, are
private institutions that are subject to a lower standard of
accountability than are public bodies. Accordingly, a com-
pany may decide to support a wide range of social causes
and yet submit to little public scrutiny. But a substantial
potential for abuse exists in such cases. For one thing, a
company could provide funding for a variety of causes its
employees or shareholders did not support. It also could
provide money “with strings attached,” thereby control-
ling the recipients’ agendas for less than socially beneficial
purposes. For example, a drug company that contributes
to a consumer group might implicitly or explicitly condi-
tion its assistance on the group’s agreement never to
criticize the company or the drug industry.

This lack of accountability warrants particular concern
because of the enormous power corporations wield in
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modern society. Many large companies, like General
Motors or Exxon, generate and spend more money in a
year than all but a handful of the world’s countries. If
these companies suddenly began to vigorously pursue their
own social agendas, their influence might well rival, and
perhaps undermine, that of their national government. In
a country like the United States, founded on the principles
of limited government and the balance of powers, too
much corporate involvement in social affairs might well
present substantial problems. Without clear guidelines and
accountability, companies pursuing their private visions of
socially responsible behavior might well distort the entire
process of governance.

There is a clear alternative to corporations engaging in
socially responsible action. If society wishes to increase the
resources devoted to needy causes, it has the power to do
so. Let the corporations seek profits without the burden of
a social agenda, let the consumers vote in the marketplace
for the products and services they desire, and let the gov-
ernment tax a portion of corporate profits for socially ben-
eficial causes.

Expertise Even though a corporation has an expertise
in producing and selling its product, it may not possess a
talent for recognizing or managing socially useful activ-
ities. Corporations become successful in the market
because they can identify and meet the needs of their cus-
tomers. Nothing suggests that this talent spills over into
nonbusiness arenas. In fact, critics of corporate participa-
tion in social activities worry that corporations will prove
unable to distinguish the true needs of society from their
own narrow self-interests.

ARGUMENTS IN FAVOR OF SociAL
RESPONSIBILITY

First, it should be recognized that even the critics of busi-
ness acknowledge that the prime responsibility of business
is to make a reasonable return on its investment by pro-
ducing a quality product at a reasonable price. They do
not suggest that business entities be charitable institutions.
They do assert, however, that business has certain obliga-
tions beyond making a profit or not harming society. Such
critics contend that business must help to resolve societal
problems, and they offer a number of arguments in sup-
port of their position.

The Social Contract Society creates corporations and
gives them a special social status, including the granting of
limited liability, which insulates owners from liability for
debts their organizations incur. Supporters of social roles
for corporations assert that limited liability and other rights
granted to companies carry a responsibility: corporations,
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just like other members of society, must contribute to its
betterment. Therefore, companies owe a moral debt to so-
ciety to contribute to its overall well-being. Society needs a
host of improvements, such as pollution control, safe
products, a free marketplace, quality education, cures for
illness, and freedom from crime. Corporations can help in
each of these areas. Granted, deciding which social needs
deserve corporate attention is difficult; however, this chal-
lenge does not lessen a company’s obligation to choose a
cause. Corporate America cannot ignore the multitude of
pressing needs that remain, despite the efforts of govern-
ment and private charities.

A derivative of the social contract theory is the stake-
holder model for the societal role of the business corpora-
tion. Under the stakeholder model, a corporation has
fiduciary responsibilities—duty of utmost loyalty and
good faith—to all of its stakeholders, not just its stock-
holders. Historically, the stockholder model for the role of
business has been the norm. Under this theory, a corpora-
tion is viewed as private property owned by and for the
benefit of its owners—the stockholders of the corporation.
(For a full discussion of this legal model, see Chapter 36.)
The stakeholder model, on the other hand, holds that cor-
porations are responsible to society at large and more
directly to all those constituencies on which they depend
for their survival. Thus, it is argued that a corporation
should be managed for the benefit of all of its stakehold-
ers—stockholders, employees, customers, suppliers, and
managers, as well as the local communities in which it
operates. (See Figure 2-2 for the stakeholder model of cor-
porate responsibility; compare it with Figure 36-1.)

Less Government Regulation According to another
argument in favor of corporate social responsibility, the

Figure 2-2
The Stakeholder
Model

Customers
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more responsibly companies act, the less the government
must regulate them. This idea, if accurate, would likely
appeal to those corporations that typically view regulation
with distaste, perceiving it as a crude and expensive way
of achieving social goals. To them, regulation often
imposes inappropriate, overly broad rules that hamper
productivity and require extensive recordkeeping proce-
dures to document compliance. If companies can use more
flexible, voluntary methods of meeting a social norm, such
as pollution control, then government will be less tempted
to legislate norms.

The argument can be taken further. Not only does an-
ticipatory corporate action lessen the likelihood of govern-
ment regulation, but also social involvement by companies
creates a climate of trust and respect that reduces the over-
all inclination of government to interfere in company busi-
ness. For example, a government agency is much more
likely to show some leniency toward a socially responsible
company than toward one that ignores social plights.

Long-Run Profits Perhaps the most persuasive argu-
ment in favor of corporate involvement in social causes is
that such involvement actually makes good business sense.
Consumers often support good corporate images and
avoid bad ones. For example, consumers generally prefer
to patronize stores with “easy return” policies. Even
though such policies are not required by law, companies
institute them because they create goodwill—an intangible
though indispensable asset for ensuring repeat customers.
In the long run, enhanced goodwill often rebounds to
stronger profits. Moreover, corporate actions to improve
the well-being of their communities make these commun-
ities more attractive to citizens and more profitable for
business.

Managers

Employees

Corporation

Stockholders
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Chapter Summary

Definitions
Ethics study of what is right or good for human beings

Business Ethics study of what is right and good in a business setting

Ethical Theories

Ethical Fundamentalism individuals look to a central authority or set of rules to guide them in ethical
decision making

Ethical Relativism asserts that actions must be judged by what individuals subjectively feel is right or
wrong for themselves

Situational Ethics one must judge a person’s actions by first putting oneself in the actor’s situation

Utilitarianism moral actions are those that produce the greatest net pleasure compared with net pain
e Act Utilitarianism assesses each separate act according to whether it maximizes pleasure over pain
e Rule Utilitarianism supports rules that on balance produce the greatest pleasure for society

e Cost-Benefit Analysis quantifies the benefits and costs of alternatives

Deontology holds that actions must be judged by their motives and means as well as their results

Social Ethics Theories focus on a person’s obligations to other members in society and on the

individual’s rights and obligations within society

e Social Egalitarians believe that society should provide all its members with equal amounts of goods
and services regardless of their relative contributions

e Distributive Justice stresses equality of opportunity rather than results

e Libertarians stress market outcomes as the basis for distributing society’s rewards

Other Theories
e Intuitionism a rational person possesses inherent power to assess the correctness of actions
* Good Person individuals should seek out and emulate good role models

Ethical Standard in Business

Choosing an Ethical System Kohlberg’s stages of moral development is a widely accepted model
(see Figure 2-1)

Corporations as Moral Agents because a corporation is a statutorily created entity, it is not clear
whether it should be held morally responsible

Ethical Responsibilities Business

Regulation of Business governmental regulation has been necessary because all the conditions for perfect
competition have not been satisfied and free competition cannot by itself achieve other societal
objectives

Corporate Governance vast amounts of wealth and power have become concentrated in a small number
of corporations, which in turn are controlled by a small group of corporate officers

Arguments against Social Responsibility

e Profitability because corporations are artificial entities established for profit-making activities, their
only social obligation should be to return as much money as possible to shareholders

e Unfairness whenever corporations engage in social activities, such as supporting the arts or
education, they divert funds rightfully belonging to shareholders and/or employees to unrelated third
parties
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e Accountability a corporation is subject to less public accountability than public bodies are
e Expertise although a corporation may have a high level of expertise in selling its goods and services,
there is absolutely no guarantee that any promotion of social activities will be carried on with the

same degree of competence

Arguments in Favor of Social Responsibility

e The Social Contract because society allows for the creation of corporations and gives them special
rights, including a grant of limited liability, corporations owe a responsibility to society

e Less Government Regulation by taking a more proactive role in addressing society’s problems,
corporations create a climate of trust and respect that has the effect of reducing government

regulation

e Long-Run Profits corporate involvement in social causes creates goodwill, which simply makes good

business sense

Questions

You have an employee who has a chemical imbalance in
the brain that causes him to be severely unstable. The med-
ication that is available to deal with this schizophrenic con-
dition is extremely powerful and decreases the taker’s life
span by one to two years for every year that the user takes
it. You know that his doctors and family believe that it is
in his best interest to take the medication. What course of
action should you follow?

You have a very shy employee who is from another coun-
try. After a time, you notice that the quality of her per-
formance is deteriorating rapidly. You find an appropriate
time to speak with her and determine that she is extremely
distraught. She tells you that her family has arranged a
marriage for her and that she refuses to obey their con-
tract. She further states to you that she is thinking about
committing suicide. Two weeks later, after her poor per-
formance continues, you determine that she is on the verge
of a nervous breakdown, and once again she informs you
that she is going to commit suicide. What should you do?
Consider further that you can petition a court to have her
involuntarily committed to a mental hospital. You know,
however, that her family would consider such a commit-
ment an extreme insult and that they might seek retribu-
tion. Does this prospect alter your decision?

You receive a telephone call from a company you never do
business with requesting a reference on one of your
employees, Mary Sunshine. You believe Mary performs in
a generally incompetent manner, and you would be
delighted to see her take another job. You give her a glow-
ing reference. Is this right? Explain.

You have just received a report suggesting that a chemical
your company uses in its manufacturing process is very
dangerous. You have not read the report, but you are
generally aware of its contents. You believe that the
chemical can be replaced fairly easily, but that if word

gets out, panic may set in among employees and commu-
nity members. A reporter asks if you have seen the report,
and you say no. Is your behavior right or wrong?
Explain.

You and Joe Jones, your neighbor and friend, bought lot-
tery tickets at the corner drugstore. While watching the lot-
tery drawing on TV with you that night, Joe leaped from
the couch, waved his lottery ticket, and shouted, “I’ve got
the winning number!” Suddenly, he clutched his chest,
keeled over, and died on the spot. You are the only living
person who knows that Joe, not you, bought the winning
ticket. If you substitute his ticket for yours, no one will
know of the switch and you will be $10 million richer.
Joe’s only living relative is a rich aunt whom he despised.
Will you switch his ticket for yours? Explain.

Omega, Inc., a publicly held corporation, has assets of
$100 million and annual earnings in the range of $13 to
$15 million. Omega owns three aluminum plants, which
are profitable, and one plastics plant, which is losing
$4 million a year. Because of its very high operating costs,
the plastics plant shows no sign of ever becoming profita-
ble, and there is no evidence that the plant and the underly-
ing real estate will increase in value. Omega decides to sell
the plastics plant. The only bidder for the plant is Gold,
who intends to use the plant for a new purpose: to intro-
duce automation, and to replace all existing employees.
Would it be ethical for Omega to turn down Gold’s bid
and keep the plastics plant operating indefinitely, for the
purpose of preserving the employees’ jobs? Explain.

You are the sales manager of a two-year-old electronics
firm. At times, the firm has seemed on the brink of failure,
but recently it has begun to be profitable. In large part, the
profitability is due to the aggressive and talented sales force
you have recruited. Two months ago, you hired Alice
North, an honors graduate from the State University, who
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decided that she was tired of the Research Department and
wanted to try sales.

Almost immediately after you sent Alice out for training
with Brad West, your best salesperson, he began reporting
to you an unexpected turn of events. According to Brad,
“Alice is terrific: she’s confident, smooth, and persistent.
Unfortunately, a lot of our buyers are good old boys who
just aren’t comfortable around young, bright women. Just
last week, Hiram Jones, one of our biggest customers, told
me that he simply won’t continue to do business with
‘young chicks” who think they invented the world. It’s not
that Alice is a know-it-all. She’s not. It’s just that these guys
like to booze it up a bit, tell some off-color jokes, and then
get down to business. Alice doesn’t drink, and, although
she never objects to the jokes, it’s clear she thinks they’re
offensive.” Brad felt that several potential deals had fallen
through “because the mood just wasn’t right with Alice
there.” Brad added, “I don’t like a lot of these guys’ styles
myself, but T go along to make the sales. I just don’t think
Alice is going to make it.”

When you call Alice in to discuss the situation, she con-
cedes the accuracy of Brad’s report but indicates that she’s
not to blame and insists that she be kept on the job. You
feel committed to equal opportunity but don’t want to
jeopardize your company’s ability to survive. What should
you do?

Major Company subcontracted the development of part of
a large technology system to Start-up Company, a small
corporation specializing in custom computer systems. The
contract, which was a major breakthrough for Start-up
Company and crucial to its future, provided for an initial
development fee and subsequent progress payments, as
well as a final date for completion.

Start-up Company provided Major Company with peri-
odic reports indicating that everything was on schedule.
After several months, however, the status reports stopped
coming, and the company missed delivery of the sche-
matics, the second major milestone. As an in-house techni-
cal consultant for Major Company, you visited Start-up
Company and found not only that it was far behind sched-
ule but that it had lied about its previous progress. More-
over, you determined that this slippage put the schedule
for the entire project in severe jeopardy. The cause of Start-
up’s slippage was the removal of personnel from your pro-
ject to work on short-term contracts to obtain money to
meet the weekly payroll.

Introduction to Law and Ethics Part I

Your company decided that you should stay at Start-up
Company to monitor its work and to assist in the design of
the project. After six weeks and some progress, Start-up is
still way behind its delivery dates. Nonetheless, you are
now familiar enough with the project to complete it in-
house with Major’s personnel.

Start-up is still experiencing severe cash flow problems
and repeatedly requests payment from Major. But your
CEO, furious with Start-up’s lies and deceptions, wishes to
“bury” Start-up and finish the project using Major Com-
pany’s internal resources. She knows that withholding pay-
ment to Start-up will put it out of business. What do you
do? Explain.

A customer requested certain sophisticated tests on equip-
ment he purchased from your factory. Such tests are very
expensive and must be performed by a third party. The
equipment was tested and met all of the industry stand-
ards, but showed anomalies which could not be explained.
Though the problem appeared to be very minor, you
decided to inspect the unit to try to understand the test
data—a very expensive and time-consuming process. You
informed the customer of this decision. A problem was
found, but it was minor and was highly unlikely ever to
cause the unit to fail. Rebuilding the equipment would be
very expensive and time-consuming; moreover, notifying
the customer that you were planning to rebuild the unit
would also put your overall manufacturing procedures in
question. What should you do—fix it, ship it, or inform
the customer?

10. a. You are a project manager for a company making a

major proposal to a Middle Eastern country. Your major
competition is from Japan. Your local agent, who is
closely tied to a very influential sheikh, would receive a 5
percent commission if the proposal were accepted. Near
the date for the decision, the agent asks you for
$150,000 to grease the skids so that your proposal is
accepted. What do you do?

. What if, after you say no, the agent goes to your vice

president, who provides the money? What do you do?

. Your overseas operation learns that most other foreign

companies in this Middle Eastern location bolster their
business by exchanging currency on the gray market.
You discover that your division is twice as profitable as
budgeted due to the amount of domestic currency you
have received on the gray market. What do you do?
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Chapter 2

. BusiNEss ETHIics CASES

The business ethics cases that follow are based on the
kinds of situations that companies regularly face when
conducting business. You should first read each case care-
fully and in its entirety before attempting to analyze it.
Second, you should identify the most important ethical
issues arising from the situation. Often it is helpful to pri-
oritize these issues. Third, you should identify the viable
options for addressing these issues and the ethical implica-
tions of the identified options. This might include examin-
ing the options from the perspectives of the various
ethical theories as well as the affected stakeholders.
Fourth, you should reach a definite resolution of the ethi-
cal issues by choosing what you think is the best option.
You should have a well-articulated rationale for your re-
solution. Finally, develop a strategy for implementing
your resolution.

Pharmakon Drug Company

BACKGROUND

William Wilson, senior vice president of research, develop-
ment, and medical (RD&M) at Pharmakon Drug Com-
pany, received both his Ph.D. in biochemistry and his
M.D. from the University of Oklahoma. Upon completion
of his residency, Dr. Wilson joined the faculty at Harvard
Medical School. He left Harvard after five years to join
the research group at Merck & Co. Three years later, he
went to Burroughs-Wellcome as director of RD&M, and,
after eight years, Dr. Wilson joined Pharmakon in his
current position.

Figure 2-3 Pharmakon Employment
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William Wilson has always been highly respected as a
scientist, a manager, and an individual. He has also been
an outstanding leader in the scientific community, particu-
larly in the effort to attract more minorities into the field.

Pharmakon concentrates its research efforts in the areas
of antivirals (with a focus on HIV), cardiovascular, respira-
tory, muscle relaxants, gastrointestinal, the central nervous
system, and consumer health care (i.e., nonprescription or
over-the-counter [OTC] medicines). Dr. Wilson is on the
board of directors of Pharmakon and the company’s exec-
utive committee. He reports directly to the chairman of the
board and CEO, Mr. Jarred Swenstrum.

DEcLINING GROWTH

During the previous eight years, Pharmakon experienced
tremendous growth: 253 percent overall with yearly
growth ranging from 12 percent to 25 percent. During
this period, Pharmakon’s RD&M budget grew from
$79 million to $403 million, and the number of employ-
ees rose from 1,192 to 3,273 (see Figure 2-3). During the
previous two years, however, growth in revenue and
earnings had slowed considerably. Moreover, in the cur-
rent year, Pharmakon’s revenues of $3.55 billion and
earnings before taxes of $1.12 billion were up only 2 per-
cent from the previous year. Furthermore, both revenues
and earnings are projected to be flat or declining for the
next five years.

The cessation of this period’s tremendous growth and
the likelihood of future decline have been brought about
principally by two causes. First, a number of Pharmakon’s
most important patents have expired and competition
from generics has begun and could continue to erode its
products’ market shares. Second, as new types of health-
care delivery organizations evolve, pharmaceutical compa-
nies’ revenues and earnings will in all likelihood be
adversely affected.

Attribute/Years Ago 1 2 3 4 5 6 7 8
Total Employment 3,273 3,079 2,765 2,372 1,927 1,619 1,306 1,192
Minority 272 238 196 143 109 75 53 32
Employment (8.35%) (7.7%) (7.15%) (6.0%) (5.7%) (4.6%) (4.1%)  (2.7%)
Revenue

($ million) 3,481 3,087 2,702 2,184 1,750 1,479 1,214 986
Profit

($ million) 1,106 1,021 996 869 724 634 520 340
RD&M Budget

($ million) 403 381 357 274 195 126 96 79
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Figure 2-4
Pharmakon
Affirmative
Action Program
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Pharmakon Drug Company
Equal Employment Opportunity Affirmative Action Program

POLICY

It is the policy of Pharmakon Drug Co. to provide equal employment opportunities without regard
to race, color, religion, sex, national origin, sexual orientation, disability, and veteran status. The
Company will also take affirmative action to employ and advance individual applicants from all seg-
ments of our society. This policy relates to all phases of employment, including, but not limited to,
recruiting, hiring, placement, promotion, demotion, layoff, recall, termination, compensation, and
training. In communities where Pharmakon has facilities, it is our policy to be a leader in providing
equal employment for all of its citizens.

RESPONSIBILITY FOR IMPLEMENTATION
The head of each division is ultimately responsible for initiating, administering, and controlling

activities within all areas of responsibility necessary to ensure full implementation of this policy.

The managers of each location or area are responsible for the implementation of this policy.

All other members of management are responsible for conducting day-to-day activities in a manner

to ensure compliance with this policy.

PROBLEM AND PROPOSED SOLUTIONS

In response, the board of directors has decided that the
company must emphasize two conflicting goals: increase
the number of new drugs brought to market and cut back
on the workforce in anticipation of rising labor and market-
ing costs and declining revenues. Accordingly, Dr. Wilson
has been instructed to cut costs significantly and to reduce
his workforce by 15 percent over the next six months.

Dr. Wilson called a meeting with his management team
to discuss the workforce reduction. One of his managers,
Leashia Harmon, argued that the layoffs should be made
“so that recent gains in minority hiring are not wiped
out.” The percentage of minority employees had increased
from 2.7 percent eight years ago to 8.3 percent in the pre-
vious year (see Figure 2-3). The minority population in
communities in which Pharmakon has major facilities has
remained over the years at approximately 23 percent.
About 20 percent of the RD&M workforce have a Ph.D.
in a physical science or in pharmacology, and another 3
percent have an M.D.

Dr. Harmon, a Ph.D. in pharmacology and head of
clinical studies, is the only minority on Dr. Wilson’s seven-
member management team. Dr. Harmon argued that
RD&M has worked long and hard to increase minority
employment and has been a leader in promoting Pharma-
kon’s affirmative action plan (see Figure 2-4). Therefore,
she asserted, all layoffs should reflect this commitment,
even if it meant disproportionate layoffs of nonminorities.

Dr. Anson Peake, another member of Dr. Wilson’s
management team and director of new products, argued

that Pharmakon’s RD&M division has never discharged a
worker except for cause and should adhere as closely as
possible to that policy by terminating individuals solely
based on merit. Dr. Rachel Waugh, director of product
development, pointed out that the enormous growth in
employment over the last eight years—almost a trebling of
the workforce—had made the company’s employee per-
formance evaluation system less than reliable. Conse-
quently, she contended that because laying off 15 percent
of her group would be extremely difficult and subjective,
she preferred to follow a system of seniority.

Dr. Wilson immediately recognized that any system of
reducing the workforce would be difficult to implement.
Moreover, he was concerned about fairness to employees
and maintaining the best qualified group to carry out the
area’s mission. He was very troubled by a merit or se-
niority system if it could not maintain the minority gains.
In fact, he had even thought about the possibility of using
this difficult situation to increase the percentage of
minorities to bring it more in line with the minority per-
centage of the communities in which Pharmakon had
major facilities.

Mykon’s Dilemma

Jack Spratt, the newly appointed CEO of Mykon Pharma-
ceuticals, Inc., sat at his desk and scratched his head for
the thousandth time that night. His friends never tired of
telling him that unless he stopped this habit he would
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remove what little hair he had left. Nevertheless, he had
good reason to be perplexed—the decisions he made
would determine the future of the company and, literally,
the life or death of thousands of people.

As a young, ambitious scientist, Spratt had gained
international fame and considerable fortune while rising
quickly through the ranks of the scientists at Mykon. Af-
ter receiving a degree from the Executive MBA program
at the Kenan-Flagler Business School, University of North
Carolina at Chapel Hill, he assumed, in rapid succession,
a number of administrative positions at the company, cul-
minating in his appointment as CEO. But no one had told
him that finding cures for previously incurable diseases
would be fraught with moral dilemmas. Although it was
3:00 am, Spratt remained at his desk, unable to stop
thinking about his difficult choices. His preoccupation
was made worse by the knowledge that pressure from
governments and consumers would only increase each
day he failed to reach a decision. This pressure had
mounted relentlessly since the fateful day he announced
that Mykon had discovered the cure for AIDS. But the
cure brought with it a curse: there was not enough to go
around.

ComMPANY BACKGROUND

Mykon, a major international research-based pharmaceu-
tical group, engages in the research, development, manu-
facture, and marketing of human health-care products for
sale in both the prescription and over-the-counter (OTC)
markets. The company’s principal prescription medicines
include a range of products in the following areas: antivi-
ral, neuromuscular blocking, cardiovascular, anti-inflam-
matory, immunosuppressive, systemic antibacterial, and
central nervous system. Mykon also manufactures other
products such as muscle relaxants, antidepressants, anti-
convulsants, and respiratory stimulants. In addition, the
company markets drugs for the treatment of congestive
heart failure and the prevention of organ rejection follow-
ing transplant.

Mykon’s OTC business primarily consists of cough and
cold preparations and several topical antibiotics. The com-
pany seeks to expand its OTC business in various ways,
including the reclassification of some of its prescription
drugs to OTC status. Mykon’s OTC sales represented 14
percent of the company’s sales during last year.

Mykon has a long tradition of excellence in research
and development (R&D). The company’s expenditures on
R&D for the last three financial years constituted 15 per-
cent of its sales.

Mykon focuses its R&D on the following selected ther-
apeutic areas, listed in descending order of expenditure
amount: antivirals and other antibiotics, cardiovascular,
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central nervous system, anticancer, anti-inflammatory, re-
spiratory, and neuromuscular.

Mykon sells its products internationally in more than
120 countries and has a significant presence in two of the
largest pharmaceutical markets—the United States and
Europe—and a growing presence in Japan. It generated
approximately 43 percent and 35 percent of the com-
pany’s sales from the previous year in the United States
and Europe, respectively. The company sells essentially the
same range of products throughout the world.

ProbpUCTION

Mykon carries out most of its production in Rotterdam in
the Netherlands and in Research Triangle Park, North
Carolina, in the United States. The latter is the company’s
world headquarters. The company’s manufacturing proc-
esses typically consist of three stages: the manufacture of
active chemicals, the incorporation of these chemicals into
products designed for use by the consumer, and packag-
ing. The firm has an ongoing program of capital expendi-
ture to provide up-to-date production facilities and relies
on advanced technology, automation, and computeriza-
tion of its manufacturing capability to help maintain its
competitive position.

Production facilities are also located in ten other coun-
tries to meet the needs of local markets and to overcome
legal restrictions on the importation of finished products.
These facilities principally engage in product formulation
and packaging, although plants in certain countries manu-
facture active chemicals. Last year, Mykon had more than
17,000 employees, 27 percent of whom were in the United
States. Approximately 21 percent of Mykon’s employees
were engaged in R&D, largely in the Netherlands and the
United States. Although unions represent a number of the
firm’s employees, the firm has not experienced any signifi-
cant labor disputes in recent years, and it considers its
employee relations to be good.

RESEARCH AND DEVELOPMENT

In the pharmaceutical industry, R&D is both expensive
and prolonged, entailing considerable uncertainty. The
process of producing a commercial drug typically takes
between eight and twelve years as it proceeds from discov-
ery through development to regulatory approval and
finally to the product launch. No assurance exists that
new compounds will survive the development process or
obtain the requisite regulatory approvals. In addition,
research conducted by other pharmaceutical companies
may lead at any time to the introduction of competing or
improved treatments.
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Figure 2-5 Millions
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Last year, Mykon incurred approximately 95 percent
of its R&D expenditures in the Netherlands and the
United States. Figure 2-5 sets out the firm’s annual ex-
penditure on R&D in dollars and as a percentage of sales
for each of the last three financial years.

JACK SPRATT

Every society, every institution, every company, and
most important, every individual should follow those pre-
cepts that society holds most dear. The pursuit of profits
must be consistent with and subordinate to these ideals, the
most important of which is the Golden Rule. To work for
the betterment of humanity is the reason I became a scientist
in the first place. As a child, Banting and Best were my her-
oes. I could think of no vocation that held greater promise
to help mankind. Now that I am CEO I intend to have these
beliefs included in our company’s mission statement.

These sentiments, expressed by Jack Spratt in a newsma-
gazine interview, capture the intensity and drive that ani-
mate the man. None who knew him was surprised when he
set out years ago—fueled by his prodigious energy, guided
by his brilliant mind, and financed by Mykon—for the
inner reaches of the Amazon Basin to find naturally occur-
ring medicines. Spratt considered it to be his manifest des-
tiny to discover the cure for some dread disease.

His search was not totally blind. Some years earlier,
Frans Berger, a well-known but eccentric scientist, had
written extensively about the variety of plant life and fungi
that flourished in the jungles of the Bobonaza River region
deep in the Amazon watershed. Although he spent twenty
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years there and discovered nothing of medical significance,
the vast number and intriguing uniqueness of his speci-
mens convinced Spratt that it was just a matter of time
before a major breakthrough would occur.

Spratt also had some scientific evidence. While working
in Mykon’s laboratory to finance his graduate education
in biology and genetics, Spratt and his supervisors had
noticed that several fungi could not only restore damaged
skin but, when combined with synthetic polymers, had sig-
nificant effects on internal cells. Several more years of sci-
entific expeditions and investigations proved promising
enough for Mykon to send Spratt and a twenty-person ex-
ploration team to the Amazon Basin for two years. Two
years became five, and the enormous quantity of speci-
mens sent back eventually took over an entire wing of the
company’s sizable laboratories in Research Triangle Park,
North Carolina.

Upon Spratt’s return, he headed up a group of Mykon
scientists who examined the Amazonian fungi for pharma-
cological activity. After several years of promising begin-
nings and disappointing endings, they discovered that one
fungus destroyed the recently identified virus HIV. Years
later, the company managed to produce enough of the
drug (code named Sprattalin) derived from the fungus to
inform the Food and Drug Administration (FDA) that it
was testing what appeared to be a cure for HIV. It was the
happiest moment of Jack Spratt’s life. The years of deter-
mined effort, not to mention the $800 million Mykon had
invested, would now be more than fully rewarded.

Spratt’s joy was short-lived, though. Public awareness
of the drug quickly spread, and groups pressured the FDA
to shorten or eliminate its normal approval process, which
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ordinarily takes more than seven years. People dying from
the virus’s effects demanded immediate access to the drug.

THE DRruUG

Mirroring the insidiousness of HIV itself, the structure of
Sprattalin is extraordinarily complex. Consequently, it
takes four to seven months to produce a small quantity,
only 25 percent of which is usable. It is expensive; each unit
of Sprattalin costs Mykon $20,000 to produce. The pro-
jected dosage ranges from ten units for asymptomatic HIV-
positive patients who have normal white blood cell counts
to fifty units for patients with low white blood cell counts
and full-blown AIDS. The drug appears to eliminate the vi-
rus from all patients regardless of their stage of the disease.
However, it does not have any restorative effect on patients’
compromised immune systems. Accordingly, it is expected
that asymptomatic HIV-positive patients will revert to their
normal life expectancies. It is not clear what the life expect-
ancy will be of patients with full-blown AIDS, although it is
almost certain that their life expectancy would be curtailed.

Supply of Sprattalin The company has estimated that
the first two years of production would yield enough Sprat-
talin to cure 6 percent of all asymptomatic HIV-positive
patients. Alternatively, the supply would be sufficient to
treat 4 percent of all patients with full-blown AIDS.
Children constitute 6 percent of all people living with

Figure 2-6
UNAIDS/WHO
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HIV/AIDS. See Figures 2-6 and 2-7 for statistics on the
HIV/AIDS epidemic.

Interested parties have argued that the solution to pro-
duction problems is clear: build larger facilities. However,
even with production levels as low as they are, the bottle-
neck in supply occurs elsewhere. The fungus on which the
whole process depends is incredibly rare, growing only in
two small regions near Jatun Molino, Ecuador, along the
Bobonaza River. At current harvesting rates, scientists pre-
dict that all known deposits will be depleted in three years,
and many of them insist that production should be scaled
back to allow the fungus to regenerate itself.

Presently there are no known methods of cultivating the
fungus in the laboratory. Apparently, the delicate ecology
that allows it to exist in only one region of the earth is some-
how distressed enough by either transport or laboratory con-
ditions to render it unable to grow and produce the drug’s
precursor. Scientists are feverishly trying to discover those fac-
tors that will support successful culture. However, with lim-
ited quantities of the starting material and most of that
pressured into production, the company has enjoyed no suc-
cess in this endeavor. Because of Sprattalin’s complexity,
attempts to synthesize the drug have failed completely, mainly
because, like aspirin, it is not known how the drug works;
thus, Sprattalin’s effectiveness remains shrouded in mystery.

Allocation of Sprattalin In response to the insuffi-
cient supply, a number of powerful consumer groups have

Global Summary of the HIV/AIDS Epidemic, December 2007
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Figure 2-7 Persons with Persons Newly Adult Infection

Regional Statistics ~ Region HIV/AIDS Infected Rate Deaths

for HIV and AIDS g1, Saharan Africa 2.5 1.7 5.0% 16

End of 2007

(in millions) East Asia 0.80 0.09 0.1% 0.032
South and South-East Asia 0.34 0.3% 0.27
Oceania 0.075 0.014 0.4% 0.001
Eastern Europe & Central Asia 0.15 0.9% 0.055
Western & Central Europe 0.76 0.031 0.3% 0.012
North Africa & Middle East 0.38 0.035 0.3% 0.025
North America 0.046 0.6% 0.021
Caribbean 0.23 0.017 1.0% 0.011
Latin America 0.10 0.5% 0.058
Global Total 33.2 2.5 0.8% 2.1

made public their suggestions regarding the allocation of
Sprattalin. One proposition advanced would use medical
records to establish a waiting list of possible recipients
based on the length of time they have been in treatment
for the virus. The argument is that those people who have
waited the longest and are most in danger of dying should
be the first to find relief.

Other groups propose an opposite approach, arguing
that because supply is so drastically short, Mykon should
make Sprattalin available only to asymptomatic HIV
patients. They require the least concentrations of the drug
to become well, thus extending the drug’s supply. They also
have the greatest likelihood of returning to full life expect-
ancies. Under this proposal, people who have full-blown
AIDS would be ineligible for treatment. Such patients have
previously come to terms with their impending mortality,
have fewer psychological adjustments to make, and repre-
sent, on a dosage basis, two to five healthier patients. In
meting the drug out in this manner, proponents argue, the
drug can more readily meet the highest public health objec-
tives to eradicate the virus and prevent further transmission.

Others propose that only patients who contracted the
virus through no fault of their own should have priority.
This approach would first make Sprattalin available to
children who were born with the virus, hemophiliacs and
others who got the virus from blood transfusions, rape vic-
tims, and health-care workers.

One member of Sprattalin’s executive committee has

suggested a free market approach: the drug should go to
the highest bidder.

Pricing of Sprattalin In addition to supply problems,
Mykon has come under considerable criticism for its pro-
posed pricing structure. Because of extraordinarily high

development and production costs, the company has tenta-
tively priced the drug at levels unattainable for most people
afflicted with HIV. Perhaps never before in the history of
medicine has the ability to pay been so starkly presented as
those who can pay will live, while those who cannot will die.

Even at these prices, though, demand far exceeds sup-
ply. Jack Spratt and the rest of the Mykon executives pre-
dict that the company could easily sell available supplies
at twice the proposed price.

A growing number of Mykon executives disagree with
the passive stance the company has taken in pricing the prod-
uct. In their view, a 20 percent markup represents a meager
return for the prolonged risk and high levels of spending that
the company incurred to develop the drug. Moreover, it
leaves little surplus for future investment. Furthermore, eight
years is too long to amortize the R&D expenses because
Sprattalin, though the first, is unlikely to be the last anti-HIV
drug, now that Mykon has blazed a path. Other, more heav-
ily capitalized companies are racing to reverse engineer the
drug, and the availability of competing drugs remains only a
matter of time. Accordingly, the company cannot realisti-
cally count on an eight-year window of opportunity.

Foreign markets further exacerbate the pricing perplex-
ity. Other countries, with less privatized health care, have
already promised their citizens access to Sprattalin at any
price. Some industrial countries, for instance, are willing
to pay up to $2 million per patient. They do not, however,
wish to subsidize the drug for the United States. At the
same time, some voices in the United States insist that sup-
plies should go first to U.S. citizens.

On the other hand, countries with the most severe con-
centration of the HIV infection cannot afford to pay even
Mykon’s actual costs. Some regions in Africa and Asia have
experienced rapid growth of the disease, reporting 50 percent
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to 80 percent of their population at some stage in the HIV
cycle. Jack Spratt feels a very real moral obligation to help at
least some of these people, whether they can pay or not.

MAKING THE DECISION

In the past few months, Jack Spratt had seen many aspects of
the most important project in his life become not only public
knowledge but also public domain. Because of the enormous
social and political consequences of the discovery, it is
unlikely that the government will allow Mykon to control
the destiny of either Sprattalin or ultimately the company.
Addressing the public’s concern over access to the drug
while ensuring future prosperity of his company had
become like walking a tightrope with strangers holding each
end of the rope. He knew of no way to satisfy everyone. As
Jack Spratt sat at his desk, sleep remained an eon away.

Oliver Winery, Inc.

BACKGROUND

Paul Oliver, Sr., immigrated to the United States in 1930
from Greece. After working for several wineries, he started
Oliver Winery, Inc., which eventually found a market
niche in nonvarietal jug wines. Through mass-marketing
techniques, the company established a substantial presence
in this segment of the market. Ten years ago, Paul, Jr.,
joined the firm after receiving a degree in enology (the
study of wine making). He convinced his father of the
desirability of entering a different segment of the wine
market: premium varietals. To do this, the company
needed a large infusion of capital to purchase appropriate
vineyards. Reluctantly, Paul, Sr., agreed to take the com-
pany public. The initial public offering succeeded, and 40
percent of the company’s stock went into outsiders’ hands.
Also, for the first time, outsiders served on the board of
directors. Although Paul, Jr., wanted to use a new name
for the premium varietal to appeal to a more upscale mar-
ket, his father insisted on using the name Oliver.

BoArRD MEETING

The board of directors met, along with Janet Stabler, the
director of marketing of Oliver Winery, Inc. The following
directors were in attendance:

Paul Oliver, Sr.,

chairman of the board and founder of the company
Paul Oliver, Jr., CEO,

has an advanced degree in enology
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Cyrus Abbott, CFO,
has an MBA
Arlene Dale, comptroller,
has a CPA with a master’s degree in accounting
Raj Ray, COO,
has a master’s degree in industrial engineering
LaTasha Lane, VP Legal,
has a JD degree
Elisabeth Constable, union representative to the board,
has a GED degree
Rev. John W. Calvin, outside director,
has a Doctor of Divinity degree
Carlos Menendez, outside director,
has an MFA degree

Oliver, Sr.: The next item on the agenda is a proposal
to develop a new line of wines. Janet Stabler will briefly
present the proposal.

Stabler: Thank you. The proposal is to enter the fortified
wine market. It’s the only type of wine in which unit sales are
increasing. We’ll make the wines cheaply and package them
in pint bottles with screw-on caps. Our chief competitors are
Canandaigua with Richard’s Wild Irish Rose, Gallo with
Thunderbird and Night Train Express, and Mogen David
with MD 20/20. We’ll market the wine with little or no media
advertising by strategically sampling the product to targeted
consumers. That’s it in a nutshell.

Oliver, Sr.: Any questions before we vote?

Menendez: Who’ll buy this wine?

Calvin: From what I know about the consumers of
your competitors, it appears to me that it’s bought by
homeless winos.

Stabler: Not entirely. For example, pensioners on a
fixed income would find the price of the wine appealing.
Thunderbird has been recently introduced into England
and has become very popular with the yuppie crowd.

Calvin: Then why put it in pint bottles?

Stabler: For the convenience of consumers.

Menendez: Why would pensioners want a small bottle?

Calvin: Homeless people want it in pints so they can fit
it in their hip pockets. They obviously don’t have a wine
cellar to lay away their favorite bottles of Mad Dog.

Stabler: The pint size also keeps the price as low as
possible.

Calvin: Translation: The homeless don’t have to
panhandle as long before they can make a purchase.
Also, why would you increase the alcoholic content to
18 percent and make it so sweet if it weren’t for the wino
market?

Stabler: Many people like sweet dessert wines and 18
percent is not that much more than other types of wines
that have 12 percent alcohol.

Menendez: Ts it legal?
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Lane: Sure. We sell to the retailers. It may be against
the law to sell to intoxicated persons, but that’s the
retailers’ business. We cannot control what they do.

Calvin: Isn’t this product intended for a perpetually
intoxicated audience that many people consider to be ill?
Wouldn’t we be taking advantage of their illness by selling
highly sugared alcohol that suppresses their appetite? I’ve
spoken to drinkers who claim to live on a gallon of this
type of product a day.

Oliver, Jr.: What will this do to our image? We’re still
trying to get our premium wines accepted.

Stabler: Of course we won’t use the Oliver name on
these wines. We will use another name.

Menendez: Is it OK to do that?

Stabler: Why not? Canandaigua, Gallo, and Mogen
David all do the same thing. None of them put their cor-
porate name on this low-end product.

Abbott: We’re getting away from the crux of the mat-
ter. Profit margins would be at least 10 percent higher on
this line than our others. Moreover, unit sales might
increase over time. Our other lines are stagnant or decreas-
ing. The public shareholders are grousing.

Dale: Not to mention that our stock options have
become almost worthless. 'm only a few years from retire-
ment. We need to increase the profitability of the company.

Ray: Operationally, this proposal is a great fit. We can
use the grapes we reject from the premium line. It will also
insulate us from bad grape years because any grape will
do for this wine. We can fill a lot of our unused capacity.

Constable: And hire back some of the workers who
were laid off!

Stabler: It’s a marketing dream. Just give out some sam-
ples to “bell cows.”

Menendez: What are bell cows?

Stabler: Opinion leaders who will induce other con-
sumers to switch to our brand.

Calvin: You mean wino gurus?

Oliver, Sr.: Look, if we don’t do it, others will. In fact,
they already have.

Abbott: And they’ll get richer and we’ll get poorer.

Lane: Gallo pulled out of several of these skid-row
markets as did Canandaigua. Little good it did. The alco-
holics just switched to malt liquor, vodka, or anything
they could get their hands on.

Dale: 1 think our concern is misplaced. These people
are the dregs of society. They contribute nothing.

Calvin: They’re human beings who need help. We’re
profiting off their misfortune and misery.

Oliver, Sr.: We can take that up when we decide on
what charities to support. Anyone opposed to the proposal?

Calvin: Ts this a done deal? I believe we should contrib-
ute half of our profits from this product to support home-
less shelters and other programs that benefit indigent and
homeless people. If not, I must resign from this board.

Introduction to Law and Ethics Part I
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JLM, Inc.

BACKGROUND

Sitting in her office, Ellen Fulbright, director of human
resources for JLM, Inc., thought over the decisions con-
fronting her. To help her decide, she mentally reviewed
how they had arisen.

After receiving her MBA and JD degrees from a
highly regarded university, she joined a prestigious New
York law firm where she specialized in employment law.
After seven years at the law firm, she was hired by one
of the firm’s clients as general counsel. When that com-
pany was acquired by JLM, she joined its legal staff and
within a few years had been promoted to her current
position.

Fulbright’s rapid advancement resulted from her having
made a positive impression on Rasheed Raven, JLM’s
CEO. Raven is a hard-driving, bottom-line-oriented prag-
matist in his early forties. Raven, a graduate of Howard
University, had begun his business career on Wall Street,
which he astounded with his aggressive but successful
takeover strategies. After acquiring fifteen unrelated man-
ufacturing companies, he decided to try his hand at the
turnaround business. He organized JLM as an umbrella
for his acquired companies. Soon he earned the reputation
as the best in the business by transforming JLM into the
leader in the industry.

JLM is a highly successful turnaround company. Typi-
cally, JLM purchases companies that are in serious finan-
cial trouble and manages them until they become
successful companies. At that time, JLM either retains
them in its own portfolio of companies or sells them off to
other enterprises.

REFERENCE LETTER PoLicy

About a year after Fulbright had become director of
human resources (HR), Raven called her into his office
and showed her a newspaper article. It reported, in some-
what sensational fashion, that several defamation suits

Copyright 2010 Cengage Learning, Inc. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.



Chapter 2 Business Ethics

had resulted in multimillion dollar judgments against com-
panies that had written negative letters of references about
former employees. Raven told her that he was concerned
about this and that he wanted her to develop an HR policy
covering letters of reference.

In researching the issue, she discovered several articles
in which the authors decried the recent spate of companies
that had decided to stop writing letters of reference.
According to their data, they believed that these compa-
nies had overreacted to the actual risk posed by defama-
tion suits. Based on these articles and her own inclination
toward full disclosure, she proposed that the company
continue to permit letters of reference but that all letters
with negative comments must be reviewed by her.

Raven did not receive her proposal favorably and
sought a second opinion from her old law firm. His analy-
sis of the firm’s advice was: “We get nothing but brownie
points for writing reference letters, but we face the possi-
bility of incurring the cost of a legal defense or, worse yet,
a court judgment. This is a ‘no-brainer.” We have no
upside and all downside.” Raven ordered that, henceforth,
company employees would no longer write letters of refer-
ence but would simply verify dates of employment.

Although Fulbright was personally and professionally
miffed by his decision, she drew up the policy statement as
directed. Fulbright believed that because JLM frequently
took over companies that needed immediate downsizing,
this policy would be unfair and extremely detrimental to
longtime employees of newly purchased companies.

TAKEOVER OF DIVERSIFIED
MANUFACTURING, INC.

After a number of years of steady growth, Diversified
Manufacturing began experiencing huge financial losses
and its immediate survival was in serious doubt. After
careful consideration, Raven decided that Diversified was
an ideal takeover target in that its core businesses were
extremely strong and presented great long-term economic
viability.

Upon acquiring Diversified, JLM quickly decided that it
had to rid Diversified of some of its poorly performing
companies and that it had to reduce the size of Diversi-
fied’s home office staff by 25 percent. Raven relentlessly
orchestrated the reduction in force, but at Fulbright’s
urging he provided the discharged executives with above-
average severance packages, including excellent outplace-
ment services.

THE PROBLEM

The reduction in force was disruptive and demoralizing in
all the usual ways. But for Fulbright there was a further
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complication: the “no reference letter” policy. She was
extremely troubled by its application to three discharged
Diversified employees and to one discharged JLM
employee.

The Salacious Sales Manager Soon after taking
over Diversified, Fulbright became all too aware of the
story of Ken Byrd, Diversified’s then national sales man-
ager. Ken is an affable man of fifty who had been an
unusually effective sales manager. Throughout his career,
his sales figures had always doubled those of his peers.
He achieved rapid advancement despite a fatal flaw: he is
an inveterate and indiscreet womanizer. He could not
control his hands, which slapped backs so well, nor his
tongue, which persuaded so eloquently. He had two
approaches to women. With a woman of equal or supe-
rior rank in the company, he would politely, but inexor-
ably, attempt to sweep her off her feet. With these
women, he would be extremely charming and attentive,
taking great care to avoid being offensive or harassing. In
contrast, with a woman of subordinate rank, he would
physically harass her. Less openly, but much too often,
he would come up behind a woman, reach around her,
and grab her. He invariably found this amusing—his vic-
tims, however, did not.

Fulbright could not believe that such a manager had
stayed employed at Diversified so long, let alone been con-
tinually promoted to positions of greater responsibility
and power. As Fulbright investigated the situation, she dis-
covered that numerous harassment complaints had been
filed with Diversified concerning Byrd’s behavior. To pro-
tect Byrd, Diversified dealt with these complaints by pro-
viding money and undeserved promotions to the
complainants to smooth over their anger. Thus, Diversi-
fied successfully kept the complaints in-house and away
from the courts and the Equal Employment Opportunity
Commission.

After JLM’s takeover of Diversified, Fulbright quickly
discharged Byrd. Her satisfaction in getting rid of him was
short-lived, however. His golden tongue and stellar sales
record had landed him several job offers. Her dilemma
was that she was uncomfortable about unleashing this
deviant on an unsuspecting new employer. But JLM’s pol-
icy forbade her from writing any letters or answering ques-
tions from prospective employers.

The Fruitless Juice Melissa Cuthbertson had been a
vice president in procurement for Diversified’s Birch-
Wood division with direct responsibility over the ordering
of supplies and raw materials. Birch-Wood manufactured
a full line of baby food products, including fruit juices that
were labeled “100% fruit juice.” To cut costs, Stanley
Aker, the division’s president, had arranged for an unscru-
pulous supplier to provide high-fructose corn syrup
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labeled as juice concentrate. Because standard testing in
the industry was unable to detect the substitution, the
company did not get caught. Emboldened, Aker gradu-
ally increased the proportion of corn syrup until there
were only trace amounts of fruit juice left in the “juice.”
A company employee discovered the practice and after
the takeover brought the matter to Fulbright’s attention
through JLM’s internal whistle-blowing channel, which
Fulbright had established. She referred the matter to
Raven, who called in Aker and Cuthbertson and con-
fronted them with the accusation. They admitted it all,
explaining that nutritionally the corn syrup was equiva-
lent to the fruit juice. But at 60 percent of the cost of fruit
juice, the corn syrup made a big difference to the bottom
line. Raven told them that such conduct was not permit-
ted and that they must properly dispose of the adulter-
ated juice.

That night Aker and Cuthbertson had the juice moved
from Birch-Wood’s New York warehouse and shipped to
its Puerto Rico warehouse. Over the course of the next
few days, the “juice” was sold in Latin America as “apple
juice.” Aker reported to Raven that the juice had been
properly disposed of and that Birch-Wood had sustained
only a small loss during that quarter. When Raven discov-
ered the truth, he immediately discharged Aker and Cuth-
bertson, telling them “that if he had anything to do with it,
neither of them would ever work again.” Fulbright was to
meet soon with Raven to discuss what should be done
about Aker and Cuthbertson.

The Compassionate CFO Jackson Cobb, JLM’s for-
mer chief financial officer, is a brilliant analyst. Through
hard work, he had earned an excellent education that
honed his innate mathematical gifts. His natural curiosity
led him to read widely, and this enabled him to bring dis-
parate facts and concepts to bear on his often novel analy-
ses of financial matters. But he had no interest in
implementing his insights, for his only enjoyment was the
process of discovering connections. Fortune—or fate—had
brought him together with Raven, who is twenty years
younger than Cobb. Theirs was definitely a case of oppo-
sites attracting. Raven cared little about ideas; he cared pri-
marily about money. Cobb cared little about money; he
cared primarily about ideas. Raven took Cobb’s insights
and translated them into action with spectacular success.
Their relationship brought new meaning to the concept of
synergy. When Raven formed JLM, he brought Cobb on
as CFO and installed him in an adjoining office.

Their relationship continued to flourish, as did JLM’s
bottom line, until Cobb’s wife became terminally ill. Dur-
ing the eighteen months she languished, Cobb spent as
much time as he could taking care of her. After forty years
of marriage, he was unwilling to leave her welfare to the
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“kindness of strangers.” At his own expense, he installed a
state-of-the-art communication center in his home. By vir-
tue of computers, modems, video cameras, faxes, copiers,
mobile telephones, and the like, he had available to him
the same data and information as he had at his office. He
could be reached by telephone at all times. But he was not
in the office next to Raven; he was not present at Raven’s
daily breakfast meetings; he was not on the corporate jet
en route to business meetings. After their many years of
working together, Raven was enraged at the loss of imme-
diate access to Cobb. He felt that Cobb had betrayed him
and demanded that Cobb resume his old working hours.
Cobb refused, and Raven fired him. Because of his age,
Cobb was experiencing difficulty in finding new employ-
ment, and Fulbright wanted to write a letter on his behalf.

Sword Technology, Inc.

BACKGROUND

Sitting in his office, Stephen Hag, CEO of Sword Technol-
ogy, Inc., contemplated the problems that had been per-
plexing him for some time. They had begun when he took
his company international, and they kept coming. But
today he was no more successful in devising a solution
than he had been previously. Slowly, his thoughts drifted
to those early days years ago when he and his sister Mar-
ian started the company.

The company’s first product was an investment news-
letter stressing technical analysis in securities investing. A
few years later, he developed what became a “killer app”:
a computer program that defines an entirely new market
and through customer loyalty substantially dominates that
market. His software program enabled investors to track
their investments in stocks, bonds, and futures. By com-
bining powerful analytical tools with an accessible graphi-
cal interface, it appealed to both professional and amateur
investors. Moreover, it required users to download infor-
mation from the company’s database. With one of the
most extensive databases and the cheapest downloading
rates in the industry, the company soon controlled the
U.S. market. Sword then went public through a highly suc-
cessful IPO (an initial public offering of the company’s
common stock), and its stock is traded on the over-the-
counter market. The company is required to file periodic
reports with the Securities and Exchange Commission.

The company used cash from sales of software, online
charges, and the IPO to try to enter the hardware side of
the computer industry. It began manufacturing modems
and other computer peripherals. A nagging problem, how-
ever, plagued the company’s manufacturing efforts.
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Although Sword’s modem could convert data more quickly
and efficiently than most of its competitors, because of high
labor costs it was unable to market its modem successfully.
To reduce manufacturing costs, especially labor costs, the
company decided to move its manufacturing facilities over-
seas. And that’s when the trouble began.

Stephen’s thoughts returned to the present. He reop-
ened the folder labeled “Confidential: International Issues”
and began perusing its contents.

TRANSFER PRICING

The first item he saw was an opinion letter from the com-
pany’s tax attorney. It dealt with Excalibur Technology,
the first overseas company Sword established. Excalibur, a
wholly owned subsidiary of Sword, is incorporated in Tol-
emac, an emerging country with a rapidly growing econ-
omy. To encourage foreign investment, Tolemac taxes
corporate profits at a significantly lower rate than the
United States and other industrial nations. Excalibur man-
ufactures modems for Sword pursuant to a licensing agree-
ment under which Excalibur pays Sword a royalty equal
to a specified percentage of the modems’ gross sales. Exca-
libur sells all of its output at a fair market price to Sword,
which then markets the modems in the United States. Ste-
phen had been closely involved in structuring this arrange-
ment and had insisted on keeping the royalty rate low to
minimize taxable income for Sword. Stephen reread the
opinion letter:

Section 482 of the Internal Revenue Code authorizes
the Internal Revenue Service to allocate gross income,
deductions, credits, and other common allowances among
two or more organizations, trades, or businesses under
common ownership or control whenever it determines that
this action is necessary “in order to prevent evasion of
taxes or clearly to reflect the income of any such organiza-
tions, trades, or businesses.” IRS Regulation 1.482-2(e)
governing the sale or trade of intangibles between related
persons mandates an appropriate allocation to reflect the
price that an unrelated party under the same circumstances
would have paid, which normally includes profit to the
seller. The Regulations provide four methods for determin-
ing an arm’s-length price. In our opinion, under the only
method applicable to the circumstances of Sword Technol-
ogy, Inc., and Excalibur Technology, the royalty rate
should be at least three times the current one. If the IRS
were to reach the same conclusion, then the company
would be liable for the taxes it underpaid because of the
understatement of income. Moreover, the company would
be liable for a penalty of either 20 percent or 40 percent of
the tax deficiency, unless the company can show that it
had reasonable cause and acted in good faith.
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Stephen had spoken to the tax attorney at length and
learned that the probability of an audit was about 10 per-
cent and that many multinational companies play similar
“games” with their transfer pricing. The attorney also told
him that he believed that if the company were audited,
there was at least a 90 percent probability that the IRS
would agree with his conclusion and at least a 70 percent
probability that it would impose a penalty. Because the
dollar amount of the contingent tax liability was not an in-
significant amount, Stephen had been concerned about it
for the six weeks since he had received the letter.

Customs AND CUsTOMS

Soon after Excalibur had manufactured the first shipment
of modems, a new problem arose: getting them out of Tole-
mac. It took far too long to clear customs, thus undermining
their carefully planned just-in-time manufacturing sched-
ules. Stephen hired a local export broker, who distributed
cash gifts to customs officials. Miraculously, the clearance
time shortened and manufacturing schedules were main-
tained. The export broker billed the company for his services
and the amount of the cash gifts. Although the broker
assured Stephen that such gifts were entirely customary,
Stephen was not entirely comfortable with the practice.

Tue TaorN IN His SiDE

Tolemac was not Stephen’s only problem. Six months af-
ter commencing operations in Tolemac, Sword began seri-
ous negotiations to enter the Liarg market. Liarg is a
developing country with a large population and a larger
national debt. Previously, Sword had encountered great
difficulties in exporting products to Liarg. Stephen’s sister,
Marian, COO of Sword, took on the challenge of estab-
lishing a Liarg presence.

They decided that setting up a manufacturing facility in
Liarg would achieve two objectives: greater access to the
Liarg marketplace and lower-cost modems. At first, the
Liarg government insisted that Sword enter into a joint
venture, with the government having a 51 percent interest.
Sword was unwilling to invest in such an arrangement,
countering with a proposal for a wholly owned subsidiary.
Marian conducted extensive negotiations with the govern-
ment, assisted by a Liarg consulting firm that specialized
in lobbying governmental officials. As part of these nego-
tiations, Sword made contributions to the reelection cam-
paigns of key Liarg legislators who were opposed to
wholly owned subsidiaries of foreign corporations. After
the legislators’ reelection, the negotiations quickly reached
a successful conclusion. On closing the contract, Sword
flew several Liarg officials and their wives to Lake Tahoe
for a lavish three-day celebration. All of these expenses
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were reported in the company’s financial statements as
payments for legal and consulting fees.

Marian then hired an international engineering firm to
help design the manufacturing plant. Two weeks later,
they submitted plans for the plant and its operations that
fully complied with Liarg regulations regarding worker
health and safety as well as environmental protection. But,
as Marian had explained to Stephen, the plant’s design fell
far short of complying with U.S. requirements. Marian
noted that, under the proposed design, the workers would
face exposure to moderately high levels of toxic chemicals
and hazardous materials. The design also would degrade
the water supply of nearby towns. However, the design
would generate significant savings in capital and opera-
tional costs as compared with the design used in their U.S.
facility. Marian assured Stephen that all quality control
systems were in place so the modems produced in this
plant would be indistinguishable from their U.S. counter-
parts. Stephen and Marian have had long discussions
about what to do about the plant.

Stephen then took from the folder an article that had
appeared in a number of U.S. newspapers.

Children and Chips

A twelve-year-old Liarg child recently spoke at an interna-
tional conference in New York denouncing the exploitation
of children in the Liarg computer chip industry. The child
informed the outraged audience that he had worked in such
a plant from age four to age ten. He asserted that he was just
one of many children who were so employed. He described
the deplorable working conditions: poor ventilation, long
hours, inadequate food, and substandard housing. The pay
was low. But, because their families could not afford to keep
them at home, the children were hired out to the factory
owners, who especially wanted young children because their
small fingers made them adept at many assembly processes.

Stephen had read the article countless times, thinking
about his own children. He knew that if they set up a plant
in Liarg, they would have to buy chip components from
Liarg suppliers. He also knew that there would be no way
for Sword to ensure that the chips had not been made with
child labor.

Another labor issue also troubled Stephen. Marian told
him that she had met considerable resistance from the
Liarg executives they had hired when she suggested that
women should be hired at the supervisory level. They
maintained that it was not done and would make it impos-
sible to hire and control a satisfactory workforce at the
plant. Moreover, they insisted on hiring their relatives as
supervisors. When Marian protested this nepotism, they
assured her that it was customary and asserted that they
could not trust anyone not related to them.

Introduction to Law and Ethics Part I

To Outsourcte orR NoT To OUTSOURCE

Once again Stephen glanced over the cost data. Sword’s
labor costs for supporting its database services and hard-
ware were eviscerating the company’s profits. After rack-
ing his brain endlessly, he had concluded that wherever it
made financial and strategic sense Sword should utilize
business process outsourcing (BPO); that is, long-term
contracting out of non-core business processes to an out-
side provider in order to lower costs and thereby increase
shareholder value.

Stephen had examined a number of potential countries
on the basis of many factors, including time zone, commu-
nications infrastructure, technical training, English language
skills of the workforce, and—most critically—costs. Liarg
had emerged as the optimal choice. He anticipated reducing
labor and associated overhead costs by 45 to 50 percent.

He planned to start by offshoring half of the call center
operations, soon to be followed by a third of the low-end
software development such as maintenance and coding.
Assuming all went as he envisioned, he expected to move
offshore back-office operations and higher-level software
development. As his imagination soared, he saw the poten-
tial to amplify the company’s operations with round-the-
clock development.

Stephen realized that embarking on this course would
result in reducing the staffing at the company’s U.S. call
centers. He expected he could achieve some reductions
through attrition and reassignment, but considerable lay-
offs would be necessary. He hoped that outsourcing the
low-end software development would enable the company
to redeploy its software developers to higher-level and
more profitable assignments. Moreover, the recent roll-
back in the number of visas had resulted in difficulty in
hiring sufficient numbers of software developers with the
necessary skills. If Sword were to offshore back-office
operations, Stephen expected an impact on current
employees comparable to offshoring the call centers.

On top of all these concerns had come a letter from the
company’s outside legal counsel regarding payments made
to foreign officials.

Memorandum of Law

The Foreign Corrupt Practices Act makes it unlawful for
any domestic company or any of its officers, directors,
employees, or agents or its stockholders acting on its behalf
to offer or give anything of value directly or indirectly to
any foreign official, political party, or political official for
the purpose of

1. influencing any act or decision of that person or party
in his or its official capacity,

2. inducing an act or omission in violation of his or its
lawful duty, or
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3. inducing such person or party to use its influence to
affect a decision of a foreign government in order to
assist the domestic concern in obtaining or retaining
business.

An offer or promise to make a prohibited payment is a
violation even if the offer is not accepted or the promise is
not performed. The 1988 amendments explicitly excluded
facilitating or expediting payments made to expedite or
secure the performance of routine governmental actions by a
foreign official, political party, or party official. Routine gov-
ernmental action does not include any decision by a foreign
official regarding the award of new business or the continua-
tion of old business. The amendments also added an affirma-
tive defense for payments that are lawful under the written
laws or regulations of the foreign official’s country. Viola-
tions are punishable by fines of up to $2 million for compa-
nies; individuals may be fined a maximum of $100,000 or
imprisoned up to five years, or both. Fines imposed upon
individuals may not be paid directly or indirectly by the
domestic company on whose behalf they acted. In addition,
the courts may impose civil penalties of up to $11,000.

The statute also imposes internal control requirements
on all reporting companies. Such companies must

1. make and keep books, records, and accounts, that in rea-
sonable detail, accurately and fairly reflect the transac-
tions and dispositions of the assets of the company; and

2. devise and maintain a system of internal controls that
ensure that transactions are executed as authorized and
recorded in conformity with generally accepted account-
ing principles, thereby establishing accountability with
regard to assets and ensuring that access to those assets
is permitted only with management’s authorization.

Any person who knowingly circumvents or knowingly
fails to implement a system of internal accounting controls
or knowingly falsifies any book, record, or account is sub-
ject to criminal liability.

Vulcan, Inc.

Tuae CoMPANY

Vulcan, Inc. is a multinational Fortune 200 company
engaging principally in the exploration for and extraction
of minerals. It is listed on the New York Stock Exchange
and has more than 615 million shares outstanding.

THE MEETING (MARCH 7)

On March 5, Stewart Myer, the company’s CEO, person-
ally telephoned Martha Bordeaux, the vice president for
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finance; Lamont Johnson, the chief geologist; and Natasha
Bylinski, the vice president for acquisitions, to arrange a
March 7 meeting at the Atlanta airport. He emphasized to
each of them the need for the utmost secrecy, directing
them to arrange their travel to Atlanta as a connection to
other and different destinations. When they all arrived at
the meeting room, Myer reemphasized the need for com-
plete secrecy. He then asked Johnson to present his report.

THE REPORT

Johnson read his report:

Over the past few years we have conducted extensive
aerial geophysical surveys of the areas west of the Great
Plains. These revealed numerous anomalies or extreme var-
iations in the conductivity of rocks. One appeared particu-
larly encouraging, so late last year we began a ground
geophysical survey of the southwest portion of the Z seg-
ment in Montana. This survey confirmed the presence of
anomalies. Accordingly, on January 14 we drilled some core
samples and sent them to our lab. The results were so ex-
traordinarily promising that on February 10 we obtained
more core samples and had them chemically assayed. On
February 235, we received the assay, which revealed an aver-
age mineral content of 1.17 percent copper and 8.6 percent
zinc over 600 feet of the sample’s 650-foot length.

Johnson then commented, “In my forty years in the
business I have never seen such remarkable test results. On
a scale of one to ten, this is an eleven.”

TuE REACTION

Bordeaux exclaimed, “Our stock price will go through the
roof!” Bylinski retorted, “So will land prices!”

THE STRATEGY

Myer interrupted, “Look, we’re not here to celebrate.
There are a lot of better places to do that. We can’t keep
a lid on this for very long so we have to strike soon.
We need to line up the right agents to acquire the land. We
must fragment the acquisitions to keep the sellers in the
dark. Most critical is maintaining absolute secrecy. No
one else in the company must know this. I will decide who
needs to know and I will tell them. It is your duty to the
company to keep totally quiet. Now, let’s discuss the ac-
quisition plan.”

When asked how he had managed to obtain core sam-
ples without tipping off the owners of the land, Johnson
explained, “We pretended to be a motion picture company
looking for locations to remake the movie High Noon. We
drilled the samples in isolated areas and quickly filled the
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holes. To further cover our tracks we drilled some barren
core samples from land we owned and hid the cores on
our land.”

THE PLAN

Bylinski outlined the plan to acquire the land. “We only
own about 20 percent of the land we want and we have
options on another 15 percent. However, we currently
own none of the principal portion. So we have a lot of
work to do. We will employ several agents to negotiate the
purchases. We will instruct them not to disclose that they
are acting for us. In fact, we will order them not to disclose
they are acting for anyone. We need to acquire approxi-
mately twenty square miles of additional land.”

Bordeaux asked, “What if the locals start getting curious?”

Myer replied, “T’ll deal with that later if it arises.”

Stock OPTIONS

On March 15, Vulcan issued stock options at $23.50 per
share to thirty of its executives, including Myer, Bordeaux,
Johnson, and Bylinski. At this time neither the stock
option committee nor the board of directors had been
informed of the strike or the pending land acquisition
program.

TuE RUMORS

While the land acquisition plan was nearing completion,
rumors about a major strike by Vulcan began circulating
throughout the business community. On the morning of
March 20, Bordeaux read an account in a national
newspaper reporting that ore samples had been sent out of
Montana and inferring from that fact that Vulcan had
made a rich strike. Bordeaux called Myer and told him
about the article.

THE PRESS RELEASE

Myer prepared the following press release, which
appeared in morning newspapers of general circulation on
March 21:

During the past few days the press has reported drilling
activities by Vulcan and rumors of a substantial copper
discovery. These reports greatly exaggerate. Vulcan has
engaged in normal geophysical explorations throughout
the West. We routinely send core samples to verify our vis-
ual examinations. Most of the areas drilled have been bar-
ren or marginal. When we have additional information we
will issue a statement to shareholders and the public.

Introduction to Law and Ethics Part I

LAND ACQUIRED

On April 6, Vulcan completed its land acquisition pro-
gram. It had employed seven different agents. In total, it
had acquired thirty-seven parcels from twenty-two differ-
ent sellers at prices ranging from $300 to $600 per acre.
The land cost a total of approximately $6 million.

OFFICIAL ANNOUNCEMENT

At 10:00 aM on April 11, Myer released on behalf of
Vulcan an official announcement of a strike in Montana
containing at least 30 million tons of high-grade copper
and zinc ore. The release appeared on the wire services
at 10:30 am. The price of Vulcan stock shot up eleven
points to $38 by the close of business that day and
continued to rise, reaching a price of $56 on May 16.
(Figures 2-8 and 2-9 show the price and volume of
Vulcan stock.)

Looske Lips

Prior to the April 11 official announcement, a number of
people purchased Vulcan stock with knowledge of the
mineral discovery. Some people also purchased land adja-
cent to Vulcan’s holdings in Montana. These purchasers
included the following;:

The Vulcan Executives Myer, Bordeaux, Johnson,
and Bylinski each purchased shares or calls on several
occasions during this time period. See Figure 2-10 for a
listing of their purchases.

The Eager Eavesdropper After leaving the March 7
meeting, Bordeaux and Bylinski went to the airport lounge
to wait for their flights. They excitedly—and loudly—
discussed what they had learned at the meeting. Several
people overheard their remarks, and one of them, Rae
Bodie, immediately called her broker and bought 1,500
shares of Vulcan stock. Ms. Bodie also purchased a large
tract of land next to Vulcan’s site in Montana for approxi-
mately $600 per acre.

The Crestfallen Security Guard On March 9,
Johnson went into the home office very early to finish up
the exploratory work on the new find. At the elevator he
encountered Celia Tidey, one of the company’s security
guards. Johnson knew her fairly well since they both had
worked for Vulcan for more than fifteen years. Noting her
despondent visage, Johnson asked her what was wrong.
She related to him her tale of woe: her husband had
become disabled and lost his job while her son needed an
expensive medical procedure and their health insurance
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did not cover it. Johnson felt great empathy for her plight.
He told her that big doings were afoot at Vulcan and that
if she bought Vulcan stock soon she would make a lot of
money in a month or so. She took her savings and bought
two hundred shares of Vulcan stock, which were as many
shares as she could buy.

The Avaricious Agent William Baggio, one of the
agents hired to acquire the land, inferred that whatever
was up had to be good for Vulcan. Accordingly, on March
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21, he purchased 2,500 shares of Vulcan and five thou-
sand acres of land adjacent to the Vulcan property.

The Trusted Tippee On March 8, Myer called Theo-
dore Griffey, his oldest and dearest friend. After getting
Griffey to swear absolute confidentiality, Myer told him
all the details of the strike. After hanging up the telephone,
Griffey immediately purchased fifteen thousand shares of
Vulcan stock. Griffey then told his father and sister about
the land; both of them bought fifteen thousand shares.
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Figure 2-10 Purchaser Date Shares Price Calls Price
1; ’”1‘}’“555 Oi Myer Jan. 20 10,000 18.00
ucan stoc Feb. 25 10,000 20.00
by Selected March 2 15,000 21.25
Executives March 7 5,000 22.25
March 15 5,000 23.75
Bordeaux March 7 10,000 22.00
March 15 7,500 23.75
March 18 5,000 24.00
Johnson Jan. 20 5,000 18.00
Feb. 25 8,000 20.00
March 1 12,000 21.00
March 7 6,000 22.00
March 15 4,000 23.50
Bylinski March 7 5,000 22.00
March 15 3,000 23.50
March 18 4,000 24.25

The Scampering Stockbroker Morris Lynch,
Myer’s stockbroker, was intrigued by Myer’s purchases of
an unusually large volume of Vulcan shares. During the
last two weeks of March, he put a number of his other cli-
ents into Vulcan, telling them, “I’ve looked at this stock
and it’s good for you.” About a dozen of his clients pur-
chased a total of eight thousand shares.

TuE LAND GRAB

After the official announcement on April 11, several of
Vulcan’s competitors began exploring the area and pur-
chased large tracks of land, bidding up the price of land to
$2,250 per acre. Both Bodie and Baggio sold their newly
acquired land to Vulcan competitors at this higher price.
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Chapter 3

CiviL DISPUTE RESOLUTION

Laws are a dead letter without courts to expound and define their true meaning and operation.

ALEXANDER HAmILTON, THE FEDERALIST (1788)

LEARNING OBJECTIVES

After reading this chapter you should be able to:

1. List and describe the courts in the federal court
system and in a typical state court system.

2. Distinguish among exclusive federal jurisdiction,
concurrent federal jurisdiction, and exclusive
state jurisdiction.

3. Distinguish among (a) subject matter jurisdic-
tion and jurisdiction over the parties and (b) the
three types of jurisdiction over the parties.

s we discussed in Chapter 1, substantive law sets

forth the rights and duties of individuals and other

legal entities, whereas procedural law determines

how these rights are asserted. Procedural law attempts to

accomplish two competing objectives: (1) to be fair and

impartial and (2) to operate efficiently. The judicial pro-

cess in the United States represents a balance between

these two objectives as well as a commitment to the adver-
sary system.

In the first part of this chapter, we will describe the

structure and function of the federal and state court sys-

tems. The second part of this chapter deals with jurisdic-

4. List and explain the various stages of a civil
proceeding.

5. Compare and contrast litigation, arbitration,
conciliation, and mediation.

tion; the third part discusses civil dispute resolution,
including the procedure in civil lawsuits.

Courts are impartial tribunals (seats of judgment) estab-
lished by governmental bodies to settle disputes. A court
may render a binding decision only when it has

THE COURT SYSTEM
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jurisdiction over the dispute and the parties to that
dispute; that is, when it has a right to hear and make a
judgment in a case. The United States has a dual court sys-
tem: the federal government has its own independent sys-
tem, as does each of the fifty states and the District of
Columbia.

The Federal Courts

Article IIT of the U.S. Constitution states that the judicial
power of the United States shall be vested in one Supreme
Court and such lower courts as Congress may establish.
Congress has established a lower federal court system con-
sisting of a number of special courts, district courts, and
courts of appeals. Judges in the federal court system are
appointed for life by the President, subject to confirmation
by the Senate. The structure of the federal court system is
illustrated in Figure 3-1.

DistricT COURTS

The district courts are general trial courts in the federal
system. Most federal cases begin in the district court, and
it is here that issues of fact are decided. The district court
is generally presided over by one judge, although in certain
cases three judges preside. In a few cases, an appeal from a
judgment or decree of a district court is taken directly to
the Supreme Court. In most cases, however, appeals go to
the Circuit Court of Appeals of the appropriate circuit, the
decision of which is final in most cases.

Figure 3-1 Federal Judicial System

U.S. Court of Appeals
for the Federal Circuit

Court of Federal Claims
Patent and Trademark Office
Court of International Trade

U.S. Supreme Court

U.S. Courts of Appeals

U.S. District Courts
Tax Court
Bankruptcy Court
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Congress has established nearly 100 judicial districts,
each of which is located entirely in a particular state. All
states have at least one district, while certain states contain
more than one district. For instance, New York has four
districts, Illinois has three, and Wisconsin has two, while
a number of less populated states each make up a single
district.

COURTS OF APPEALS

Congress has established twelve judicial circuits (eleven
numbered circuits plus the D.C. circuit), each having a
court known as the Court of Appeals, which primarily
hears appeals from the district courts located within its cir-
cuit (see Figure 3-2). In addition, these courts review deci-
sions of many administrative agencies, the Tax Court, and
the Bankruptcy Courts. Congress has also established the
U.S. Court of Appeals for the Federal Circuit, which is dis-
cussed later in the section on “Special Courts.” The U.S.
Courts of Appeals generally hear cases in panels of three
judges, although in some instances all judges of the circuit
will sit en banc to decide a case.

The function of appellate courts is to examine the re-
cord of a case on appeal and to determine whether the trial
court committed prejudicial error (error substantially
affecting the appellant’s rights and duties). If so, the appel-
late court will reverse or modify the judgment of the lower
court and, if necessary, remand or send it back to the
lower court for further proceeding. If there is no prejudi-
cial error, the appellate court will affirm the decision of
the lower court.

Highest State Courts

Many
Administrative
Agencies
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Figure 3-2  Circuit Courts of the United States
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Tue SuPREME COURT

The nation’s highest tribunal is the U.S. Supreme Court,
which consists of nine justices (a Chief Justice and eight
Associate Justices) who sit as a group in Washington, D.C.
A quorum consists of any six justices. In certain types of
cases, the U.S. Supreme Court has original jurisdiction
(the right to hear a case first). The Court’s principal func-
tion, nonetheless, is to review decisions of the Federal
Courts of Appeals and, in some instances, decisions
involving federal law resolved by the highest state courts.
Cases reach the Supreme Court under its appellate juris-
diction by one of two routes. Very few come by way of
appeal by right. The Court must hear these cases if one of
the parties requests the review. In 1988, Congress enacted
legislation that almost completely eliminated the right to
appeal to the U.S. Supreme Court.

The second way in which the Supreme Court may
review a decision of a lower court is by the discretionary
writ of certiorari, which requires a lower court to produce
the records of a case it has tried. Now almost all cases
reaching the Supreme Court come to it by means of writs

The Legal Environment of Business Part II
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Source: Administrative Office of The United States Courts, January 1983

of certiorari. If four Justices vote to hear the case, the
Court grants writs when there is a federal question of sub-
stantial importance or a conflict in the decisions of the
U.S. Circuit Courts of Appeals. Only a small percentage of
the petitions to the Supreme Court for review by certiorari
are granted, however, because the Court uses the writ as a
device to choose which cases it wishes to hear.

SpeciAL COURTS

The special courts in the federal judicial system include the
U.S. Court of Federal Claims, the U.S. Bankruptcy Courts,
the U.S. Tax Court, and the U.S. Court of Appeals for the
Federal Circuit. These courts have jurisdiction over particu-
lar subject matter. The U.S. Court of Federal Claims has
national jurisdiction to hear claims against the United
States. The U.S. Bankruptcy Courts have jurisdiction to hear
and decide certain matters under the Federal Bankruptcy
Code, subject to review by the U.S. District Court. The
U.S. Tax Court has national jurisdiction over certain
cases involving federal taxes. The U.S. Court of Appeals for
the Federal Circuit has national jurisdiction and reviews
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Fi 3-3
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Inferior
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decisions of the Court of Federal Claims, the Patent and
Trademark Office, patent cases decided by U.S. District
Courts, the U.S. Court of International Trade, the Merit
Systems Protection Board, and the U.S. Court of Veterans
Appeals.

State Courts

Each of the fifty states and the District of Columbia has its
own independent court system. In most states, the voters
elect judges for a stated term. The structure of state court
systems varies from state to state. Figure 3-3 shows a typi-
cal system.

INFERIOR TRIAL COURTS

At the bottom of the state court system are the inferior
trial courts, which decide the least serious criminal and
civil matters. Usually, inferior trial courts do not keep a
complete written record of trial proceedings. Minor crimi-
nal cases such as traffic offenses are heard in inferior trial
courts, which are referred to as municipal courts, justice of
the peace courts, or traffic courts. These courts also con-
duct preliminary hearings in more serious criminal cases.
Small claims courts are inferior trial courts that hear
civil cases involving a limited amount of money. Usually
there is no jury, the procedure is informal, and neither side
employs an attorney. An appeal from a small claims court
is taken to the trial court of general jurisdiction, where a
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Special

Courts

new trial (called a trial de novo), in which the small claims
court’s decision is given no weight, is begun.

TriAL COURTS

Each state has trial courts of general jurisdiction, which may
be called county, district, superior, circuit, or common pleas
courts. (In New York, the trial court is called the Supreme
Court.) These courts do not have a dollar limitation on their
jurisdiction in civil cases and hear all criminal cases other
than minor offenses. Unlike the inferior trial courts, these
trial courts of general jurisdiction maintain formal records
of their proceedings as procedural safeguards.

Many states have special trial courts that have jurisdic-
tion over particular areas. For example, many states have
probate courts with jurisdiction over the administration of
wills and estates, as well as family courts with jurisdiction
over divorce and child custody cases.

APPELLATE COURTS

At the summit of the state court system is the state’s court
of last resort, a reviewing court generally called the
supreme court of the state. Except for those cases in which
review by the U.S. Supreme Court is available, the decision
of the highest state tribunal is final. In addition, most
states also have created intermediate appellate courts to
handle the large volume of cases in which review is sought.
Review by such a court is usually by right. Further review
is in most cases at the highest court’s discretion.
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JURISDICTION

Jurisdiction means the power or authority of a court to
hear and decide a given case. To resolve a lawsuit, a court
must have two kinds of jurisdiction. The first is jurisdic-
tion over the subject matter of the lawsuit. If a court lacks
jurisdiction over the subject matter of a case, no action it
takes in the case will have legal effect.

The second kind of jurisdiction is over the parties to a
lawsuit. This jurisdiction is required for the court to render
an enforceable judgment that affects the parties’ rights and
duties. A court usually may obtain jurisdiction over the de-
fendant in a lawsuit if the defendant lives and is present in
the court’s territory or the transaction giving rise to the
case has a substantial connection to the court’s territory.
The court obtains jurisdiction over the plaintiff when the
plaintiff voluntarily submits to the court’s power by filing
a complaint with the court.

Subject Matter Jurisdiction

Subject matter jurisdiction refers to the authority of a par-
ticular court to judge a controversy of a particular kind.
Federal courts have limited subject matter jurisdiction.
State courts have jurisdiction over all matters that the
Constitution or Congress neither denies them nor gives
exclusively to the federal courts.

FEDERAL JURISDICTION

The federal courts have, to the exclusion of the state
courts, subject matter jurisdiction over some areas. Such
jurisdiction is called exclusive federal jurisdiction. Federal
jurisdiction is exclusive only if Congress so provides,
either explicitly or implicitly. If Congress does not so pro-
vide and the area is one over which federal courts have
subject matter jurisdiction, they share this jurisdiction with
the state courts. Such jurisdiction is known as concurrent
federal jurisdiction.

Exclusive Federal Jurisdiction The federal courts
have exclusive jurisdiction over federal criminal prosecu-
tions; admiralty, bankruptcy, antitrust, patent, trademark,
and copyright cases; suits against the United States; and
cases arising under certain federal statutes that expressly
provide for exclusive federal jurisdiction.

Concurrent Federal Jurisdiction There are two
types of concurrent federal jurisdiction: federal question

The Legal Environment of Business Part II

jurisdiction and diversity jurisdiction. The first arises
whenever there is a federal question over which the federal
courts do not have exclusive jurisdiction. A federal
question is any case arising under the Constitution, stat-
utes, or treaties of the United States. There is no minimum
dollar requirement in federal question cases. When a state
court hears a concurrent federal question case, it applies
federal substantive law but its own procedural rules.

The second type of concurrent federal jurisdiction
occurs in a civil suit where there is diversity of citizenship
and the amount in controversy exceeds $75,000. As the
following case explains, the jurisdictional requirement is
satisfied if the claim for the amount is made in good faith,
unless it is clear to a legal certainty that the claim does not
meet or exceed the required amount. Diversity of citizen-
ship exists (1) when the plaintiffs are citizens of a state or
states different from the state or states of which the
defendants are citizens; (2) when a foreign country brings
an action against citizens of the United States; or (3) when
the controversy is between citizens of a state and citizens
of a foreign country. The citizenship of an individual liti-
gant (party in a lawsuit) is the state in which the individual
resides or is domiciled, whereas that of a corporate litigant
is both the state of incorporation and the state in which its
principal place of business is located. For example, if the
amount in controversy exceeds $75,000, then diversity of
citizenship jurisdiction would be satisfied if Ada, a citizen
of California, sues Bob, a citizen of Idaho. If, however,
Carol, a citizen of Virginia, and Dianne, a citizen of North
Carolina, sue Evan, a citizen of Georgia, and Farley, a citi-
zen of North Carolina, there is not diversity of citizenship,
because both Dianne, a plaintiff, and Farley, a defendant,
are citizens of North Carolina.

When a federal district court hears a case solely under
diversity of citizenship jurisdiction, no federal question is
involved; accordingly, the federal courts must apply state
substantive law. The conflict of law rules of the state in
which the district court is located determine which state’s
substantive law is to be used in the case. (Conflict of laws
is discussed later.) Federal courts apply federal procedural
rules in diversity cases.

In any case involving concurrent jurisdiction, the plain-
tiff has the choice of bringing the action in either an appro-
priate federal court or state court. If the plaintiff brings the
case in a state court, however, the defendant usually may
have it removed (shifted) to a federal court for the district
in which the state court is located.

Practical Advice
If you have the option, consider whether you want to
bring your lawsuit in a federal or state court.
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WHITE v. FCI USA, INC.

UNITED STATES COURT OF APPEALS, FIFTH CIRCUIT, 2003
319 F.3D 672

http://caselaw.lp.findlaw.com/data2/circs/5th/0250890p.pdf

FACTS On March 29, 2001, the plaintiff, Regina White
(White) brought suit in a Texas state court against the defen-
dant FCIUSA, Inc. (FCI), White’s former employer, for wrong-
ful termination based on her refusal to perform illegal acts.
White sought punitive damages, attorneys’ fees, prejudgment
interest, court costs, and compensatory damages for lost pay,
lost fringe benefits, loss of wage earning capacity, harm to
White’s credit and credit reputation, and mental anguish and
emotional distress. White did not specify how much mone-
tary relief she was seeking. On May 25, 2001, FCI sought to
remove the case to a federal district court on the basis of
diversity asserting that the amount in controversy exceeded
$75,000. White filed a motion opposing removal.

The district court concluded it was “more probable than
not” that the lengthy list of compensatory and punitive
damages sought by White, when combined with attorneys’
fees, would exceed $75,000. In fact, the district court con-
cluded that the compensatory damages or punitive dam-
ages alone would “in all likelihood” exceed $75,000. The
district court also noted White’s admission that her dam-
ages “[did] not yet equal” $75,000 but “it [was] possible
that [they] will exceed $75,000.00 at the time of trial.”

DECISION District court’s decision affirmed.

OPINION Per Curiam diversity jurisdiction under [cita-
tion] only exists where the parties are citizens of different
states and the amount in controversy exceeds $75,000.
[Citation.] White correctly notes that the amount in con-
troversy should be determined at the time of filing. [Cita-
tion.] However, White never specified the total amount of
monetary relief she was seeking.

*** when a complaint does not allege a specific amount
of damages, the party invoking federal jurisdiction must
prove by a preponderance of the evidence that the amount
in controversy exceeds the jurisdictional amount. The dis-
trict court must first examine the complaint to determine

whether it is “facially apparent” that the claims exceed the
jurisdictional amount. If it is not thus apparent, the court
may rely on “summary judgment-type” evidence to ascer-
tain the amount in controversy. [Citation.]

In its Requests for Admission, FCI asked White to admit or
deny that she was seeking damages of $75,000 or more. White
admitted that her damages “[did] not yet equal” $75,000 but
“it [was] possible that [they] will exceed $75,000.00 at the time
of trial.” Through this language, White implied that the
amount in controversy was not limited to the damages
she suffered before her filing. Instead, White indicated that
she was seeking continuing and future damages as well.

This Court has held that “the jurisdictional facts that
support removal must be judged at the time of the re-
moval.” [Citation.] At the time of removal, it was apparent
from the face of the Original Petition and the evidence pre-
sented by FCI that the amount in controversy exceeded
$75,000. The preponderance of the evidence thus indicated
that the amount-in-controversy requirement was met. This
Court has held that “once a defendant is able to show that
the amount in controversy exceeds the jurisdictional
amount, removal is proper, provided plaintiff has not
shown that it is legally certain that his recovery will not
exceed the amount stated.” [Citation.] White failed to spec-
ify an amount of damages less than $75,000 or to present
any substantive evidence in support of her motion to
remand. White thus failed to show that it was legally cer-
tain that her recovery will not exceed $75,000.

INTERPRETATION Federal diversity jurisdiction
exists if the preponderance of the evidence indicates that
the amount in controversy is over $75,000.

CRITICAL THINKING QUESTION Why has
Congress imposed a jurisdictional minimum for diversity
of citizenship cases?

ExcLUSIVE STATE JURISDICTION

The state courts have exclusive jurisdiction over all other
matters. All matters not granted to the federal courts in the
Constitution or by Congress are solely within the jurisdic-
tion of the states. Accordingly, exclusive state jurisdiction

would include cases involving diversity of citizenship
where the amount in controversy is $75,000 or less. In
addition, the state courts have exclusive jurisdiction over
all cases to which the federal judicial power does not reach,
including, but by no means limited to, property, torts, con-
tract, agency, commercial transactions, and most crimes.
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Figure 3-4
Federal and State
Jurisdiction

Exclusive
State
Jurisdiction

All other
matters
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Exclusive Federal

Jurisdiction

1. Federal crimes

2. Bankruptcy

3. Patents

4, Copyright and trademarks

5. Admiralty

6. Antitrust

7. Suits against the United States
8. Specified federal statutes

Concurrent Jurisdiction
1. Federal questions

A court in one state may be a proper forum for a case
even though some or all of the relevant events occurred
in another state. For example, a California plaintiff may
sue a Washington defendant in Washington over a car
accident that occurred in Oregon. Because of Oregon’s
connections to the accident, Washington may choose,
under its conflict of laws rules, to apply the substantive
law of Oregon. Conflict of laws rules vary from state to
state.

The jurisdiction of the federal and state courts is illus-
trated in Figure 3-4. Also, see Concept Review 3-1.

Practical Advice
Consider including in your contracts a choice-of-law
provision specifying which jurisdiction’s law will apply.

STARE DEcisis IN THE DuAL COURT SYSTEM

The doctrine of stare decisis presents certain problems when
there are two parallel court systems. As a consequence,

CONCEPT REVIEW 3-1

2. Diversity of citizenship

in the United States, stare decisis works approximately as
follows (also illustrated in Figure 3-5):

1. The U.S. Supreme Court has never held itself to be bound
rigidly by its own decisions, and lower federal courts and
state courts have followed that course with respect to
their own decisions.

2. A decision of the U.S. Supreme Court on a federal ques-
tion is binding on all other courts, federal or state.

3. On a federal question, although a decision of a federal
court other than the Supreme Court may be persuasive
in a state court, it is not binding.

4. A decision of a state court may be persuasive in the fed-
eral courts, but it is not binding except where federal
jurisdiction is based on diversity of citizenship. In such
a case, the federal courts must apply state law as deter-
mined by the highest state tribunal.

5. Decisions of the federal courts (other than the U.S.
Supreme Court) are not binding on other federal courts
of equal or inferior rank unless the latter owe obedience
to the deciding court. For example, a decision of the Fifth
Circuit Court of Appeals binds district courts in the Fifth
Circuit but binds no other federal court.

Subject Matter Jurisdiction

Type of Jurisdiction Court Substantive Law Applied Procedural Law Applied
Exclusive federal Federal Federal Federal
Concurrent: federal question Federal Federal Federal
State Federal State
Concurrent: diversity Federal State Federal
State State State
Exclusive state State State State
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Stare Decisis in Court
the Dual Court
System
U.S. Circuit State Supreme

Court of Appeals

U.S. District Court
in that Circuit

———» Binding on questions
of federal law

— — —» Binding on questions
of state law

6. A decision of a state court is binding on all courts inferior
to it in its jurisdiction. Thus, the decision of the supreme
court in a state binds all other courts in that state.

7. A decision of a state court is not binding on courts in
another state except where the latter courts are required,
under their conflict of laws rules, to apply the law of the
first state as determined by the highest court in that state.
For example, if a North Carolina court is required to
apply Virginia law, it must follow decisions of the Vir-
ginia Supreme Court.

Jurisdiction over the Parties

The second essential type of jurisdiction a court must
have is the power to bind the parties involved in the
dispute. This type of jurisdiction is called jurisdiction over
the parties. The court obtains jurisdiction over the

Court

y

o State Intermediate
” Appellate Court

-

State Trial Court

plaintiff when she voluntarily submits to the court’s
power by filing a complaint with the court. With respect
to the defendant, a court may meet the requirements of
this type of jurisdiction in any of three ways: (1) in per-
sonam jurisdiction, (2) in rem jurisdiction, or (3) attach-
ment jurisdiction. In addition, the exercise of jurisdiction
must satisfy the constitutionally imposed requirements of
reasonable notification and a reasonable opportunity to
be heard. Moreover, the court’s exercise of jurisdiction is
valid under the Due Process Clause of the U.S. Constitu-
tion only if the defendant has minimum contacts with the
state sufficient to prevent the court’s assertion of jurisdic-
tion from offending “traditional notions of fair play and
substantial justice.” For a court constitutionally to assert
jurisdiction over a defendant, the defendant must have
engaged in either purposeful acts in the state or acts out-
side the state that are of such a nature that the defendant
could reasonably foresee being sued in that state, as dis-
cussed in the next case.

WORLD-WIDE VOLKSWAGEN CORP. V. WOODSON

SUPREME COURT OF THE UNITED STATES, 1980
444 U.S. 286, 100 S.CT. 559, 62 L.ED.2D 490

http://laws.findlaw.com/us/444/286.html

FACTS Harry and Kay Robinson purchased a new Audi
automobile from Seaway Volkswagen, Inc. (Seaway) in
Massena, New York. The Robinsons, who had resided in
New York for years, left for a new home in Arizona. As
they drove through Oklahoma, another car struck their

Audi from behind, causing a fire that severely burned Kay
and her two children.

The Robinsons brought a products-liability suit in the
District Court in Oklahoma, claiming their injuries resulted
from defective design of the Audi gas tank and fuel system.
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They joined as defendants the manufacturer (Audi), the re-
gional distributor (World-Wide Volkswagen Corp.), and
the retail distributor (Seaway).

World-Wide and Seaway entered special appearances,
asserting that Oklahoma’s exercise of jurisdiction over
them offended limitations on state jurisdiction imposed by
the Due Process Clause of the Fourteenth Amendment. The
Oklahoma Supreme Court upheld the assertion of state
jurisdiction, and World-Wide and Seaway appealed.

DECISION Judgment of Oklahoma Supreme Court

reversed.

OPINION White, J. The Due Process Clause of the
Fourteenth Amendment limits the power of a state court to
render a valid personal judgment against a nonresident de-
fendant. [Citation.] A judgment rendered in violation of
due process is void in the rendering State and is not entitled
to full faith and credit elsewhere. [Citation.] Due process
requires that the defendant be given adequate notice of the
suit, [citation], and be subject to the personal jurisdiction
of the court, [citation]. In the present case, it is not con-
tended that notice was inadequate; the only question is
whether these particular petitioners were subject to the
jurisdiction of the Oklahoma courts.

As has long been settled, and as we reaffirm today, a
state court may exercise personal jurisdiction over a non-
resident defendant only so long as there exist “minimum
contacts” between the defendant and the forum State.
[Citation.] The concept of minimum contacts, in turn, can
be seen to perform two related, but distinguishable, func-
tions. It protects the defendant against the burdens of liti-
gating in a distant or inconvenient forum. And it acts to
ensure that the States, through their courts, do not reach
out beyond the limits imposed on them by their status as
coequal sovereigns in a federal system.

The protection against inconvenient litigation is typi-
cally described in terms of “reasonableness” or “fairness.”
We have said that the defendant’s contacts with the forum
State must be such that maintenance of the suit “does not
offend ‘traditional notions of fair play and substantial jus-
tice.”” [Citation.] The relationship between the defendant
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and the forum must be such that it is “reasonable *** to
require the corporation to defend the particular suit which
is brought there.” [Citation.] Implicit in this emphasis on
reasonableness is the understanding that the burden on the
defendant, while always a primary concern, will in an
appropriate case be considered in light of other relevant fac-
tors, including the forum State’s interest in adjudicating the
dispute [citation]; the plaintiff’s interest in obtaining con-
venient and effective relief, [citation], at least when that in-
terest is not adequately protected by the plaintiff’s power to
choose the forum, [citation]; the interstate judicial system’s
interest in obtaining the most efficient resolution of contro-
versies; and the shared interest of the several States in fur-
thering fundamental substantive social policies, [citation].

Applying these principles to the case at hand, we find in
the record before us a total absence of those affiliating cir-
cumstances that are a necessary predicate to any exercise
of state-court jurisdiction. Petitioners carry on no activity
whatsoever in Oklahoma. They close no sales and perform
no services there. They avail themselves of none of the priv-
ileges and benefits of Oklahoma law. They solicit no busi-
ness there either through salespersons or through
advertising reasonably calculated to reach the State. Nor
does the record show that they regularly sell cars at whole-
sale or retail to Oklahoma customers or residents or that
they indirectly, through others, serve or seek to serve the
Oklahoma market. In short, respondents seek to base juris-
diction on one, isolated occurrence and whatever infer-
ences can be drawn therefrom: the fortuitous circumstance
that a single Audi automobile, sold in New York to New
York residents, happened to suffer an accident while pass-
ing through Oklahoma.

INTERPRETATION Sufficient minimal contacts be-
tween the defendant and the state must exist for a state to
exercise jurisdiction.

CRITICAL THINKING QUESTION Explain the
public policy reasons for subjecting nonresidents doing
business in a state to the in personam jurisdiction of the
courts within that state.

IN PERSONAM JURISDICTION

In personam jurisdiction, or personal jurisdiction, is the
jurisdiction of a court over the parties to a lawsuit, in con-
trast to its jurisdiction over their property. A court obtains
in personam jurisdiction over a defendant either (1) by
serving process on the party within the state in which the
court is located or (2) by reasonable notification to a party
outside the state in those instances where a “long-arm

statute” applies. To serve process means to deliver a sum-
mons, which is an order to respond to a complaint lodged
against a party. (The terms summons and complaint are
explained more fully later in this chapter.)

Personal jurisdiction may be obtained by personally
serving process upon a defendant within a state if that per-
son is domiciled in that state. The U.S. Supreme Court has
held that a state may exercise personal jurisdiction over a
nonresident defendant who is temporarily present if the
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defendant is personally served in that state. Personal juris-
diction may also arise from a party’s consent. For exam-
ple, parties to a contract may agree that any dispute
concerning that contract will be subject to the jurisdiction
of a specific court.

Most states have adopted long-arm statutes to expand
their jurisdictional reach beyond those persons who may
be personally served within the state. These statutes allow
courts to obtain jurisdiction over nonresident defendants
under the following conditions, as long as the exercise of
jurisdiction does not offend traditional notions of fair
play and substantial justice: if the defendant (1) has com-
mitted a tort (civil wrong) within the state, (2) owns
property within the state and if that property is the sub-
ject matter of the lawsuit, (3) has entered into a contract
within the state, or (4) has transacted business within
the state and if that business is the subject matter of the
lawsuit.

Practical Advice

Consider including in your contracts a choice-of-forum
provision specifying what court will have jurisdiction
over any litigation arising from the contract.

IN REM JURISDICTION

Courts in a state have the jurisdiction to adjudicate claims
to property situated within the state if the plaintiff gives
those persons who have an interest in the property reason-
able notice and an opportunity to be heard. Such juris-
diction over property is called in rem jurisdiction. For

Figure 3-6 Jurisdiction

Quasi in
rem

Defendant
present

Long-arm

statute
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example, if Carpenter and Miller are involved in a lawsuit
over property located in Kansas, then an appropriate court
in Kansas would have in rem jurisdiction to adjudicate
claims over this property as long as both parties are given
notice of the lawsuit and a reasonable opportunity to con-
test the claim.

ATTACHMENT JURISDICTION

Attachment jurisdiction, or quasi in rem jurisdiction, like
in rem jurisdiction, is jurisdiction over property rather
than over a person. But attachment jurisdiction is invoked
by seizing the defendant’s property located within the state
to obtain payment of a claim against the defendant that is
unrelated to the property seized. For example, Allen, a resi-
dent of Ohio, has obtained a valid judgment in the amount
of $20,000 against Bradley, a citizen of Kentucky. Allen
can attach Bradley’s automobile, which is located in Ohio,
to satisfy his court judgment against Bradley.

See Figure 3-6, which outlines the concepts of subject
matter and party jurisdiction.

VENUE

Venue, which often is confused with jurisdiction, concerns
the geographical area in which a lawsuit should be
brought. The purpose of venue is to regulate the distribu-
tion of cases within a specific court system and to identify
a convenient forum. In the federal court system, venue
determines the district or districts in a given state in which
suit may be brought. State rules of venue typically require
that a suit be initiated in a county where one of the

Subject Matter

Concurrent Federal
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defendants lives. In matters involving real estate, most
venue rules require that a suit be initiated in the county
where the property is situated.

. CiviL DispuTE RESOLUTION

As mentioned in Chapter 1, one of the primary functions
of law is to provide for the peaceful resolution of disputes.
Accordingly, our legal system has established an elaborate
set of governmental mechanisms to settle disputes. The
most prominent of these is judicial dispute resolution,
called litigation. Judicial resolution of civil disputes is gov-
erned by the rules of civil procedure, which we will discuss
in the first part of this section. Judicial resolution of crimi-
nal cases is governed by the rules of criminal procedure,
which are covered in Chapter 6. Dispute resolution by
administrative agencies, which is also very common, is dis-
cussed in Chapter 5.

As an alternative to governmental dispute resolution,
several nongovernmental methods of dispute resolution,
such as arbitration, have developed. We will discuss these
in the second part of this section.

Practical Advice

If you become involved in litigation, make full disclo-
sure to your attorney and do not discuss the lawsuit
without consulting your attorney.

Civil Procedure

A civil dispute that enters the judicial system must follow
the rules of civil procedure. These rules are designed to
resolve the dispute justly, promptly, and inexpensively.

To acquaint you with civil procedure, we will carry a
hypothetical action through the trial court to the highest
court of review in the state. Although there are technical
differences in trial and appellate procedure among the
states and the federal courts, the following illustration will
give you a general understanding of the trial and appeal of
cases. Assume that Pam Pederson, a pedestrian, is struck
while crossing a street in Chicago by an automobile driven
by David Dryden. Pederson suffers serious personal inju-
ries, incurs heavy medical and hospital expenses, and is
unable to work for several months. She desires that Dry-
den pay her for the loss and damages she sustained. After
attempts at settlement fail, Pederson brings an action at
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law against Dryden. Thus, Pederson is the plaintiff and
Dryden the defendant. Each is represented by a lawyer.
Let us follow the progress of the case.

THE PLEADINGS

The pleadings are a series of responsive, formal, written
statements in which each side to a lawsuit states its claims
and defenses. The purpose of pleadings is to give notice
and to establish the issues of fact and law the parties dis-
pute. An “issue of fact” is a dispute between the parties
regarding the events that gave rise to the lawsuit. In con-
trast, an “issue of law” is a dispute between the parties as
to what legal rules apply to these facts. Issues of fact are
decided by the jury, or by the judge when there is no jury,
whereas issues of law are decided by the judge.

Complaint and Summons A lawsuit begins when
Pederson, the plaintiff, files with the clerk of the trial court
a complaint against Dryden that contains (1) a statement
of the claim and supporting facts showing that she is enti-
tled to relief and (2) a demand for that relief. Pederson’s
complaint alleges that while exercising due and reasonable
care for her own safety, she was struck by Dryden’s auto-
mobile, which was being driven negligently by Dryden,
causing her personal injuries and damages of $50,000, for
which Pederson requests judgment.

Once the plaintiff has filed a complaint, the clerk issues
a summons to be served upon the defendant to notify him
that a suit has been brought against him. If the defendant
has contacts with the state sufficient to show that the
state’s assertion of jurisdiction over the defendant is con-
stitutional, proper service of the summons establishes the
court’s jurisdiction over the person of the defendant. The
county sheriff or a deputy sheriff serves a summons and a
copy of the complaint on Dryden, the defendant, com-
manding him to file his appearance and answer with the
clerk of the court within a specific time, usually thirty days
from the date the summons was served.

Responses to Complaint At this point, Dryden has
several options. If he fails to respond at all, a default
judgment will be entered against him. He may make pre-
trial motions contesting the court’s jurisdiction over him
or asserting that the action is barred by the statute of limi-
tations, which requires suits to be brought within a speci-
fied time. Dryden also may move, or request, that the
complaint be made more definite and certain, or he may
instead move that the complaint be dismissed for failure to
state a claim on which relief may be granted. Such a
motion is sometimes called a demurrer; it essentially
asserts that even if all of Pederson’s allegations were true,
she still would not be entitled to the relief she seeks and
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that therefore there is no need for a trial of the facts. The
court rules on this motion as a matter of law. If it rules in
favor of the defendant, the plaintiff may appeal the ruling.

If he does not make any pretrial motions, or if they are
denied, Dryden will respond to the complaint by filing an
answer, which may contain denials, admissions, affirma-
tive defenses, and counterclaims. Dryden might answer the
complaint by denying its allegations of negligence and
stating that he was driving his car at a low speed and with
reasonable care (a denial) when his car struck Pederson
(an admission), who had dashed across the street in front
of his car without looking in any direction to see whether
cars or other vehicles were approaching; that, accordingly,
Pederson’s injuries were caused by her own negligence (an
affirmative defense); and that, therefore, she should not be
permitted to recover any damages. Dryden might further
state that Pederson caused damage to his car and request a
judgment for $2,000 (a counterclaim). These pleadings cre-
ate an issue of fact regarding whether Dryden or Pederson,
or both, failed to exercise due and reasonable care under
the circumstances and were thus negligent and liable for
their carelessness.

If the defendant counterclaims, the plaintiff must
respond through a reply, which also may contain admis-
sions, denials, and affirmative defenses.

PRETRIAL PROCEDURE

Judgment on the Pleadings After the pleadings,
either party may move for judgment on the pleadings,
which requests the judge to rule as a matter of law whether
the facts as alleged in the pleadings of the nonmoving party
are sufficient to warrant granting the requested relief.

Discovery In preparation for trial and even before
completion of the pleadings stage, each party has the right
to obtain relevant evidence, or information that may lead
to evidence, from the other party. This procedure, known
as discovery, includes (1) pretrial depositions consisting of
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sworn testimony, taken out of court, of the opposing
party or other witnesses; (2) sworn answers by the oppos-
Ing party to written interrogatories, or questions; (3) pro-
duction of documents and physical objects in the
possession of the opposing party or, by a court-ordered
subpoena, in the possession of nonparties; (4) court-
ordered examination by a physician of the opposing party,
as needed; and (5) admissions of facts obtained by a
request for admissions submitted to the opposing party. By
using discovery properly, each party may become fully
informed of relevant evidence and avoid surprise at trial.
Another purpose of this procedure is to facilitate settle-
ments by giving both parties as much relevant informa-
tion as possible.

Pretrial Conference Also furthering these objectives
is the pretrial conference between the judge and the attor-
neys representing the parties. The basic purposes of the
pretrial conference are (1) to simplify the issues in dispute
by amending the pleadings, admitting or stipulating facts,
and identifying witnesses and documents to be presented
at trial; and (2) to encourage settlement of the dispute
without trial. (More than 90 percent of all cases are settled
before going to trial.) If no settlement occurs, the judge
will enter a pretrial order containing all of the amend-
ments, stipulations, admissions, and other matters agreed
to during the pretrial conference. The order supersedes the
pleadings and controls the remainder of the trial.

Summary Judgment The evidence disclosed by dis-
covery may be so clear that a trial to determine the facts
becomes unnecessary. If this is so, either party may move
for a summary judgment, which requests the judge to rule
that, because there are no issues of fact to be determined
by trial, the party thus moving should prevail as a matter
of law. A summary judgment is a final binding determina-
tion on the merits made by the judge before a trial. The
following case involving actress Shirley MacLaine explains
the rules courts use to determine whether to grant sum-
mary judgment.

PARKER V. TWENTIETH CENTURY-FOX FiLM CORP.

SUPREME COURT OF CALIFORNIA, 1970
3 CAL.3D 176, 89 CAL.RPTR. 737, 474 P.2D 689

http://login.findlaw.com/scripts/callaw?dest=ca/cal3d/3/176.html

FACTS Shirley MacLaine Parker, a well-known actress,
contracted with Twentieth Century-Fox Film Corporation
in August 1965 to play the female lead in Fox’s upcoming
production of Bloomer Girl, a motion picture musical that

was to be filmed in California. Fox agreed to pay Parker
$750,000 for fourteen weeks of her services. Fox decided
to cancel its plans for Bloomer Girl before production had
begun and, instead, offered Parker the female lead in
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another film, Big Country, Big Man, a dramatic western to
be filmed in Australia. The compensation offered was
identical, but Parker’s right to approve the director and
screenplay would have been eliminated or altered by the
Big Country proposal. She refused to accept and brought
suit to recover the $750,000 for Fox’s breach of the
Bloomer Girl contract. Fox’s sole defense in its answer
was that it owed no money to Parker because she had
deliberately failed to mitigate or reduce her damages by
unreasonably refusing to accept the Big Country lead.
Parker filed a motion for summary judgment. Fox, in
opposition to the motion, claimed, in effect, only that the
Big Country offer was not employment different from or
inferior to that under the Bloomer Girl contract. The trial
court granted Parker a summary judgment and Fox
appealed.

DECISION Summary judgment affirmed.

OPINION Burke, J. The familiar rules are that the mat-
ter to be determined by the trial court on a motion for
summary judgment is whether facts have been presented
which give rise to a triable factual issue. The court may
not pass upon the issue itself. Summary judgment is proper
only if the affidavits or declarations in support of the mov-
ing party would be sufficient to sustain a judgment in his
favor and his opponent does not by affidavit show facts
sufficient to present a triable issue of fact. The affidavits of
the moving party are strictly construed, and doubts as to
the propriety of summary judgment should be resolved
against granting the motion. Such summary procedure is
drastic and should be used with caution so that it does not
become a substitute for the open trial method of determin-
ing facts. The moving party cannot depend upon allega-
tions in his own pleadings to cure deficient affidavits, nor
can his adversary rely upon his own pleadings in lieu or in
support of affidavits in opposition to a motion; however, a
party can rely on his adversary’s pleadings to establish
facts not contained in his own affidavits. [Citations.] Also,
the court may consider facts stipulated to by the parties

The Legal Environment of Business Part II

and facts which are properly the subject of judicial notice.
[Citations.]

Applying the foregoing rules to the record in the present
case, with all intendments in favor of the party opposing
the summary judgment motion—here, defendant—it is
clear that the trial court correctly ruled that plaintiff’s fail-
ure to accept defendant’s tendered substitute employment
could not be applied in mitigation of damages because the
offer of the Big Country lead was of employment both dif-
ferent and inferior, and that no factual dispute was pre-
sented on that issue. The mere circumstance that Bloomer
Girl was to be a musical review calling upon plaintiff’s tal-
ents as a dancer as well as an actress, and was to be pro-
duced in the City of Los Angeles, whereas, Big Country was
a straight dramatic role in a “Western Type” story taking
place in an opal mine in Australia, demonstrates the differ-
ence in kind between the two employments; the female lead
as a dramatic actress in a western style motion picture can
by no stretch of imagination be considered the equivalent
of or substantially similar to the lead in a song-and-dance
production.

Additionally, the substitute Big Country offer proposed
to eliminate or impair the director and screenplay appro-
vals accorded to plaintiff under the original Bloomer Girl
contract *** and thus constituted an offer of inferior
employment. No expertise or judicial notice is required in
order to hold that the deprivation or infringement of an
employee’s rights held under an original employment con-
tract converts the available “other employment” relied
upon by the employer to mitigate damages, into inferior
employment which the employee need not seek or accept.
[Citation.]

INTERPRETATION A court will grant summary
judgment when there are no issues of fact to be determined
by trial.

CRITICAL THINKING QUESTION When should

a court grant summary judgment? Explain.

TRIAL

In all federal civil cases at common law involving more
than $20, the U.S. Constitution guarantees the right to a
jury trial. In addition, nearly every state constitution pro-
vides a similar right. In addition, federal and state statutes
may authorize jury trials in cases not within the constitu-
tional guarantees. Under federal law and in almost all
states, jury trials are not available in equity cases. Even in
cases where a jury trial is available, the parties may waive
(choose not to have) a trial by jury. When a trial is

conducted without a jury, the judge serves as the fact
finder and will make separate findings of fact and conclu-
sions of law. When a trial is conducted with a jury, the
judge determines issues of law and the jury determines
questions of fact.

Jury Selection Assuming a timely demand for a jury
has been made, the trial begins with the selection of a jury.
The jury selection process involves a voir dire, an exami-
nation by the parties’ attorneys (or in some courts by the
judge) of the potential jurors. Each party has an unlimited
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number of challenges for cause, which allow the party to
prevent a prospective juror from serving if the juror is
biased or cannot be fair and impartial. In addition,
each party has a limited number of peremptory challenges
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for which no cause is required to disqualify a prospective
juror. The Supreme Court has held that the U.S. Constitu-
tion prohibits discrimination in jury selection on the basis
of race or gender.

EDMONSON V. LEESVILLE CONCRETE COMPANY, INC.

SUPREME COURT OF THE UNITED STATES, 1991
500 U.S. 614, 111 S.CT. 2077, 114 L.ED.2D 660

http://laws.findlaw.com/us/500/614.html

FACTS Thaddeus Donald Edmonson, a construction
worker, was injured in a job-site accident at Fort Polk,
Louisiana. Edmonson sued Leesville Concrete Company
for negligence in the U.S. District Court for the Western
District of Louisiana, claiming that a Leesville employee
permitted one of the company’s trucks to roll backward
and pin him against some construction equipment. Edmon-
son invoked his Seventh Amendment right to a trial by
jury. During voir dire, Leesville used two of its three pe-
remptory challenges authorized by statute to remove black
persons from the prospective jury. When Edmonson, who
is himself black, requested that the District Court require
Leesville to articulate a race-neutral explanation for strik-
ing the two jurors, the District Court ruled that the prece-
dent on which Edmonson’s request relied applied only to
criminal cases and allowed the strikes to stand. A jury of
eleven whites and one black brought in a verdict for
Edmonson, assessing total damages at $90,000. It also
attributed 80 percent of the fault to Edmonson’s contribu-
tory negligence and awarded him only $18,000. On
appeal, a divided en banc panel affirmed the judgment of
the District Court, concluding that the use of peremptory
challenges by private litigants did not constitute state
action and, as a result, did not violate constitutional guar-
antees against racial discrimination. The U.S. Supreme
Court granted certiorari.

DECISION Judgment for Edmonson.

OPINION Kennedy, J. We must decide in the case
before us whether a private litigant in a civil case may use
peremptory challenges to exclude jurors on account of
their race. ***

*** Although the conduct of private parties lies beyond
the Constitution’s scope in most instances, governmental
authority may dominate an activity to such an extent that
its participants must be deemed to act with the authority of
the government and, as a result, be subject to constitutional
constraints. ***

#*% Qur precedents establish that, in determining
whether a particular action or course or conduct is govern-
mental in character, it is relevant to examine the following:
the extent to which the actor relies on governmental assis-
tance and benefits, [citations]|; whether the actor is per-
forming a traditional governmental function, [citations];
and whether the injury caused is aggravated in a unique
way by the incidents of governmental authority, [citation].
Based on our application of these three principles to the cir-
cumstances here, we hold that the exercise of peremptory
challenges by the defendant in the District Court was pur-
suant to a course of state action.

*** It cannot be disputed that, without the overt, signif-
icant participation of the government, the peremptory chal-
lenge system, as well as the jury trial system of which it is a
part, simply could not exist. As discussed above, peremp-
tory challenges have no utility outside the jury system, a
system which the government alone administers. In the fed-
eral system, Congress has established the qualifications for
the jury service, [citation], and has outlined the procedures
by which jurors are selected. ***

b

The trial judge exercises substantial control over voir
dire in the federal system. [Citation.] *** Without the
direct and indispensable participation of the judge, who
beyond all question is a state actor, the peremptory chal-
lenge system would serve no purpose. By enforcing a dis-
criminatory peremptory challenge, the court “has not only
made itself a party to the [biased act], but has elected to
place its power, property and prestige behind the [alleged]
discrimination.” [Citation.] ***

*** The peremptory challenge is used in selecting an
entity that is a quintessential governmental body, having
no attributes of a private actor. The jury exercises the
power of the court and of the government that confers the
court’s jurisdiction. *** In the federal system, the Consti-
tution itself commits the trial of facts in a civil cause to
the jury. Should either party to a cause invoke its Seventh
Amendment right, the jury becomes the principal fact-
finder, charged with weighing the evidence, judging the
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credibility of witnesses, and reaching a verdict. The jury’s
factual determinations as a general rule are final. [Cita-
tion.] In some civil cases, as we noted earlier this Term,
the jury can weigh the gravity of a wrong and determine
the degree of the government’s interest in punishing and
deterring willful misconduct. *** And in all jurisdictions
a true verdict will be incorporated in a judgment enforcea-
ble by the court. These are traditional functions of govern-
ment, not of a select, private group beyond the reach of
the Constitution.

Finally, we note that the injury caused by the discrimi-
nation is made more severe because the government per-
mits it to occur within the courthouse itself. Few places are
a more real expression of the constitutional authority of
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the government than a courtroom, where the law itself
unfolds. *** To permit racial exclusion in this official
forum compounds the racial insult inherent in judging a
citizen by the color of his or her skin.

INTERPRETATION The U.S. Constitution imposes

restrictions against racial discrimination in the jury selec-
tion process.

ETHICAL QUESTION What are ethical grounds for

an attorney to exercise a peremptory challenge? Explain.

CRITICAL THINKING QUESTION What grounds

should be disallowed in the exercise of peremptory chal-
lenges? Explain.

Conduct of Trial After the jury has been selected,
both attorneys make an opening statement about the facts
that they expect to prove in the trial. The plaintiff and
plaintiff’s witnesses then testify on direct examination by
the plaintiff’s attorney. Each is subject to cross-examination
by the defendant’s attorney. Pederson and her witnesses tes-
tify that the traffic light at the street intersection where she
was struck was green for traffic in the direction in which
she was crossing but changed to yellow when she was about
one-third of the way across the street.

During the trial, the judge rules on the admission and
exclusion of evidence on the basis of its relevance and reli-
ability. If the judge does not allow certain evidence to be
introduced or certain testimony to be given, the attorney
must make an offer of proof to preserve for review on
appeal the question of its admissibility. The offer of proof
is not regarded as evidence, and the offer, which consists
of oral statements of counsel or witnesses showing for the
record the evidence that the judge has ruled inadmissible,
is not heard by the jury.

After cross-examination, followed by redirect examina-
tion of each of her witnesses, Pederson rests her case. At
this time, Dryden may move for a directed verdict in his
favor. A directed verdict is a final binding determination
on the merits made by the judge after a trial has begun but
before the jury renders a verdict. If the judge concludes
that the evidence introduced by Pederson, which is
assumed for the purposes of the motion to be true, would
not be sufficient for the jury to find in favor of the plain-
tiff, then the judge will grant the directed verdict in favor
of the defendant. In some states, the judge will deny the
motion for a directed verdict if there is any evidence on
which the jury might possibly render a verdict for the
plaintiff.

If the judge denies the motion for a directed verdict,
however, the defendant then has the opportunity to

present evidence. Dryden and his witnesses testify that he
was driving his car at a low speed when it struck Pederson
and that Dryden at the time had the green light at the
intersection. After the defendant has presented his evi-
dence, the plaintiff and the defendant may be permitted to
introduce rebuttal evidence. Once both parties have rested
(concluded), then either party may move for a directed
verdict. By this motion the party contends that the evi-
dence is so clear that reasonable persons could not differ
about the outcome of the case. If the judge grants the
motion for a directed verdict, he takes the case away from
the jury and enters a judgment for the party making the
motion.

If these motions are denied, then Pederson’s attorney
makes a closing argument to the jury, reviewing the evi-
dence and urging a verdict in favor of Pederson. Then Dry-
den’s attorney makes a closing argument, summarizing the
evidence and urging a verdict in favor of Dryden. Peder-
son’s attorney is permitted to make a short argument in
rebuttal.

Jury Instructions The attorneys have previously
given possible written jury instructions on the applicable
law to the trial judge, who gives to the jury those instruc-
tions that he approves and denies those that he considers
incorrect. The judge also may give the jury instructions of
his own. These instructions (called “charges” in some
states) advise the jury of the particular rules of law that
apply to the facts the jury determines from the evidence.

Verdict The jury then retires to the jury room to delib-
erate and to reach its verdict in favor of one party or the
other. If the jury finds the issues in favor of Dryden, its
verdict is that he is not liable. If, however, it finds the
issues for Pederson and against Dryden, its verdict will be
that the defendant is liable and will specify the amount of

Copyright 2010 Cengage Learning, Inc. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.



Chapter 3 Civil Dispute Resolution

the plaintiff’s damages. In this case, the jury found that
Pederson’s damages were $35,000. On returning to the
jury box, the foreperson either announces the verdict or
hands it in written form to the clerk to give to the judge,
who reads the verdict in open court. In some jurisdictions,
a special verdict, by which the jury makes specific written
findings on each factual issue, is used. The judge then
applies the law to these findings and renders a judgment.
In the United States, the prevailing litigant is ordinarily not
entitled to collect attorneys’ fees from the losing party,
unless otherwise provided by statute or an enforceable
contract allocating attorneys’ fees.

Motions Challenging Verdict The unsuccessful
party may then file a written motion for a new trial or for
judgment notwithstanding the verdict. A motion for a new
trial may be granted if (1) the judge committed prejudicial
error during the trial, (2) the verdict is against the weight
of the evidence, (3) the damages are excessive, or (4) the
trial was not fair. The judge has the discretion to grant a
motion for a new trial (on grounds 1, 3, or 4 above) even
if the verdict is supported by substantial evidence. On the
other hand, the motion for judgment notwithstanding the
verdict (also called a judgment n.o.v.) must be denied if
there is any substantial evidence supporting the verdict.
This motion is similar to a motion for a directed verdict,
only it is made after the jury’s verdict. To grant the motion
for a judgment n.o.v., the judge must decide that the evi-
dence is so clear that reasonable people could not differ as
to the outcome of the case. If a judgment n.o.v. is reversed
on appeal, a new trial is #ot necessary, and the jury’s ver-
dict is entered. If the judge denies the motions for a new
trial and for a judgment n.o.v., he enters judgment on the
verdict for $35,000 in favor of the plaintiff.

APPEAL

The purpose of an appeal is to determine whether the trial
court committed prejudicial error. Most jurisdictions per-
mit an appeal only from a final judgment. As a general
rule, only errors of law are reviewed by an appellate court.
Errors of law include the judge’s decisions to admit or
exclude evidence; the judge’s instructions to the jury; and
the judge’s actions in denying or granting a motion for a
demurrer, a summary judgment, a directed verdict, or a
judgment n.o.v. Appellate courts review errors of law
de novo. Errors of fact will be reversed only if they are
so clearly erroneous that they are considered to be an error
of law.

Let us assume that Dryden directs his attorney to
appeal. The attorney files a notice of appeal with the clerk
of the trial court within the prescribed time. Later, Dry-
den, as appellant, files in the reviewing court the record on
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appeal, which contains the pleadings, a transcript of the
testimony, rulings by the judge on motions made by the
parties, arguments of counsel, jury instructions, the ver-
dict, posttrial motions, and the judgment from which the
appeal is taken. In states having an intermediate court of
appeals, such court will usually be the reviewing court. In
states having no intermediate court of appeal, a party may
appeal directly from the trial court to the state supreme
court.

Dryden, as appellant, is required to prepare a condensa-
tion of the record, known as an abstract, or pertinent
excerpts from the record, which he files with the reviewing
court together with a brief and argument. His brief con-
tains a statement of the facts, the issues, the rulings by the
trial court that Dryden contends are erroneous and preju-
dicial, grounds for reversal of the judgment, a statement of
the applicable law, and arguments on his behalf. Pederson,
the appellee, files an answering brief and argument. Dry-
den may, but is not required to, file a reply brief. The case
is now ready to be considered by the reviewing court.

The appellate court does not hear any evidence; rather,
it decides the case on the record, abstracts, and briefs.
After oral argument by the attorneys, if the court elects to
hear one, the court takes the case under advisement, or
begins deliberations. Then, having made a decision based
on majority rule, the appellate court prepares a written
opinion containing the reasons for its decision, the rules of
law that apply, and its judgment. The judgment may
affirm the judgment of the trial court, or, if the appellate
court finds that reversible error was committed, the judg-
ment may be reversed or modified or returned to the lower
court (remanded) for a new trial. In some instances, the
appellate court will affirm the lower court’s decision in
part and will reverse it in part. The losing party may file a
petition for rehearing, which is usually denied.

If the reviewing court is an intermediate appellate court,
the party losing in that court may decide to seek a reversal
of its judgment by filing within a prescribed time a notice
of appeal, if the appeal is by right, or a petition for leave
to appeal to the state supreme court, if the appeal is by dis-
cretion. This petition corresponds to a petition for a writ
of certiorari in the U.S. Supreme Court. The party winning
in the appellate court may file an answer to the petition
for leave to appeal. If the petition is granted, or if the
appeal is by right, the record is certified to the Supreme
Court, where each party files a new brief and argument.
The Supreme Court may hear oral argument or simply
review the record; it then takes the case under advisement.
If the Supreme Court concludes that the judgment of the
appellate court is correct, it affirms. If it decides otherwise,
it reverses the judgment of the appellate court and enters a
reversal or an order of remand. The unsuccessful party
may again file a petition for a rehearing, which is likely to
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be denied. Barring the remote possibility of an application
for still further review by the U.S. Supreme Court, the case
either has reached its termination or, on remand, is about
to start its second journey through the courts, beginning,
as it did originally, in the trial court.

ENFORCEMENT

If Dryden does not appeal, or if the reviewing court
affirms the judgment if he does appeal, and Dryden does
not pay the judgment, the task of enforcement will remain.
Pederson must request the clerk to issue a writ of execution
demanding payment of the judgment, which is served by
the sheriff on the defendant. If the writ is returned “unsa-
tisfied,” that is, if Dryden still does not pay, Pederson may
post bond or other security and order a levy on and sale of
specific nonexempt property belonging to the defendant,
which is then seized by the sheriff, advertised for sale, and
sold at a public sale under the writ of execution. If the sale
does not produce enough money to pay the judgment,
Pederson’s attorney may begin another proceeding in an
attempt to locate money or other property belonging to
Dryden. In an attempt to collect the judgment, Pederson’s
attorney may also proceed by garnishment against Dry-
den’s employer to collect from his wages or against a bank
in which he has an account.

Figure 3-7
Stages in Civil Determine what facts
Procedure are in dispute

Discover what evidence
there is to prove the
facts in dispute

Determine what facts
are proved by the
evidence

Review the lower
court’s actions for
prejudicial error

Implement the
court’s judgment

The Legal Environment of Business Part II

If Pederson cannot satisfy the judgment with Dryden’s
property located within Illinois (the state where the judg-
ment was obtained), Pederson will have to bring an
action on the original judgment in other states where
Dryden owns property. Because the U.S. Constitution
requires each state to accord judgments of other states
full faith and credit, Pederson will be able to obtain a
local judgment that may be enforced by the methods
described above.

The various stages in civil procedure are illustrated in
Figure 3-7.

Alternative Dispute Resolution

Litigation is complex, time consuming, and expensive.
Furthermore, court adjudications involve long delays, lack
special expertise in substantive areas, and provide only a
limited range of remedies. Additionally, litigation is struc-
tured so that one party takes all with little opportunity for
compromise and often causes animosity between the dis-
putants. Consequently, in an attempt to overcome some of
the disadvantages of litigation, several nonjudicial meth-
ods of dealing with disputes have developed. The most im-
portant of these alternatives to litigation is arbitration.
Others include conciliation, mediation, and “mini-trials.”

Complaint
Answer

Reply

Pleadings

Discovery
Conference
Summary Judgment

Pretrial

Jury Selection
Opening Statements
Introduction of Evidence
Closing Arguments
Judgment on Verdict

Briefs and Transcript
Oral Argument
Decision

Execution

Enforcement Garnishment
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The various techniques differ in a number of ways,
including (1) whether the process is voluntary, (2) whether
the process is binding, (3) whether the disputants re-
present themselves or are represented by attorneys,
(4) whether the decision is made by the disputants or by a
third party, (5) whether the procedure used is formal or
informal, and (6) whether the basis for the decision is law
or some other criterion.

Which method of civil dispute resolution—litigation or
one of the nongovernmental methods—is better for a par-
ticular dispute depends on several factors, including the fi-
nancial circumstances of the disputants, the nature of the
relationship (commercial or personal, ongoing or limited)
between them, and the urgency of a quick resolution. Al-
ternative dispute resolution methods are especially suitable
when privacy, speed, preservation of continuing relations,
and control over the process—including the flexibility to
compromise—are important to the parties. Nevertheless,
the disadvantages of using alternative dispute mechanisms
may make court adjudication more appropriate. For
example, with the exception of arbitration, only courts
can compel participation and provide a binding resolu-
tion. In addition, only courts can establish precedents and
create public duties. Furthermore, the courts provide
greater due process protections and uniformity of out-
come. Finally, the courts are independent of the parties
and are publicly funded.

See Concept Review 3-2 for a comparison of adjudica-
tion, arbitration, and mediation/conciliation.

CONCEPT REVIEW 3-2
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Practical Advice

Consider including in your contracts a provision specify-
ing what means of dispute resolution will apply to the
contract.

ARBITRATION

In arbitration, the parties select a neutral third person or
persons—the arbitrator(s)—who render(s) a binding deci-
sion after hearing arguments and reviewing evidence.
Because the presentation of the case is less formal and the
rules of evidence are more relaxed, arbitration usually
takes less time and costs less than litigation. Moreover, in
many arbitration cases, the parties are able to select an
arbitrator with special expertise concerning the subject of
the dispute. Thus, the quality of the arbitrator’s decision
may be higher than that available through the court system.
In addition, arbitration normally is conducted in private,
thus avoiding unwanted publicity. Arbitration is com-
monly used in commercial and labor management disputes.

Types of Arbitration There are two basic types of
arbitration—consensual, which is by far the most com-
mon, and compulsory. Consensual arbitration occurs
whenever the parties to a dispute agree to submit the con-
troversy to arbitration. They may do this in advance by
agreeing in their contract that disputes arising out of their

Comparison of Court Adjudication, Arbitration,
and Mediation/Conciliation

Court Adjudication Arbitration Mediation/Conciliation
Advantages Binding Binding Preserves relations

Public norms Parties control process Parties control process

Precedents Privacy Privacy

Uniformity Special expertise Flexible

Publicly funded Speedy resolution

Compels participation
Disadvantages Expensive No public norms Not binding

Time consuming No precedent Lacks finality

Long delays No uniformity No compelled participation

Limited remedies
Lacks special expertise
No compromise
Disrupts relationships

Publicity

No precedent
No uniformity

Source: Adapted from Table 4 of Report of the Ad Hoc Panel on Dispute Resolution and Public Policy, prepared by the National Institute for Dispute Resolution, 1983.
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contract will be resolved by arbitration. Or they may do
so after a dispute arises by then agreeing to submit the dis-
pute to arbitration. In either instance, such agreements are
enforceable under the Federal Arbitration Act (FAA) and
statutes in more than forty states. The great majority of
these states have adopted the Uniform Arbitration Act
(UAA); the others have adopted substantially similar legis-
lation. (In 2000, the National Conference of Commis-
sioners on Uniform State Laws promulgated the Revised
UAA to provide state legislatures with a more up-to-date
statute to resolve disputes through arbitration. To date,
only a few states have adopted the Revised UAA.) In com-
pulsory arbitration, which is relatively infrequent, a fed-
eral or state statute requires arbitration for specific types
of disputes, such as those involving public employees,
including police officers, teachers, and firefighters.

Procedure Usually the parties’ agreement to arbitrate
specifies how the arbitrator or arbitrators will be chosen. If
it does not, the FAA and state statutes provide methods for
selecting arbitrators. Although the requirements for arbi-
tration hearings vary from state to state, they generally con-
sist of opening statements, case presentation, and closing
statements. Case presentations may include witnesses, doc-
umentation, and site inspections. The parties may cross-
examine witnesses and may be represented by attorneys.
The decision of the arbitrator, called an award, is bind-
ing on the parties. Nevertheless, it is subject to very limited
judicial review. Under the FAA and the Revised UAA,

The Legal Environment of Business Part II

these include (1) the award was procured by corruption,
fraud, or other undue means; (2) the arbitrators were par-
tial or corrupt; (3) the arbitrators were guilty of miscon-
duct prejudicing the rights of a party to the arbitration
proceeding; and (4) the arbitrators exceeded their powers.
Historically, the courts were unfriendly to arbitration;
however, they have dramatically changed their attitude
and now favor arbitration.

International Arbitration Arbitration is a com-
monly used means for resolving international disputes.
The United Nations Committee on International Trade
Law (UNCITRAL) and the International Chamber of
Commerce have promulgated arbitration rules that have
won broad international adherence. The FAA has provi-
sions implementing the United Nations Convention on the
Recognition and Enforcement of Foreign Arbitral Awards.
A number of states have enacted laws specifically govern-
ing international arbitration; some of the statutes have
been based on the Model Law on International Arbitra-
tion drafted by UNCITRAL.

Court-Annexed Arbitration A growing number of
federal and state courts have adopted “court-annexed
arbitration” in civil cases where the parties seek limited
amounts of damages. The arbitrators are usually attor-
neys. Appeal from this type of nonbinding arbitration is by
trial de novo. Many states have enacted statutes requiring
the arbitration of medical malpractice disputes.

VADEN V. DiSCOVER BANK

SUPREME COURT OF THE UNITED STATES, 2009

556 U.S.

_, 129 S.CT. 1262, 173 L.ED.2D 206

http://www.supremecourtus.gov/opinions/08pdf/07-773.pdf

FACTS Discover Card sued its credit cardholder, Betty
Vaden, in a Maryland state court to recover an outstanding
debt of $10,610.74, plus interest and counsel fees. Discover
could not bring its suit against Vaden in a federal court on
the basis of diversity-of-citizenship jurisdiction, because the
amount in controversy did not exceed $75,000. Vaden
answered and counterclaimed, alleging that Discover’s
finance charges, interest, and late fees violated state law.
Invoking an arbitration clause in its cardholder agreement
with Vaden, Discover then filed a petition in the United
States District Court for the District of Maryland to compel
arbitration of Vaden’s counterclaims. Discover claimed

that the District Court had subject-matter jurisdiction over
its petition because Vaden’s state-law counterclaims were
completely preempted by federal banking law. The District
Court agreed and ordered arbitration. The Fourth Circuit
affirmed

DECISION The judgment of the Court of Appeals
affirming the District Court’s order is reversed, and the
case is remanded.

OPINION Ginsburg J. In 1925, Congress enacted the
FAA [Federal Arbitration Act] “[tjo overcome judicial
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resistance to arbitration,” [citation], and to declare” ‘a
national policy favoring arbitration’ of claims that parties
contract to settle in that manner,” [citation]. To that end,
§ 2 provides that arbitration agreements in contracts
“involving commerce” are “valid, irrevocable, and enforce-
able.” [Citation.] § 4—the section at issue here—provides
for United States district court enforcement of arbitration
agreements. Petitions to compel arbitration, § 4 states,
may be brought before “any United States district court
which, save for such agreement, would have jurisdiction
under title 28 [of the U.S. Code]| of the subject matter of a
suit arising out of the controversy between the parties.”
[Citation.]

The “body of federal substantive law” generated by
elaboration of FAA § 2 is equally binding on state and fed-
eral courts. [Citations.] “As for jurisdiction over controver-
sies touching arbitration,” however, the Act is “something
of an anomaly” in the realm of federal legislation: It
“bestow][s] no federal jurisdiction but rather requir[es] [for
access to a federal forum| an independent jurisdictional
basis” over the parties’ dispute. [Citation.] ***

The independent jurisdictional basis Discover relies
upon in this case is 28 U.S.C. § 1331, which vests in federal
district courts jurisdiction over “all civil actions arising
under the Constitution, laws, or treaties of the United
States.” Under the longstanding well-pleaded complaint
rule, however, a suit “arises under” federal law “only when
the plaintiff’s statement of his own cause of action shows
that it is based upon [federal law].” [Citation.] Federal ju-
risdiction cannot be predicated on an actual or anticipated
defense: “It is not enough that the plaintiff alleges some
anticipated defense to his cause of action and asserts that
the defense is invalidated by some provision of [federal
law].” [Citation.]

A complaint purporting to rest on state law, we have
recognized, can be recharacterized as one “arising under”
federal law if the law governing the complaint is exclu-
sively federal. [Citation.] Under this so-called “complete
preemption doctrine,” a plaintiff’s “state cause of action
[may be recast]| as a federal claim for relief, making [its] re-
moval [by the defendant] proper on the basis of federal
question jurisdiction.” [Citation.] A state-law-based coun-
terclaim, however, even if similarly susceptible to recharac-
terization, would remain nonremovable. Under our
precedent construing § 1331, as just explained, counter-
claims, even if they rely exclusively on federal substantive
law, do not qualify a case for federal-court cognizance.

Attending to the language of the FAA and the above-
described jurisdictional tenets, we approve the “look
through” approach to this extent: A federal court may
“look through” a § 4 petition to determine whether it is
predicated on an action that “arises under” federal law; in
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keeping with the well-pleaded complaint rule as amplified
in [citation] however, a federal court may not entertain a
§ 4 petition based on the contents, actual or hypothetical,
of a counterclaim.

The text of § 4 drives our conclusion that a federal court
should determine its jurisdiction by “looking through” a § 4
petition to the parties’ underlying substantive controversy. ***

The phrase “save for [the arbitration] agreement” indi-
cates that the district court should assume the absence of
the arbitration agreement and determine whether it “would
have jurisdiction under title 28” without it. [Citation.] ***

EEES

Having determined that a district court should “look
through” a § 4 petition, we now consider whether the
court “would have [federal-question] jurisdiction” over “a
suit arising out of the controversy” between Discover and
Vaden. [Citation.] As explained above, § 4 of the FAA
does not enlarge federal-court jurisdiction; rather, it con-
fines federal courts to the jurisdiction they would have
“save for [the arbitration] agreement.” [Citation.] Mindful
of that limitation, we read § 4 to convey that a party
seeking to compel arbitration may gain a federal court’s
assistance only if, “save for” the agreement, the entire,
actual “controversy between the parties,” as they have
framed it, could be litigated in federal court. We conclude
that the parties’ actual controversy, here precipitated by
Discover’s state-court suit for the balance due on Vaden’s
account, is not amenable to federal-court adjudication.
Consequently, the § 4 petition Discover filed in the United
States District Court for the District of Maryland must be
dismissed.

3k ok

Discover, we note, is not left without recourse. Under
the FAA, state courts as well as federal courts are obliged
to honor and enforce agreements to arbitrate. [Citations.]
Discover may therefore petition a Maryland court for aid
in enforcing the arbitration clause of its contracts with
Maryland cardholders.

For the reasons stated, the District Court lacked juris-
diction to entertain Discover’s § 4 petition to compel arbi-
tration.

INTERPRETATION A federal court may “look
through” a petition to compel arbitration to determine
whether it is based on a controversy that arises under fed-
eral law, but a federal court may not grant a petition based
on a counterclaim when the whole controversy between
the parties does not qualify for federal-court adjudication.

CRITICAL THINKING QUESTION What policy
reasons support using arbitration over litigation as a means
of dispute resolution?
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n any given year, a large company like Dobashi Motors

has lots of litigation exposure. In its vehicle manufactur-
ing division, it employs thousands of workers who bring
numerous claims arising out of such matters as workplace
injuries and alleged employment discrimination. Nation-
wide it has a network of hundreds of dealers who may
have contract disagreements with Dobashi, some of which
inevitably escalate to the point they end up in court.

Naturally the company also regularly contends with
payment disputes involving its many service providers
and parts suppliers, sometimes initiating suit and other
times finding itself on the other side as a defendant. And
together with its financing division, Dobashi Motors
deals with thousands of buyers and potential buyers who
sue not so infrequently, typically based on state decep-
tive practices statutes or federal laws governing access to
credit. Every year, adverse judgments arise from at least
some of each of these types of legal disputes. Judgments
aside, even if Dobashi were to win every case, the com-
pany still would spend millions of dollars in attorneys’
fees and other litigation expenses annually.

Legal disagreement is inherent in a business’s contrac-
tual relationships. Recognizing this, Dobashi can choose
to include predispute arbitration agreements in its
employment contracts, written distribution and vendor
arrangements, and financing deals. The regular use of
such clauses would divert most of Dobashi’s litigation out
of the court system and into what has been acknowl-
edged to be a much more inexpensive, faster, more pri-
vate, and more flexible dispute resolution environment.
Indeed, studies have shown that a company like Dobashi
can save 50 percent or more in litigation expenses by
choosing arbitration as its primary vehicle for resolving
disputes.

Critics contend that arbitration results often are incon-
sistent with the law and that they can deprive the parties
of certain remedies available only in court. Good drafting
can eliminate the latter and, even if the former is true, it
will operate rather evenhandedly: Dobashi may lose
some cases it would have won in court, and vice versa. In
the end, the cost savings are not inconsequential, both in
the short term and over time.

CONCILIATION

Conciliation is a nonbinding, informal process in which a
third party (the conciliator) selected by the disputing parties
attempts to help them reach a mutually acceptable agree-
ment. The duties of the conciliator include improving
communications, explaining issues, scheduling meetings,
discussing differences of opinion, and serving as an interme-
diary between the parties when they are unwilling to meet.

MEDIATION

Mediation is a process in which a third party (the media-
tor) selected by the disputants helps them to resolve their
disagreement. In addition to employing conciliation tech-
niques to improve communications, the mediator, unlike
the conciliator, proposes possible solutions for the parties
to consider. Like the conciliator, the mediator does not
have the power to render a binding decision. Mediation
has become commonly used by the judicial system in such
tribunals as small claims courts, housing courts, family
courts, and neighborhood justice centers. In 2001, the
National Conference of Commissioners on Uniform State
Laws promulgated the Uniform Mediation Act, which was

amended in 2003. The Act establishes a privilege of confi-
dentiality for mediators and participants. To date at least
nine states have adopted it.

Sometimes the techniques of arbitration and mediation
are combined in a procedure called “med-arb.” In med-
arb, the neutral third party serves first as a mediator and,
if all issues are not resolved through such mediation, then
serves as an arbitrator authorized to render a binding deci-
sion on the remaining issues.

Mini-TRiIAL

A mini-trial is a structured settlement process that com-
bines elements of negotiation, mediation, and trials. Mini-
trials are most commonly used when both disputants are
corporations. In a mini-trial, attorneys for the two cor-
porations conduct limited discovery and then present
evidence to a panel consisting of managers from each com-
pany, as well as to a neutral third party, who may be a
retired judge or other attorney. After the lawyers complete
their presentations, the managers try to negotiate a settle-
ment without the attorneys. The managers may consult
the third party on how a court might resolve the issues in
dispute.
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SuMMARY JURY TRIAL

A summary jury trial is a mock trial in which the parties
present their case to a jury. Though not binding, the jury’s
verdict does influence the negotiations in which the parties
must participate following the mock trial. If the parties do
not reach a settlement, they may have a full trial de novo.
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NEGOTIATION

Negotiation is a consensual bargaining process in
which the parties attempt to reach an agreement resolving
their dispute. Negotiation differs from other methods of
alternate dispute resolution in that there are no third
parties.

Chapter Summary

Tue COURT SYSTEM

Federal Courts

District courts trial courts of general jurisdiction that can hear and decide most legal controversies in the

federal system

Courts of Appeals hear appeals from the district courts and review orders of certain administrative

agencies

The Supreme Court the nation’s highest court, whose principal function is to review decisions of the
federal Courts of Appeals and the highest state courts

Special Courts have jurisdiction over cases in a particular area of federal law and include the U.S. Court
of Federal Claims, the U.S. Tax Court, the U.S. Bankruptcy Courts, and the U.S. Court of Appeals for

the Federal Circuit

State Courts

Inferior Trial Courts hear minor criminal cases such as traffic offenses and civil cases involving small
amounts of money and conduct preliminary hearings in more serious criminal cases

Trial Courts have general jurisdiction over civil and criminal cases

Special Trial Courts trial courts, such as probate courts and family courts, which have jurisdiction over

a particular area of state law

Appellate Courts include one or two levels; the highest court’s decisions are final except in those cases

reviewed by the U.S. Supreme Court

JURISDICTION

Subject Matter Jurisdiction

Definition authority of a court to decide a particular kind of case

Federal Jurisdiction

e Exclusive Federal Jurisdiction federal courts have sole jurisdiction over federal crimes, bankruptcy,
antitrust, patent, trademark, copyright, and other special cases

e Concurrent Federal Jurisdiction authority of more than one court to hear the same case; state and
federal courts have concurrent jurisdiction over (1) federal question cases (cases arising under the
Constitution, statutes, or treaties of the United States) that do not involve exclusive federal
jurisdiction and (2) diversity of citizenship cases involving more than $75,000

Exclusive State Jurisdiction state courts have exclusive jurisdiction over all matters to which the federal

judicial power does not reach
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Jurisdiction over the Parties

Definition the power of a court to bind the parties to a suit

In Personam Jurisdiction jurisdiction based on claims against a person, in contrast to jurisdiction over
property
In Rem Jurisdiction jurisdiction based on claims against property

Attachment Jurisdiction jurisdiction over a defendant’s property to obtain payment of a claim not
related to the property

Venue geographical area in which a lawsuit should be brought

CiviL DispuTE RESOLUTION

Civil Procedure

The Pleadings series of statements that give notice and establish the issues of fact and law presented and
disputed

e Complaint initial pleading by the plaintiff stating his case

e Summons notice given to inform a person of a lawsuit against her

e Answer defendant’s pleading in response to the plaintiff’s complaint

e Reply plaintiff’s pleading in response to the defendant’s answer

Pretrial Procedure process requiring the parties to disclose what evidence is available to prove the

disputed facts; designed to encourage settlement of cases or to make the trial more efficient

e Judgment on Pleadings a final ruling in favor of one party by the judge based on the pleadings

e Discovery right of each party to obtain evidence from the other party

e Pretrial Conference a conference between the judge and the attorneys to simplify the issues in dispute
and to attempt to settle the dispute without trial

o Summary Judgment final ruling by the judge in favor of one party based on the evidence disclosed by
discovery

Trial determines the facts and the outcome of the case

e Jury Selection each party has an unlimited number of challenges for cause and a limited number of
peremptory challenges

e Conduct of Trial consists of opening statements by attorneys, direct and cross-examination of
witnesses, and closing arguments

e Directed Verdict final ruling by the judge in favor of one party based on the evidence introduced at
trial

o Jury Instructions judge gives the jury the particular rules of law that apply to the case

e Verdict the jury’s decision based on those facts the jury determines the evidence proves

e Motions Challenging Verdict include motions for a new trial and a motion for judgment
notwithstanding the verdict

Appeal determines whether the trial court committed prejudicial error

Enforcement plaintiff with an unpaid judgment may resort to a writ of execution to have the sheriff
seize property of the defendants and to garnishment to collect money owed to the defendant by a
third party

Alternative Dispute Resolution

Arbitration nonjudicial proceeding in which a neutral third party selected by the disputants renders a
binding decision (award)

Conciliation nonbinding process in which a third party acts as an intermediary between the disputing
parties
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Mediation nonbinding process in which a third party acts as an intermediary between the disputing
parties and proposes solutions for them to consider

Mini-Trial nonbinding process in which attorneys for the disputing parties (typically corporations)
present evidence to managers of the disputing parties and a neutral third party, after which the managers
attempt to negotiate a settlement in consultation with the third party

Summary Jury Trial mock trial followed by negotiations

Negotiation consensual bargaining process in which the parties attempt to reach an agreement resolving
their dispute without the involvement of third parties.

Questions

On June 15, a newspaper columnist predicted that the coast
of State X would be flooded on the following September 1.
Relying on this pronouncement, Gullible quit his job and sold
his property at a loss so as not to be financially ruined. When
the flooding did not occur, Gullible sued the columnist in a
State X court for damages. The court dismissed the case for
failure to state a cause of action under applicable state law.
On appeal, the State X Supreme Court upheld the lower
court. Three months after this ruling, the State Y Supreme
Court heard an appeal in which a lower court had ruled that
a reader could sue a columnist for falsely predicting flooding.

a. Must the State Y Supreme Court follow the ruling of the
State X Supreme Court as a matter of stare decisis?

b. Should the State Y lower court have followed the ruling
of the State X Supreme Court until the State Y Supreme
Court issued a ruling on the issue?

c. Once the State X Supreme Court issued its ruling, could
the U.S. Supreme Court overrule the State X Supreme
Court?

d. If the State Y Supreme Court and the State X Supreme
Court rule in exactly opposite ways, must the U.S. Supreme
Court resolve the conflict between the two courts?

State Senator Bowdler convinced the legislature of State Z to
pass a law requiring all professors to submit their class notes
and transparencies to a board of censors to be sure that no
“lewd” materials were presented to students at state univer-
sities. Professor Rabelais would like to challenge this law as
being violative of his First Amendment rights under the U.S.
Constitution.

a. May Professor Rabelais challenge this law in State Z
courts?

b. May Professor Rabelais challenge this law in a federal
district court?

While driving his car in Virginia, Carpe Diem, a resident of

North Carolina, struck Butt, a resident of Alaska. As a result

of the accident, Butt suffered more than $80,000 in medical

expenses. Butt would like to know if he personally serves the

proper papers to Diem whether he can obtain jurisdiction
against Diem for damages in the following courts:

a. Alaska state trial court

b. Federal Circuit Court of Appeals for the Ninth Circuit
(includes Alaska)

c. Virginia state trial court
d. Virginia federal district court

e. Federal Circuit Court of Appeals for the Fourth Circuit
(includes Virginia and North Carolina)

f. Virginia equity court
g. North Carolina state trial court

Sam Simpleton, a resident of Kansas, and Nellie Naive, a
resident of Missouri, each bought $85,000 in stock at local
offices in their home states from Evil Stockbrokers, Inc.
(Evil), a business incorporated in Delaware with its principal
place of business in Kansas. Both Simpleton and Naive
believe that they were cheated by Evil and would like to sue
it for fraud. Assuming that no federal question is at issue,
assess the accuracy of the following statements:

a. Simpleton can sue Evil in a Kansas state trial court.

b. Simpleton can sue Evil in a federal district court in Kan-
sas.

c. Naive can sue Evil in a Missouri state trial court.
d. Naive can sue Evil in a federal district court in Missouri.

The Supreme Court of State A ruled that, under the law of
State A, pit bull owners must either keep their dogs fenced
or pay damages to anyone bitten by the dogs. Assess the ac-
curacy of the following statements:

a. Itis likely that the U.S. Supreme Court would issue a writ
of certiorari in the “pit bull” case.

b. Ifa case similar to the “pit bull” case were to come before
the Supreme Court of State B in the future, the doctrine
of stare decisis would leave the court no choice but to
rule the same way as the Supreme Court of State A ruled
in the “pit bull” case.
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The Supreme Court of State G decided that the U.S. Consti-
tution requires professors to warn students of their right to
remain silent before questioning the students about cheating.
This ruling directly conflicts with a decision of the Federal
Court of Appeals for the circuit that includes State G.

The Legal Environment of Business Part II

a. Must the Federal Circuit Court of Appeals withdraw its
ruling?

b. Must the Supreme Court of State G withdraw its ruling?

Case Problems

Thomas Clements brought an action in a court in Illinois to
recover damages for breach of warranty against defendant,
Signa Corporation. (A warranty is an obligation that the
seller of goods assumes with respect to the quality of the
goods sold.) Clements had purchased a motorboat from Bar-
ney’s Sporting Goods, an Illinois corporation. The boat was
manufactured by Signa Corporation, an Indiana corpora-
tion with its principal place of business in Decatur, Indiana.
Signa has no office in Illinois and no agent authorized to do
business on its behalf within Illinois. Clements saw Signa’s
boats on display at the Chicago Boat Show. In addition, lit-
erature on Signa’s boats was distributed at the Chicago Boat
Show. Several boating magazines, delivered to Clements in
Illinois, contained advertisements for Signa’s boats. Clem-
ents had also seen Signa’s boats on display at Barney’s
Sporting Goods Store in Palatine, Illinois, where he eventu-
ally purchased the boat. A written warranty issued by Signa
was delivered to Clements in Illinois. Although Signa was
served with a summons, it failed to enter an appearance in
this case. A default order was entered against Signa and sub-
sequently a judgment of $6,220 was entered against Signa.
Signa appealed. Decision?

Vette sued Aetna under a fire insurance policy. Aetna moved
for summary judgment on the basis that the pleadings and
discovered evidence showed a lack of an insurable interest in
Vette. An “insurable interest” exists when the insured
derives a monetary benefit or advantage from the preserva-
tion or continued existence of the property or would sustain
an economic loss from its destruction. Aetna provided ample
evidence to infer that Vette had no insurable interest in the
contents of the burned building. Vette also provided suffi-
cient evidence to put in dispute this factual issue. The trial
court granted the motion for summary judgment. Vette
appealed. Decision?

Mark Womer and Brian Perry were members of the U.S.
Navy and were stationed in Newport, Rhode Island. On
April 10, Womer allowed Perry to borrow his automobile so
that Perry could visit his family in New Hampshire. Later
that day, while operating Womer’s vehicle, Perry was
involved in an accident in Manchester, New Hampshire. As
a result of the accident, Tzannetos Tavoularis was injured.
Tavoularis brought this action against Womer in a New
Hampshire superior court, contending that Womer was

10.

11.

negligent in lending the automobile to Perry when he knew
or should have known that Perry did not have a valid driv-
er’s license. Womer sought to dismiss the action on the
ground that the New Hampshire courts lacked jurisdiction
over him, citing the following facts: (a) he did not live in
New Hampshire; (b) he had no relatives in New Hampshire;
(c) he neither owned property nor possessed investments in
New Hampshire; and (d) he had never conducted business
in New Hampshire. Did the New Hampshire courts have
jurisdiction? Explain.

Mariana Deutsch worked as a knitwear mender and
attended a school for beauticians. The sink in her apartment
collapsed on her foot, fracturing her big toe and making it
painful for her to stand. She claims that as a consequence of
the injury she was compelled to abandon her plans to
become a beautician because that job requires long periods
of standing. She also asserts that she was unable to work at
her current job for a month. She filed a tort claim against
Hewes Street Realty for negligence in failing properly to
maintain the sink. She brought the suit in federal district
court, claiming damages of $85,000. Her medical expenses
and actual loss of salary were less than $7,500; the rest of
her alleged damages were for loss of future earnings as a
beautician. Hewes Street moved to dismiss the suit on the
basis that Deutsch’s claim fell short of the jurisdictional
requirement and therefore the federal court lacked subject
matter jurisdiction over her claim. The district court dis-
missed the suit, and Deutsch appealed. Does the federal
court have jurisdiction? Explain.

Kenneth Thomas brought suit against his former employer,
Kidder, Peabody & Company, and two of its employees,
Barclay Perry and James Johnston, in a dispute over com-
missions on sales of securities. When he applied to work at
Kidder, Peabody, Thomas had filled out a form, which con-
tained an arbitration agreement clause. Thomas had also
registered with the New York Stock Exchange (NYSE). Rule
347 of the NYSE provides that any controversy between a
registered representative and a member company shall be
settled by arbitration. Kidder, Peabody is a member of the
NYSE. Thomas refused to arbitrate, relying on Section 229
of the California Labor Code, which provides that actions
for the collection of wages may be maintained “without
regard to the existence of any private agreement to
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arbitrate.” Perry and Johnston filed a petition in a California
state court to compel arbitration under Section 2 of the Fed-
eral Arbitration Act, which was enacted pursuant to the
Commerce Clause of the U.S. Constitution. Should the peti-
tion of Perry and Johnson be granted?

Steven Gwin bought a lifetime Termite Protection Plan for
his home in Alabama from the local office of Allied-Bruce, a
franchise of Terminix International Company. The plan pro-
vided that Allied-Bruce would “protect” Gwin’s house
against termite infestation, reinspect periodically, provide
additional treatment if necessary, and repair damage caused
by new termite infestations. Terminix International guaran-
teed the fulfillment of these contractual provisions. The plan
also provided that all disputes arising out of the contract
would be settled exclusively by arbitration. Four years later,
Gwin had Allied-Bruce reinspect the house in anticipation of

67

selling it. Allied-Bruce gave the house a “clean bill of health.”
Gwin then sold the house and transferred the Termite Pro-
tection Plan to Dobson. Shortly thereafter, Dobson found
the house to be infested with termites. Allied-Bruce
attempted to treat and repair the house, using materials from
out of state, but these efforts failed to satisfy Dobson. Dob-
son then sued Gwin, Allied-Bruce, and Terminix Interna-
tional in an Alabama state court. Allied-Bruce and Terminix
International asked for a stay of these proceedings until arbi-
tration could be carried out as stipulated in the contract.
The trial court refused to grant the stay. The Alabama
Supreme Court upheld that ruling, citing a state statute that
makes predispute arbitration agreements unenforceable. The
court found that the Federal Arbitration Act, which pre-
empts conflicting state law, did not apply to this contract
because its connection to interstate commerce was too slight.
Was the Alabama Supreme Court correct? Explain.
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CONSTITUTIONAL LAW

I have always regarded [the American] Constitution as the most remarkable work known to me in modern times to have
been produced by the human intellect, at a single stroke (so to speak), in its application to political affairs.

WiLLiam Grapstone (BriTisH Prive MINISTER)

LEARNING OBJECTIVES

After reading this chapter you should be able to:

1. Explain the basic principles of constitutional
law.

2. Describe the sources and extent of the power of
the federal and state governments to regulate
business and commerce.

3. Distinguish the three levels of scrutiny used by
the courts to determine the constitutionality of
governmental action.

ou will recall from Chapter 1 that a constitution is
Ythe fundamental law of a particular level of gov-
ernment. It establishes the structure of government
and defines the political relationships within it. It also pla-
ces restrictions on the powers of government and guaran-
tees the rights and liberties of the people.
The Constitution of the United States was adopted on
September 17, 1787, by representatives of the thirteen
newly created states. Its purpose is stated in the preamble:

We the People of the United States, in Order to form a
more perfect Union, establish Justice, insure domestic
Tranquility, provide for the common defense, promote the
general Welfare, and secure the Blessings of Liberty to our-
selves and our Posterity, do ordain and establish this Con-
stitution for the United States of America.

4. Explain the effect of the First Amendment on
(a) corporate political speech, (b) commercial
speech, and (c) defamation.

5. Explain the difference between substantive and
procedural due process.

Although the framers of the U.S. Constitution stated
precisely what rights and authority were vested in the new
national government, they considered it unnecessary to list
those liberties that the people were to keep for themselves.
Nonetheless, during the state conventions ratifying the
document, people expressed fear that the federal govern-
ment might abuse its powers. To calm these concerns, the
first Congress approved ten amendments to the U.S. Con-
stitution, now known as the Bill of Rights, which were
adopted on December 15, 1791.

The Bill of Rights restricts the powers and authority of
the federal government and establishes many of the civil
and political rights enjoyed in the United States, including
the right to due process of law and freedoms of speech,
press, religion, assembly, and petition. Though the Bill of
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Rights does not apply directly to the states, the Supreme
Court has held that the Fourteenth Amendment incorpo-
rates most of the principal guarantees of the Bill of Rights,
thus making them applicable to the states.

This chapter concerns constitutional law as it applies to
business and commerce. We will begin by surveying some
of the basic principles of constitutional law and will then
examine the allocation of power between the federal and
state governments with respect to the regulation of busi-
ness. Finally, we will discuss the constitutional restrictions
on the power of government to regulate business.

Basic Principles

Constitutional law in the United States involves several ba-
sic concepts. These fundamental principles, which apply
both to the powers of and to the limitations on govern-
ment, are (1) federalism, (2) federal supremacy and pre-
emption, (3) judicial review, (4) separation of powers, and
(5) state action.

FEDERALISM

Federalism is the division of governing power between the
federal government and the states. The U.S. Constitution
enumerates the powers of the federal government and spe-
cifically reserves to the states or the people the powers not
expressly delegated to the federal government. Accord-
ingly, the federal government is a government of enumer-
ated, or limited, powers, and a specified power must
authorize each of its acts. The doctrine of enumerated
powers is not, however, a significant limitation on the fed-
eral government, because a number of these enumerated
powers, in particular the power to regulate interstate and
foreign commerce, have been broadly interpreted.
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Furthermore, the Constitution grants Congress not only
specified powers but also the power “[tJo make all Laws
which shall be necessary and proper for carrying into Exe-
cution the foregoing Powers, and all other Powers vested
by this Constitution in the Government of the United
States, or in any Department or Officer thereof.” (U.S.
Const., Art. I, Section 8, cl. 18.) In the Supreme Court’s
view, the Necessary and Proper Clause enables Congress
to legislate in areas not mentioned in the list of enumer-
ated powers as long as such legislation reasonably relates
to some enumerated power.

FEDERAL SUPREMACY AND PREEMPTION

Although under our federalist system the states retain sig-
nificant powers, the Supremacy Clause of the U.S. Consti-
tution provides that, within its own sphere, federal law is
supreme and that state law must, in case of conflict, yield.
Accordingly, any state constitutional provision or law that
conflicts with the U.S. Constitution or valid federal laws
or treaties is unconstitutional and may not be given effect.

Under the Supremacy Clause, whenever Congress
enacts legislation within its constitutional powers, the fed-
eral action preempts (overrides) any conflicting state legis-
lation. Even if a state regulation is not in conflict, it must
still give way if Congress clearly has intended its action to
preempt state legislation. This intent may be specifically
stated in the legislation or inferred from the scope of the
legislation, the need for uniformity, or the danger of con-
flict between coexisting federal and state regulation.

When Congress has not intended to displace all state
legislation, then nonconflicting state legislation is permitted.
The case of Wyeth v. Levine illustrates this point. When
Congress has not acted, the fact that it has the power to act
does not prevent the states from acting. Until Congress
exercises its power to preempt, state regulation is permitted.

WYETH V. LEVINE

SUPREME COURT OF THE UNITED STATES, 2009

555 U.S.

_,129S.CT. 1187, 173 L.ED.2D 51

http://www.supremecourtus.gov/opinions/08pdf/06-1249.pdf

FACTS Wyeth manufactures the antinausea drug Phe-
nergan, Wyeth’s brand name for promethazine hydrochlor-
ide. After a clinician injected respondent Diana Levine with
Phenergan by the “IV-push” method, whereby a drug is
injected directly into a patient’s vein, the drug entered
Levine’s artery, she developed gangrene, and doctors

amputated first her right hand and then her entire forearm.
After settling claims against the health center and clinician,
Levine brought an action for damages against Wyeth based
on state common-law negligence and strict-liability theories.
She alleged that Wyeth had failed to provide an adequate
warning about the significant risks of administering
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Phenergan by the IV-push method. A Vermont jury found
that Wyeth had failed to provide an adequate warning of
that risk and that Levine’s injury would not have occurred
if Phenergan’s label included an adequate warning. The
jury awarded damages in the amount of $7,400,000 for
her pain and suffering, substantial medical expenses, and
loss of her livelihood as a professional musician. The court
reduced the damages to account for Levine’s earlier settle-
ment with the health center and clinician.

The trial court declined to overturn the verdict, rejecting
Wyeth’s argument that Levine’s failure-to-warn claims
were pre-empted by federal law because Phenergan’s label-
ing had been deemed sufficient by the federal Food and
Drug Administration (FDA) when it approved Wyeth’s
new drug application in 1955. The court determined that
there was no direct conflict between FDA regulations and
Levine’s state-law claims because those regulations permit
strengthened warnings without FDA approval on an in-
terim basis and the record contained evidence of at least
twenty reports of amputations similar to Levine’s since the
1960s. The court also found that state tort liability in this
case would not obstruct the FDA’s work because the agency
had paid no more than passing attention to the question
whether to warn against [V-push administration of Phener-
gan. In addition, the court noted that state law serves a
compensatory function distinct from federal regulation. The
Vermont Supreme Court affirmed. It held that the jury’s
verdict did not conflict with FDA’s labeling requirements
for Phenergan because Wyeth could have warned against
IV-push administration without prior FDA approval, and
because federal labeling requirements create a floor, not a
ceiling, for state regulation. Wyeth sought review in the
U.S. Supreme Court, which granted certiorari.

DECISION The judgment of the Vermont Supreme
Court is affirmed.

OPINION Stevens, J. Wyeth makes two separate pre-
emption arguments: first, that it would have been impossible
for it to comply with the state-law duty to modify Phener-
gan’s labeling without violating federal law, [citation], and
second, that recognition of Levine’s state tort action creates
an unacceptable “obstacle to the accomplishment and exe-
cution of the full purposes and objectives of Congress,”
[citation], because it substitutes a lay jury’s decision about
drug labeling for the expert judgment of the FDA. ***

Our answer *** must be guided by two cornerstones of
our pre-emption jurisprudence. First, “the purpose of Con-
gress is the ultimate touchstone in every pre-emption case.”
[Citations.] Second, “[i]n all pre-emption cases, and partic-
ularly in those in which Congress has ‘legislated ... in a
field which the States have traditionally occupied,’ ... we
‘start with the assumption that the historic police powers
of the States were not to be superseded by the Federal Act

The Legal Environment of Business

unless that was the clear and manifest purpose of Con-
gress.”” [Citation. |

Wyeth first argues that Levine’s state-law claims are
pre-empted because it is impossible for it to comply with
both the state-law duties underlying those claims and its
federal labeling duties. [Citation.] The FDA’s premarket
approval of a new drug application includes the approval
of the exact text in the proposed label. [Citation.] Gener-
ally speaking, a manufacturer may only change a drug
label after the FDA approves a supplemental application.
There is, however, an FDA regulation that permits a manu-
facturer to make certain changes to its label before receiv-
ing the agency’s approval. Among other things, this
“changes being effected” (CBE) regulation provides that if
a manufacturer is changing a label to “add or strengthen a
contraindication, warning, precaution, or adverse reac-
tion” or to “add or strengthen an instruction about dosage
and administration that is intended to increase the safe use
of the drug product,” it may make the labeling change
upon filing its supplemental application with the FDA; it
need not wait for FDA approval. [Citation.]

#** Wyeth suggests that the FDA, rather than the man-
ufacturer, bears primary responsibility for drug labeling.
Yet through many amendments to the FDCA [Food, Drug
and Cosmetic Act] and to FDA regulations, it has remained
a central premise of federal drug regulation that the manu-
facturer bears responsibility for the content of its label at
all times. It is charged both with crafting an adequate label
and with ensuring that its warnings remain adequate as
long as the drug is on the market. [Citations.]

Indeed, prior to 2007, the FDA lacked the authority to
order manufacturers to revise their labels. [Citation.] When
Congress granted the FDA this authority, it reaffirmed the
manufacturer’s obligations and referred specifically to the
CBE regulation, which both reflects the manufacturer’s ulti-
mate responsibility for its label and provides a mechanism
for adding safety information to the label prior to FDA ap-
proval. [Citations.] Thus, when the risk of gangrene from
IV-push injection of Phenergan became apparent, Wyeth
had a duty to provide a warning that adequately described
that risk, and the CBE regulation permitted it to provide
such a warning before receiving the FDA’s approval.

Of course, the FDA retains authority to reject labeling
changes made pursuant to the CBE regulation in its review
of the manufacturer’s supplemental application, just as it
retains such authority in reviewing all supplemental appli-
cations. But absent clear evidence that the FDA would not
have approved a change to Phenergan’s label, we will not
conclude that it was impossible for Wyeth to comply with
both federal and state requirements.

Impossibility pre-emption is a demanding defense. On
the record before us, Wyeth has failed to demonstrate that
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it was impossible for it to comply with both federal and
state requirements. The CBE regulation permitted Wyeth
to unilaterally strengthen its warning, and the mere fact
that the FDA approved Phenergan’s label does not estab-
lish that it would have prohibited such a change.

Wyeth also argues that requiring it to comply with a
state-law duty to provide a stronger warning about IV-
push administration would obstruct the purposes and
objectives of federal drug labeling regulation. Levine’s tort
claims, it maintains, are pre-empted because they interfere
with “Congress’s purpose to entrust an expert agency to
make drug labeling decisions that strike a balance between
competing objectives.” [Citation.] We find no merit in this
argument, which relies on an untenable interpretation of
congressional intent and an overbroad view of an agency’s
power to pre-empt state law.

#*%* Building on its 1906 Act, Congress enacted the
FDCA [Federal Food, Drug and Cosmetic Act of 1938] to
bolster consumer protection against harmful products.
[Citation.] Congress did not provide a federal remedy for
consumers harmed by unsafe or ineffective drugs in the
1938 statute or in any subsequent amendment. Evidently,
it determined that widely available state rights of action
provided appropriate relief for injured consumers. It may
also have recognized that state-law remedies further con-
sumer protection by motivating manufacturers to produce
safe and effective drugs and to give adequate warnings.

If Congress thought state-law suits posed an obstacle to
its objectives, it surely would have enacted an express pre-
emption provision at some point during the FDCA’s 70-
year history. But despite its 1976 enactment of an express
pre-emption provision for medical devices, [citation], Con-
gress has not enacted such a provision for prescription
drugs. [Citation.] ***

Despite this evidence that Congress did not regard state
tort litigation as an obstacle to achieving its purposes,
Wyeth nonetheless maintains that, because the FDCA
requires the FDA to determine that a drug is safe and effec-
tive under the conditions set forth in its labeling, the agency
must be presumed to have performed a precise balancing of
risks and benefits and to have established a specific labeling
standard that leaves no room for different state-law judg-
ments. In advancing this argument, Wyeth relies not on any
statement by Congress, but instead on the preamble to a
2006 FDA regulation governing the content and format of
prescription drug labels. [Citation.] In that preamble, the
FDA declared that the FDCA establishes “both a ‘floor’ and
a ‘ceiling,” so that “FDA approval of labeling ... preempts
conflicting or contrary State law.” [Citation.] It further
stated that certain state-law actions, such as those involving
failure-to-warn claims, “threaten FDA’s statutorily pre-
scribed role as the expert Federal agency responsible for
evaluating and regulating drugs.” [Citation.]

This Court has recognized that an agency regulation
with the force of law can pre-empt conflicting state require-
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ments. [Citation.] In such cases, the Court has performed
its own conflict determination, relying on the substance of
state and federal law and not on agency proclamations of
pre-emption. We are faced with no such regulation in this
case, but rather with an agency’s mere assertion that state
law is an obstacle to achieving its statutory objectives.
Because Congress has not authorized the FDA to pre-empt
state law directly, [citation], the question is what weight
we should accord the FDA’s opinion.

In prior cases, we have given “some weight” to an
agency’s views about the impact of tort law on federal
objectives when “the subject matter is technicall] and the
relevant history and background are complex and exten-
sive.” [Citation.] Even in such cases, however, we have not
deferred to an agency’s conclusion that state law is pre-
empted. Rather, we have attended to an agency’s explana-
tion of how state law affects the regulatory scheme. While
agencies have no special authority to pronounce on pre-
emption absent delegation by Congress, they do have a
unique understanding of the statutes they administer and
an attendant ability to make informed determinations
about how state requirements may pose an “obstacle to the
accomplishment and execution of the full purposes and
objectives of Congress.” [Citation.] The weight we accord
the agency’s explanation of state law’s impact on the fed-
eral scheme depends on its thoroughness, consistency, and
persuasiveness. [Citation. |

Under this standard, the FDA’s 2006 preamble does not
merit deference. When the FDA issued its notice of pro-
posed rulemaking in December 2000, it explained that the
rule would “not contain policies that have federalism impli-
cations or that preempt State law.” [Citation.] In 2006, the
agency finalized the rule and, without offering States or
other interested parties notice or opportunity for comment,
articulated a sweeping position on the FDCA’s pre-emptive
effect in the regulatory preamble. The agency’s views on
state law are inherently suspect in light of this procedural
failure.

In keeping with Congress’ decision not to pre-empt
common-law tort suits, it appears that the FDA tradition-
ally regarded state law as a complementary form of drug
regulation. The FDA has limited resources to monitor the
11,000 drugs on the market, and manufacturers have
superior access to information about their drugs, espe-
cially in the postmarketing phase as new risks emerge.
State tort suits uncover unknown drug hazards and pro-
vide incentives for drug manufacturers to disclose safety
risks promptly. They also serve a distinct compensatory
function that may motivate injured persons to come
forward with information. Failure-to-warn actions, in par-
ticular, lend force to the FDCA’s premise that manufac-
turers, not the FDA, bear primary responsibility for their
drug labeling at all times. Thus, the FDA long maintained
that state law offers an additional, and important, layer of
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consumer protection that complements FDA regulation.
The agency’s 2006 preamble represents a dramatic change
in position.

In short, Wyeth has not persuaded us that failure-to-
warn claims like Levine’s obstruct the federal regulation of
drug labeling. Congress has repeatedly declined to pre-
empt state law, and the FDA’s recently adopted position
that state tort suits interfere with its statutory mandate is
entitled to no weight. Although we recognize that some
state-law claims might well frustrate the achievement of
congressional objectives, this is not such a case.

The Legal Environment of Business Part II

We conclude that it is not impossible for Wyeth to com-
ply with its state and federal law obligations and that Lev-
ine’s common-law claims do not stand as an obstacle to the
accomplishment of Congress’ purposes in the FDCA. ***

INTERPRETATION When Congress has not intended
to displace all state legislation, then nonconflicting state
legislation is permitted.

CRITICAL THINKING QUESTION What policy

reasons support the federal government’s power to pre-
empt state law?

JubiciaL REVIEW

Judicial review describes the process by which the courts
examine governmental actions to determine whether they
conform to the U.S. Constitution. If governmental action
violates the U.S. Constitution, under judicial review the
courts will invalidate that action. Judicial review extends
to legislation, acts of the executive branch, and the deci-
sions of inferior courts; such review scrutinizes actions of
both the federal and state governments and applies to both
the same standards of constitutionality. The U.S. Supreme
Court is the final authority as to the constitutionality of
any federal and state law.

SEPARATION OF POWERS

Another basic principle on which our government is
founded is that of separation of powers. Our Constitution
vests power in three distinct and independent branches
of government—the executive, legislative, and judicial
branches. The purpose of the doctrine of separation of
powers is to prevent any branch of government from gain-
ing too much power. The doctrine also permits each
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tude, applies to the actions of private individuals. The

Confirms Veto
appointments power

Judicial

Legislative

Makes the Law

Interprets the Law

Confirms appointments

Copyright 2010 Cengage Learning, Inc. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.



Chapter 4 Constitutional Law
protections that guard against state action, however, may
be extended by statute to apply to private activity.
Additionally, action taken by private citizens may con-
stitute state action if the state has exercised coercive
power over the challenged private action, has encouraged
the action significantly, or was substantially involved with
the action. For example, the Supreme Court found state
action when the Supreme Court of Missouri ordered a
lower court to enforce an agreement among white prop-
erty owners that prohibited the transfer of their property
to nonwhites. Moreover, if “private” individuals or enti-
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ties engage in public functions, their actions may be con-
sidered state action subject to constitutional limitations.
For example, the U.S. Supreme Court held that a com-
pany town was subject to the First Amendment because
the state had allowed the company to exercise all of the
public functions and activities usually conducted by a
town government. Since that case, the Supreme Court has
been less willing to find state action based upon the per-
formance of public functions by private entities; the Court
now limits such a finding to those functions “traditionally
exclusively reserved to the state.”

BRENTWOOD ACADEMY V. TENNESSEE SECONDARY SCHOOL
ATHLETIC ASSOCIATION

SUPREME COURT OF THE UNITED STATES, 2001
531 U.S. 288, 121 S.CT. 924, 148 L.ED.2D 807

http://laws.findlaw.com/us/000/99-901.html

FACTS The Tennessee Secondary School Athletic Asso-
ciation (Association) is a not-for-profit membership corpo-
ration organized to regulate interscholastic sport among
the public and private high schools in Tennessee. No
school is forced to join, but since there is no other author-
ity regulating interscholastic athletics, it enjoys the mem-
berships of almost all the state’s public high schools (some
290 of them or 84 percent of the Association’s voting
membership), far outnumbering the fifty-five private
schools that belong.

The Association’s rulemaking arm is its legislative coun-
cil, while its board of control tends to administration. The
voting membership of each of these nine-person commit-
tees is limited under the Association’s bylaws to high
school principals, assistant principals, and superintendents
elected by the member schools, and the public school
administrators who so serve typically attend meetings dur-
ing regular school hours. Although the Association’s staff
members are not paid by the state, they are eligible to join
the state’s public retirement system for its employees.
Member schools pay dues to the Association, though the
bulk of its revenue is gate receipts at member teams’ foot-
ball and basketball tournaments. The constitution, bylaws,
and rules of the Association set standards of school mem-
bership and the eligibility of students to play in interscho-
lastic games. In 1997, a regulatory enforcement proceeding
was brought against Brentwood Academy, a private paro-
chial high school member of the Association. The Associa-
tion’s board of control found that Brentwood violated a
rule prohibiting “undue influence” in recruiting athletes,
when it wrote to incoming students and their parents about
spring football practice. The Association placed Brent-

wood’s athletic program on probation for four years,
declared its football and boys’ basketball teams ineligible
to compete in playoffs for two years, and imposed a
$3,000 fine.

Brentwood sued the Association and its executive direc-
tor, claiming that enforcement of the Rule was state action
and a violation of the First and Fourteenth Amendments.
The district court entered summary judgment for Brent-
wood and enjoined the Association from enforcing the
Rule. The U.S. Court of Appeals for the Sixth Circuit
reversed, saying that the district court was mistaken in see-
ing a symbiotic relationship between the state and the
Association. It emphasized that the Association was neither
engaging in a traditional and exclusive public function nor
responding to state compulsion. The U.S. Supreme Court
granted certiorari to resolve the conflict.

DECISION The judgment of the Court of Appeals for
the Sixth Circuit is reversed, and the case is remanded for
further proceedings consistent with this opinion.

OPINION Souter, J. Thus, we say that state action may
be found if, though only if, there is such a “close nexus
between the State and the challenged action” that seem-
ingly private behavior “may be fairly treated as that of the
State itself.” [Citation.]
P

Our cases have identified a host of facts that can bear
on the fairness of such an attribution. We have, for exam-
ple, held that a challenged activity may be state action
when it results from the State’s exercise of “coercive
power,” [citation]|, when the State provides “significant
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encouragement, either overt or covert,” [citation], or when
a private actor operates as a “willful participant in joint ac-
tivity with the State or its agents,” [citation]. We have
treated a nominally private entity as a state actor when it is
controlled by an “agency of the State,” [citation], when it
has been delegated a public function by the State, [cita-
tions|, when it is “entwined with governmental policies” or
when government is “entwined in [its] management or con-

trol,” [citation].
ook

EE

[TThe “necessarily fact-bound inquiry,” [citation],
leads to the conclusion of state action here. The nominally
private character of the Association is overborne by the
pervasive entwinement of public institutions and public
officials in its composition and workings, and there is no
substantial reason to claim unfairness in applying constitu-
tional standards to it.

The Association is not an organization of natural per-
sons acting on their own, but of schools, and of public
schools to the extent of 84% of the total. Under the Associ-
ation’s bylaws, each member school is represented by its
principal or a faculty member, who has a vote in selecting
members of the governing legislative council and board of
control from eligible principals, assistant principals and
superintendents.

Although the findings and prior opinions in this case
include no express conclusion of law that public school
officials act within the scope of their duties when they rep-
resent their institutions, no other view would be rational,
*** Interscholastic athletics obviously play an integral
part in the public education of Tennessee, where nearly ev-
ery public high school spends money on competitions
among schools. Since a pickup system of interscholastic
games would not do, these public teams need some

The Legal Environment of Business Part II

mechanism to produce rules and regulate competition.
The mechanism is an organization overwhelmingly com-
posed of public school officials who select representatives
(all of them public officials at the time in question here),
who in turn adopt and enforce the rules that make the sys-
tem work. Thus, by giving these jobs to the Association,
the 290 public schools of Tennessee belonging to it can
sensibly be seen as exercising their own authority to meet
their own responsibilities. * * * In sum, to the extent of
84% of its membership, the Association is an organization
of public schools represented by their officials acting in
their official capacity to provide an integral element of sec-
ondary public schooling. There would be no recognizable
Association, legal or tangible, without the public school
officials, who do not merely control but overwhelmingly
perform all but the purely ministerial acts by which the
Association exists and functions in practical terms. * * *

To complement the entwinement of public school offi-
cials with the Association from the bottom up, the State of
Tennessee has provided for entwinement from top down.
State Board members are assigned ex officio to serve as
members of the board of control and legislative council,
and the Association’s ministerial employees are treated as
state employees to the extent of being eligible for member-
ship in the state retirement system.

INTERPRETATION If an association involves the
pervasive entwinement of state school officials in its struc-
ture, the association’s regulatory activity will be treated as
state action.

CRITICAL THINKING QUESTION Should the

actions of private parties be immune from federal constitu-
tional limitations? Explain.

Powers of Government

The U.S. Constitution created a federal government of
enumerated powers. Moreover, as the Tenth Amendment
declares, “[t]he powers not delegated to the United States
by the Constitution, nor prohibited by it to the States, are
reserved to the States respectively, or to the people.” Con-
sequently, the legislation Congress enacts must be based
on a specific power the Constitution grants to the federal
government or be reasonably necessary to carry out an
enumerated power.

Some governmental powers may be exercised only by
the federal government. These exclusive federal powers
include the power to establish laws regarding bankruptcy,
to establish post offices, to grant patents and copyrights,
to coin currency, to wage war, and to enter into treaties.

Conversely, both the federal government and the states
may exercise concurrent governmental powers, which
include taxation, spending, and police power (regulation
of public health, safety, and welfare).

In this part of the chapter, we will examine the sources
and extent of the powers of the federal government—as
well as the power of the states—to regulate business and
commerce.

FepErRAL COMMERCE POWER

The U.S. Constitution provides that Congress has the
power to regulate commerce with other nations and
among the states. This Commerce Clause has two impor-
tant effects: (1) it provides a broad source of commerce
power for the federal government to regulate the economy
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and (2) it restricts state regulations that obstruct or unduly
burden interstate commerce.

The U.S. Supreme Court interprets the Commerce
Clause as granting virtually complete power to Congress
to regulate the economy and business. More specifically,
under the Commerce Clause, Congress has the power to
regulate (1) the channels of interstate commerce, (2) the
instrumentalities of interstate commerce, and (3) those
activities having a substantial relation to interstate com-
merce. A court may invalidate legislation enacted under
the Commerce Clause only if it is clear (1) that the activity
the legislation regulates does not affect interstate com-
merce or (2) that there is no reasonable connection
between the selected regulatory means and the stated ends.
For example, activities conducted solely within one state,
such as the practice of law or real estate brokerage agree-
ments, are subject to federal antitrust laws under the
power granted by the Commerce Clause if those activities
(1) substantially affect interstate commerce or (2) are in
the flow of commerce.

Because of the broad and permissive interpretation of
the commerce power, Congress currently regulates a vast
range of activities. Many of the activities discussed in this
text are regulated by the federal government through its
exercise of the commerce power; such activities include
federal crimes, consumer warranties and credit transac-
tions, electronic funds transfers, trademarks, unfair trade
practices, other consumer transactions, residential real
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estate transactions, consumer and employee safety, labor
relations, civil rights in employment, transactions in secur-
ities, and environmental protection.

STATE REGULATION OF COMMERCE

The Commerce Clause, as we have previously discussed,
specifically grants to Congress the power to regulate com-
merce among the states. In addition to acting as a broad
source of federal power, the clause also implicitly restricts
the states’ power to regulate activities if the result
obstructs or unduly burdens interstate commerce.

Regulations The Supreme Court ultimately decides the
extent to which state regulation may affect interstate com-
merce. In doing so, the Court weighs and balances several
factors: (1) the necessity and importance of the state regula-
tion, (2) the burden it imposes on interstate commerce, and
(3) the extent to which it discriminates against interstate
commerce in favor of local concerns. The application of
these factors involves case-by-case analysis. In general,
where a state statute regulates evenhandedly to accomplish
a legitimate state interest and its effects on interstate com-
merce are only incidental, the Court will uphold the statute
unless the burden imposed on interstate commerce is clearly
excessive compared with the local benefits. The Court will
uphold a discriminatory regulation only if no other reason-
able method of achieving a legitimate local interest exists.

DEPARTMENT OF REVENUE OF KENTUCKY, ET AL. V. DAVIS

UNITED STATES SUPREME COURT, 2008

553 U.S.

EE—

128 S.CT. 1801, 170 L.ED.2D 685

http://www.law.cornell.edu/supct/htm|/06-666.ZS.html

FACTS Kentucky, like forty other states, exempts from
state income taxes interest on bonds issued by it or its politi-
cal subdivisions but not on bonds issued by other states and
their subdivisions. The differential tax scheme in Kentucky
benefits its residents who buy its bonds by effectively lower-
ing interest rates. After paying state income tax on out-of-
state municipal bonds, plaintiffs sued Kentucky for a refund,
claiming that Kentucky’s differential tax impermissibly dis-
criminated against interstate commerce. The trial court ruled
for Kentucky. The State Court of Appeals reversed, finding
that Kentucky’s scheme violated the Commerce Clause. The
U.S. Supreme Court granted certiorari.

DECISION The judgment is reversed, and the case is
remanded.

OPINION Souter, J. The significance of the scheme is
immense. Between 1996 and 2002, Kentucky and its sub-
divisions issued $7.7 billion in long-term bonds to pay for
spending on transportation, public safety, education, util-
ities, and environmental protection, among other things.
[Citation.] Across the Nation during the same period,
States issued over $750 billion in long-term bonds, with
nearly a third of the money going to education, followed
by transportation (13%) and utilities (11%). [Citation.]
Municipal bonds currently finance roughly two-thirds of
capital expenditures by state and local governments.
[Citation.]

Funding the work of government this way follows a tradi-
tion going back as far as the 17th century. [Citation.] ***

EEES
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The Commerce Clause empowers Congress “[t]o regu-
late Commerce ... among the several States,” Art. I, § 8, cl.
3, and although its terms do not expressly restrain “the sev-
eral States” in any way, we have sensed a negative implica-
tion in the provision since the early days, [citation]. The
modern law of what has come to be called the dormant
Commerce Clause is driven by concern about “economic
protectionism—that is, regulatory measures designed to
benefit in-state economic interests by burdening out-of-
state competitors.” [Citation.] The point is to “effectuat|e]
the Framers’ purpose to ‘prevent a State from retreating
into [the] economic isolation,”” [citation], “that had
plagued relations among the Colonies and later among the
States under the Articles of Confederation,” [citation].

Under the resulting protocol for dormant Commerce
Clause analysis, we ask whether a challenged law discrimi-
nates against interstate commerce. [Citation.] A discrimi-
natory law is “virtually per se invalid,” [citation], and will
survive only if it “advances a legitimate local purpose that
cannot be adequately served by reasonable nondiscrimina-
tory alternatives,” [citation.| Absent discrimination for the
forbidden purpose, however, the law “will be upheld unless
the burden imposed on [interstate] commerce is clearly
excessive in relation to the putative local benefits.” Pike v.
Bruce Church, Inc., [citation]. State laws frequently survive
this Pike scrutiny, [citation], though not always, as in Pike
itself, [citation].

Some cases run a different course, however, and an excep-
tion covers States that go beyond regulation and themselves
“participat[e| in the market” so as to “exercis[e] the right to
favor [their] own citizens over others.” [Citation.] This “mar-
ket participant” exception reflects a “basic distinction ...
between States as market participants and States as market
regulators,” [citation], “[t]here[being] no indication of a con-
stitutional plan to limit the ability of the States themselves to
operate freely in the free market,” [citations.]

Our most recent look at the reach of the dormant Com-
merce Clause came just last Term, in a case decided inde-
pendently of the market participation precedents. United
Haulers upheld a “flow control” ordinance requiring trash
haulers to deliver solid waste to a processing plant owned
and operated by a public authority in New York State. We
found “[c]lompelling reasons” for “treating [the ordinance]
differently from laws favoring particular private businesses
over their competitors.” [Citation.] State and local govern-
ments that provide public goods and services on their own,
unlike private businesses, are “vested with the responsibil-
ity of protecting the health, safety, and welfare of [their]
citizens,” [citation], and laws favoring such States and their
subdivisions may “be directed toward any number of legiti-
mate goals unrelated to protectionism,” [citation]. That
was true in United Haulers, where the ordinance addressed
waste disposal, “both typically and traditionally a local
government function.” [Citation.] And if more had been
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needed to show that New York’s object was consequently
different from forbidden protectionism, we pointed out
that “the most palpable harm imposed by the ordinances—
more expensive trash removal—[was]| likely to fall upon
the very people who voted for the laws,” rather than out-
of-state interests. [Citation.] Being concerned that a “con-
trary approach would lead to unprecedented and
unbounded interference by the courts with state and local
government,” [citation], we held that the ordinance did
“not discriminate against interstate commerce for purposes
of the dormant Commerce Clause,” [citation].

It follows a fortiori from United Haulers that Kentucky
must prevail. In United Haulers, we explained that a gov-
ernment function is not susceptible to standard dormant
Commerce Clause scrutiny owing to its likely motivation
by legitimate objectives distinct from the simple economic
protectionism the Clause abhors, [citations]. This logic
applies with even greater force to laws favoring a State’s
municipal bonds, given that the issuance of debt securities
to pay for public projects is a quintessentially public func-
tion, with the venerable history we have already sketched,
[Citation.]. By issuing bonds, state and local governments
“sprea|d] the costs of public projects over time,” [citation],
much as one might buy a house with a loan subject to
monthly payments. Bonds place the cost of a project on the
citizens who benefit from it over the years, *** and they
allow for public work beyond what current revenues could
support. [Citation.] Bond proceeds are thus the way to
shoulder the cardinal civic responsibilities listed in United
Haulers: protecting the health, safety, and welfare of citizens.
It should go without saying that the apprehension in United
Haulers about “unprecedented ... interference” with a tradi-
tional government function is just as warranted here, where
the Davises would have us invalidate a century-old taxing
practice, [citation], presently employed by 41 States, [cita-
tion], and affirmatively supported by all of them, [citation].

*##% [T]he Kentucky tax scheme parallels the ordinance
upheld in United Haulers: it “benefit[s] a clearly public
[issuer, that is, Kentucky], while treating all private
[issuers] exactly the same.” [Citation.]

##* Kentucky’s tax exemption favors a traditional gov-
ernment function without any differential treatment favor-
ing local entities over substantially similar out-of-state
interests. This type of law does “not ‘discriminate against
interstate commerce’ for purposes of the dormant Com-
merce Clause.” [Citation.]

A look at the specific markets in which the exemption’s
effects are felt both confirms the conclusion that no tradi-
tionally forbidden discrimination is underway and points
to the distinctive character of the tax policy. The market as
most broadly conceived is one of issuers and holders of all
fixed-income securities, whatever their source or ultimate
destination. In this interstate market, Kentucky treats
income from municipal bonds of other States just like
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income from bonds privately issued in Kentucky or else-
where; no preference is given to any local issuer, and none
to any local holder, beyond what is entailed in the prefer-
ence Kentucky grants itself when it engages in activities
serving public objectives. *** These facts suggest that no
State perceives any local advantage or disadvantage
beyond the permissible ones open to a government and to
those who deal with it when that government itself enters
the market. [Citation.]

In sum, the differential tax scheme is critical to the oper-
ation of an identifiable segment of the municipal financial
market as it currently functions, and this fact alone demon-
strates that the unanimous desire of the States to preserve
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the tax feature is a far cry from the private protectionism
that has driven the development of the dormant Commerce
Clause. ***

INTERPRETATION State law exempting from state
income taxes interest on bonds issued by that state or its
political subdivisions but not on bonds issued by other
states and their subdivisions does not impermissibly dis-
criminate against interstate commerce.

CRITICAL THINKING QUESTION Had the
Court invalidated Kentucky’s taxing scheme, what would
the impact have been on the states’ ability to finance their
operations?

Taxation The Commerce Clause, in conjunction with
the Import-Export Clause, also limits the power of the
state to tax. The Import-Export Clause provides: “No
State shall, without the Consent of the Congress, lay any
Imposts or Duties on Imports or Exports.” (U.S. Const.,
Art. I, Section 10, cl. 2.) Together, the Commerce Clause
and the Import-Export Clause exempt from state taxation
goods that have entered the stream of commerce, whether
they are interstate or foreign and whether they are imports
or exports. The purpose of this immunity is to protect
goods in commerce from both discriminatory and cumula-
tive state taxes. Once the goods enter the stream of inter-
state or foreign commerce, the power of the state to tax
ceases and does not resume until the goods are delivered
to the purchaser or the owner terminates the movement of
the goods through commerce.

The Due Process Clause of the Fourteenth Amendment
also restricts the power of states to tax. Under the Due
Process Clause, for a state tax to be constitutional, a suffi-
cient nexus must exist between the state and the person,
thing, or activity to be taxed.

FeDERAL FiscAL POWERS

The federal government exerts a dominating influence over
the national economy through its control of financial mat-
ters. Much of this impact results from the exercise of its reg-
ulatory powers under the Commerce Clause, as previously
discussed. In addition, the government derives a substantial
portion of its influence from powers that are independent
of the Commerce Clause. These include (1) the power to
tax, (2) the power to spend, (3) the power to borrow and
coin money, and (4) the power of eminent domain.

Taxation The federal government’s power to tax,
although extremely broad, has three major limitations:
(1) direct taxes must be apportioned among the states,

(2) all custom duties and excise taxes must be uniform
throughout the United States, and (3) no duties may be
levied on exports from any state.

Besides raising revenues, taxes also have regulatory and
socioeconomic effects. For example, import taxes and cus-
tom duties can protect domestic industry from foreign
competition. Graduated or progressive tax rates and
exemptions may further social policies seeking the redis-
tribution of wealth. Tax credits encourage investment in
favored enterprises to the disadvantage of unfavored busi-
nesses. A tax that does more than just raise revenue will be
upheld “so long as the motive of Congress and the effect
of its legislative action are to secure revenue for the benefit
of the general government....”

Spending Power The Constitution authorizes the fed-
eral government to pay debts and to spend for the com-
mon defense and general welfare of the United States. Like
the power to tax, the spending power of Congress is
extremely broad; this power will be upheld so long as it
does not violate a specific constitutional limitation on fed-
eral power.

Furthermore, through its spending power, Congress
may accomplish indirectly what it may not do directly.
For example, the Supreme Court has held that Congress
may condition a state’s receipt of federal highway funds
on that state’s mandating twenty-one as the minimum
drinking age, even though the Twenty-first Amendment
grants the states significant powers with respect to alcohol
consumption within their respective borders. As the Court
noted, “Constitutional limitations on Congress when exer-
cising its spending power are less exacting than those on
its authority to regulate directly.” Whether directly or indi-
rectly, the power of the federal government to spend
money represents an important regulatory force in the
economy and significantly affects the general welfare of
the United States.
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Borrowing and Coining Money The U.S. Consti-
tution also grants Congress the power to borrow money
on the credit of the United States and to coin money. These
two powers have enabled the federal government to estab-
lish a national banking system, the Federal Reserve Sys-
tem, and specialized federal lending programs such as the
Federal Land Bank. Through these and other institutions
and agencies, the federal government wields extensive con-
trol over national fiscal and monetary policies and exerts
considerable influence over interest rates, the money sup-
ply, and foreign exchange rates.

Eminent Domain The government’s power to take
private property for public use, known as the power of
eminent domain, is recognized, in the federal Constitution
and in the constitutions of the states, as one of the inherent
powers of government. At the same time, however, the
power is carefully limited. The Fifth Amendment to the
federal Constitution contains a Takings Clause that pro-
vides that private property shall not be taken for public
use without just compensation. Although this amendment
applies only to the federal government, the Supreme Court
has held that the Takings Clause is incorporated through
the Fourteenth Amendment and is therefore applicable to
the states. Moreover, similar or identical provisions are
found in the constitutions of the states.

As the language of the Takings Clause indicates, the
taking must be for a public use. Public use has been held
to be synonymous with public purpose. Thus, private enti-
ties, such as railroads and housing authorities, may use the
government’s power of eminent domain so long as the
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entity’s use of the property benefits the public. When the
government or a private entity properly takes property
under the power of eminent domain, the owners of the
property must receive just compensation, which has been
interpreted as the fair market value of the property.

The Supreme Court has held that the Takings Clause
requires just compensation only if a governmental taking
actually occurs, not if the governmental regulation only
reduces the value of the property. If, however, a regulation
deprives the owner of all economic use of the property,
then a taking has occurred. Eminent domain is discussed
further in Chapter 50.

Figure 4-2 summarizes the powers granted to the fed-
eral government, the states, and the people.

Limitations on Government

As we have discussed, the U.S. Constitution grants cer-
tain specified powers to the federal government, while
reserving other, unspecified powers to the states. The
Constitution and its amendments, however, impose limits
on the powers of both the federal government and the
states. In this part of the chapter, we will discuss those
limitations most applicable to business: (1) the Contract
Clause, (2) the First Amendment, (3) due process, and
(4) equal protection. The first of these—the Contract
Clause—applies only to the actions of state governments,
whereas the other three apply to both the federal govern-
ment and the states.

People’s Powers

States’ Powers

Federal Powers

Copyrights*

Patents*

International Treaties*
Waging War*

Post*

Naturalization*
Weights*

Measures*

Powers not granted by the Constitution to the
federal government or prohibited to the States

All powers not granted to federal or state government

*Exclusive power
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None of these restrictions operates as an absolute limi-
tation but instead triggers review or scrutiny by the courts
to determine whether the governmental power exercised
encroaches impermissibly upon the interest the Constitu-
tion protects. The U.S. Supreme Court has used different
levels of scrutiny, depending on the interest affected and
the nature of the governmental action. Although this dif-
ferentiation among levels of scrutiny is most fully devel-
oped in the area of equal protection, it also occurs in other
areas, including substantive due process and protection of
free speech.

The least rigorous level of scrutiny is the rational rela-
tionship test, which requires that the regulation conceiv-
ably bear some rational relationship to a legitimate
governmental interest that the regulation will attempt to
further. The most exacting level of scrutiny is the strict
scrutiny test, which requires that the regulation be neces-
sary to promote a compelling governmental interest.
Finally, under the intermediate test, the regulation must
have a substantial relationship to an important govern-
mental objective. These standards will be more fully
explained below. See Concept Review 4.1 illustrating these
limitations on government.

CoNTRrACT CLAUSE

Article 1, Section 10, of the Constitution provides: “No
State shall ... pass any ... Law impairing the Obligation of
Contracts ...” The Supreme Court has used the Contract
Clause to restrict states from retroactively modifying pub-
lic charters and private contracts. However, the Court,
holding that the Contract Clause does not preclude the
states from exercising eminent domain or their police
powers, has ruled: “No legislature can bargain away the
public health or the public morals.” Although the Contract
Clause does not apply to the federal government, due
process limits the federal government’s power to impair
contracts.

CONCEPT REVIEW 4-1

79

Practical Advice

The Federal Constitution protects you from a state law
that impairs a preexisting contract.

FIRST AMENDMENT

The First Amendment states:

Congress shall make no law respecting an establishment of
religion, or prohibiting the free exercise thereof; or abridg-
ing the freedom of speech, or of the press; or the right of
the people peaceably to assemble, and to petition the Gov-
ernment for a redress of grievances.

The First Amendment’s protection of free speech is not
absolute. Some forms of speech, such as obscenity, receive
no protection. Most forms of speech, however, are pro-
tected by the strict or exacting scrutiny standard, which
requires the existence of a compelling and legitimate state
interest to justify a restriction of speech. If such an interest
exists, the legislature must use means that least restrict free
speech. We will examine the application of the First
Amendment’s guarantee of free speech to (1) corporate po-
litical speech, (2) commercial speech, and (3) defamation.

Corporate Political Speech Freedom of speech is
indispensable to the discovery and spread of political
truth; indeed, “the best test of truth is the power of the
thought to get itself accepted in the competition of the
market.” To promote this competition of ideas, the First
Amendment’s guarantee of free speech applies not only to
individuals but also to corporations. Accordingly, corpo-
rations may not be prohibited from speaking out on politi-
cal issues. For example, the Supreme Court has held
unconstitutional a Massachusetts criminal statute that
prohibited banks and business corporations from making
contributions and expenditures with regard to most refer-
enda issues. The Court held that if speech is otherwise

Limitations on Government

Test/Interest Equal Protection

Substantive Due Process

Free Speech

Fundamental Rights
Suspect Classifications

Strict Scrutiny

Fundamental Rights

Protected Noncommercial Speech

Gender
Legitimacy

Intermediate

Commercial Speech

Rational Relationship Economic Regulation

Economic Regulation

Nonprotected Speech
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protected, the fact that the speaker is a corporation does
not alter the speech’s protected status.

The Supreme Court retreated somewhat from this hold-
ing when it upheld a state statute prohibiting corpora-
tions, except media corporations, from using general
treasury funds to make independent expenditures in elec-
tions for public office but permitting such expenditures
from segregated funds used solely for political purposes.
The Court held that the statute did not violate the First
Amendment because the burden on corporations’ exercise
of political expression was justified by a compelling state
interest in preventing corruption in the political arena:
“the corrosive and distorting effects of immense aggrega-
tions of wealth that are accumulated with the help of the
corporate form and that have little or no correlation to the
public’s support for the corporation’s political ideas.”
The Court held that the statute was sufficiently narrowly
tailored because it “is precisely targeted to eliminate the
distortion caused by corporate spending while also allow-
ing corporations to express their political views” by mak-
ing expenditures through segregated funds.

Commercial Speech Commercial speech is expres-
sion related to the economic interests of the speaker and
his audience, such as advertisements for a product or serv-
ice. Since the mid-1970s, U.S. Supreme Court decisions
have eliminated the doctrine that commercial speech is
wholly outside the protection of the First Amendment.
Rather, the Court has established the principle that speech
proposing a commercial transaction is entitled to protec-
tion, which, although less than that accorded political
speech, is still extensive. Protection is accorded commer-

The Legal Environment of Business Part II

cial speech because of the interest such communication
holds for the advertiser, consumer, and general public.
Advertising and other similar messages convey important
information for the proper and efficient distribution of
resources in our free market system. At the same time,
however, commercial speech is less valuable and less vul-
nerable than other varieties of speech and therefore does
not merit complete First Amendment protection.

In cases determining the protection to be afforded com-
mercial speech, a four-part analysis has developed. First, the
court must determine whether the expression is protected
by the First Amendment. For commercial speech to come
within that provision, such speech, at the least, must con-
cern lawful activity and not be misleading. Second, the
court must determine whether the asserted governmental in-
terest is substantial. If both inquiries yield positive answers,
then, third, the court must determine whether the regulation
directly advances the governmental interest asserted and,
fourth, whether the regulation is not more extensive than is
necessary to serve that interest. The Supreme Court recently
held that governmental restrictions of commercial speech
need not be absolutely the least severe so long as they are
“narrowly tailored” to achieve the governmental objective.

Because the constitutional protection extended to com-
mercial speech is based on the informational function of
advertising, governments may regulate or suppress com-
mercial messages that do not accurately inform the public
about lawful activity. “The government may ban forms of
communication more likely to deceive the public than to
inform it, or commercial speech related to illegal activity.”
Therefore, governmental regulation of false and mislead-
ing advertising is permissible under the First Amendment.

THOMPSON V. WESTERN STATES MEDICAL CENTER

SUPREME COURT OF THE UNITED STATES, 2002
535 U.S. 357, 122 S.CT. 1497, 152 L.ED.2D 563

http://laws.findlaw.com/us/000/01-344.html

FACTS Drug compounding is a process by which a phar-
macist or doctor combines, mixes, or alters ingredients to
create a medication tailored to the needs of an individual
patient. Compounding is typically used to prepare medica-
tions that are not commercially available, such as medica-
tion for a patient who is allergic to an ingredient in a mass-
produced product.

The Federal Food, Drug, and Cosmetic Act of 1938
(FDCA) regulates drug manufacturing, marketing, and dis-
tribution, providing that no person may sell any new drug
unless approved by the Food and Drug Administration

(FDA). The Food and Drug Administration Modernization
Act of 1997 (FDAMA), which amends the FDCA, exempts
compounded drugs from the FDCA’s requirements pro-
vided the drugs satisfy a number of restrictions, including
that the prescription must be “unsolicited,” and the pro-
vider compounding the drug may “not advertise or pro-
mote the compounding of any particular drug, class of
drug, or type of drug.” The provider may, however,
“advertise and promote the compounding service.”

The plaintiffs are a group of licensed pharmacies that
specialize in drug compounding. They filed a complaint in
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the U.S. District Court for the District of Nevada, arguing
that the Act’s requirement that they refrain from advertis-
ing and promoting their products if they wish to continue
compounding violates the Free Speech Clause of the First
Amendment. The district court agreed with the plaintiffs
and granted their motion for summary judgment, holding
that the provisions do not meet the test for acceptable gov-
ernment regulation of commercial speech set forth in Cen-
tral Hudson Gas & Elec. Corp. v. Public Serv. Comm’n of N.
Y. The Court of Appeals for the Ninth Circuit affirmed in
relevant part agreeing that the provisions regarding adver-
tisement and promotion are unconstitutional.

DECISION Judgment affirmed.

OPINION O’Connor, J. The parties agree that the
advertising and soliciting prohibited by the FDAMA con-
stitute commercial speech. In Virginia Bd. of Pharmacy v.
Virginia Citizens Consumer Council, Inc., [citation], the first
case in which we explicitly held that commercial speech
receives First Amendment protection, we explained the rea-
sons for this protection: “It is a matter of public interest
that [economic| decisions, in the aggregate, be intelligent
and well-informed. To this end, the free flow of commer-
cial information is indispensable.” [Citation.]

Although commercial speech is protected by the First
Amendment, not all regulation of such speech is unconsti-
tutional. [Citation]|. In Central Hudson, [citation], we
articulated a test for determining whether a particular com-
mercial speech regulation is constitutionally permissible.
Under that test we ask as a threshold matter whether the
commercial speech concerns unlawful activity or is mis-
leading. If so, then the speech is not protected by the First
Amendment. If the speech concerns lawful activity and is
not misleading, however, we next ask “whether the
asserted governmental interest is substantial.” [Citation.] If
it is, then we “determine whether the regulation directly
advances the governmental interest asserted,” and, finally,
“whether it is not more extensive than is necessary to serve
that interest.” [Citation.] Each of these latter three inquiries
must be answered in the affirmative for the regulation to
be found constitutional.

The Government asserts that three substantial interests
underlie the FDAMA. The first is an interest in “preserv-
ing the effectiveness and integrity of the FDCA’s new drug
approval process and the protection of the public health
that it provides.” [Citation.] The second is an interest in
“preserving the availability of compounded drugs for
those individual patients who, for particularized medical
reasons, cannot use commercially available products that
have been approved by the FDA.” [Citation.] Finally, the
Government argues that “achieving the proper balance
between those two independently compelling but competing
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interests is itself a substantial governmental interest.”
[Citation.]
Lok ok

Preserving the effectiveness and integrity of the FDCA’s
new drug approval process is clearly an important govern-
mental interest, and the Government has every reason to
want as many drugs as possible to be subject to that ap-
proval process. The Government also has an important in-
terest, however, in permitting the continuation of the
practice of compounding so that patients with particular
needs may obtain medications suited to those needs. And it
would not make sense to require compounded drugs cre-
ated to meet the unique needs of individual patients to
undergo the testing required for the new drug approval
process. Pharmacists do not make enough money from
small-scale compounding to make safety and efficacy test-
ing of their compounded drugs economically feasible, so
requiring such testing would force pharmacists to stop pro-
viding compounded drugs. Given this, the Government
needs to be able to draw a line between small-scale com-
pounding and large-scale drug manufacturing. That line
must distinguish compounded drugs produced on such a
small scale that they could not undergo safety and efficacy
testing from drugs produced and sold on a large enough
scale that they could undergo such testing and therefore
must do so.

The Government argues that the FDAMA’s speech-
related provisions provide just such a line, i.e., that, in
the terms of Central Hudson, they “directly advance the
governmental interests asserted.” [Citation.] Those provi-
sions use advertising as the trigger for requiring FDA ap-
proval — essentially, as long as pharmacists do not
advertise particular compounded drugs, they may sell
compounded drugs without first undergoing safety and
efficacy testing and obtaining FDA approval. If they
advertise their compounded drugs, however, FDA ap-
proval is required. * * *

* # * Assuming it is true that drugs cannot be marketed
on a large scale without advertising, the FDAMA’s prohi-
bition on advertising compounded drugs might indeed
“directly advance” the Government’s interests. Central
Hudson, [citation]. Even assuming that it does, however,
the Government has failed to demonstrate that the speech
restrictions are “not more extensive than is necessary to
serve [those| interests.” [Citation.] In previous cases
addressing this final prong of the Central Hudson test, we
have made clear that if the Government could achieve its
interests in a manner that does not restrict speech, or that
restricts less speech, the Government must do so.

Several non-speech-related means of drawing a line
between compounding and large-scale manufacturing
might be possible here. * * *

PR

Even if the Government had argued that the FDAMA’s

speech-related restrictions were motivated by a fear that
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advertising compounded drugs would put people who do
not need such drugs at risk by causing them to convince
their doctors to prescribe the drugs anyway, that fear
would fail to justify the restrictions. Aside from the fact
that this concern rests on the questionable assumption that
doctors would prescribe unnecessary medications *** this
concern amounts to a fear that people would make bad
decisions if given truthful information about compounded
drugs.*** We have previously rejected the notion that the
Government has an interest in preventing the dissemina-
tion of truthful commercial information in order to pre-
vent members of the public from making bad decisions
with the information. * * *

If the Government’s failure to justify its decision to regu-
late speech were not enough to convince us that the FDA-
MA’s advertising provisions were unconstitutional, the
amount of beneficial speech prohibited by the FDAMA

The Legal Environment of Business Part II

would be. Forbidding the advertisement of compounded
drugs would affect pharmacists other than those interested
in producing drugs on a large scale. It would prevent phar-
macists with no interest in mass-producing medications,
but who serve clienteles with special medical needs, from
telling the doctors treating those clients about the alterna-
tive drugs available through compounding. * * *

INTERPRETATION A government restriction on
nonmisleading commercial speech concerning lawful activ-
ity is invalid under the First Amendment if the regulation is
more extensive than necessary to directly advance a sub-
stantial government interest.

CRITICAL THINKING QUESTION Do you agree
that the Court’s suggested non-speech-related means of
drawing a line between compounding and large-scale man-
ufacturing would be effective? Explain.

Defamation Defamation is a civil wrong or tort that
consists of disgracing or diminishing a person’s reputation
through the communication of a false statement. An exam-
ple would be the publication of a statement that a person
had committed a crime or had a loathsome disease. (Defa-
mation is also discussed in Chapter 7.)

Because defamation involves a communication, it
receives the protection extended to speech by the First
Amendment. Moreover, the Supreme Court has ruled
that a public official who is defamed in regard to his con-
duct, fitness, or role as public official may not recover in
a defamation action unless the statement was made with
actual malice, which requires clear and convincing proof
that the defendant had knowledge of the falsity of the
communication or acted in reckless disregard of its truth
or falsity. This restriction on the right to recover for def-
amation is based on “a profound national commitment
to the principle that debate on public issues should be
uninhibited, robust and wide-open, and that it may well
include vehement, caustic, and sometimes unpleasantly
sharp attacks on government and public officials.” The
communication may deal with the official’s qualifica-
tions for and performance in office, which would likely
include most aspects of character and public conduct. In
addition, the Supreme Court has extended the same rule
to public figures and candidates for public office. (The
Court, however, has not precisely defined the term public
figure.)

In a defamation suit brought by a private person
(one who is neither a public official nor a public fig-
ure), the plaintiff must prove that the defendant pub-

lished the defamatory and false comment with malice
or negligence.

DuEe PRrOCESS

The Fifth and Fourteenth Amendments prohibit the fed-
eral and state governments, respectively, from depriving
any person of life, liberty, or property without due process
of law. Due process has two different aspects: substantive
and procedural. As we discussed in Chapter 1, substantive
law creates, defines, or regulates legal rights, whereas
procedural law establishes the rules for enforcing those
rights. Accordingly, substantive due process concerns the
compatibility of a law or governmental action with funda-
mental constitutional rights such as free speech. In contrast,
procedural due process involves the review of the decision-
making process that enforces substantive laws and results
in depriving a person of life, liberty, or property.

Substantive Due Process Substantive due process,
which involves a court’s determination of whether a par-
ticular governmental action is compatible with individual
liberties, addresses the constitutionality of a legal rule, not
the fairness of the process by which the rule is applied.
Legislation affecting economic and social interests satisfies
substantive due process so long as the legislation is ration-
ally related to legitimate governmental objectives. Where a
rule affects individuals’ fundamental rights under the Con-
stitution, however, the Court will carefully scrutinize the
legislation to determine whether it is necessary to promote
a compelling or overriding state interest.
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Procedural Due Process Procedural due process
pertains to the governmental decision-making process that
results in depriving a person of life, liberty, or property.
As the Supreme Court has interpreted procedural due
process, the government is required to provide an individ-
ual with a fair procedure if, but only if, the person faces
deprivation of life, liberty, or property. When governmen-
tal action adversely affects an individual but does not deny
life, liberty, or property, the government is not required to
give the person any hearing at all.

For the purposes of procedural due process, liberty gen-
erally includes the ability of individuals to engage in free-
dom of action and choice regarding their personal lives.
Property includes not only all forms of real and personal
property but also certain benefits (entitlements) conferred
by the government, such as social security payments and
food stamps.

When applicable, procedural due process requires that
a court use a fair and impartial procedure in resolving the
factual and legal basis for a governmental action that
results in a deprivation of life, liberty, or property.

EquaL PRrROTECTION

The Fourteenth Amendment provides that “nor shall
any State ... deny to any person within its jurisdiction
the equal protection of the laws.” Although this amend-
ment applies only to the actions of state governments,
the Supreme Court has interpreted the Due Process
clause of the Fifth Amendment to subject federal actions
to the same standards of review. The most important
constitutional concept protecting individual rights, the
guarantee of equal protection basically requires that sim-
ilarly situated persons be treated similarly by govern-
mental actions.

When governmental action involves classification of
people, the equal protection guarantee comes into play. In
determining whether governmental action satisfies the
equal protection guarantee, the Supreme Court uses one of
three standards of review, depending on the nature of the
right involved. The three standards are (1) the rational
relationship test, (2) the strict scrutiny test, and (3) the in-
termediate test.

Rational Relationship Test The rational relation-
ship test, which applies to economic regulation, simply
requires that the classification conceivably bear some
rational relationship to a legitimate governmental interest
the classification seeks to further. Under this standard of
review, the governmental action is permitted to attack
part of the evil to which the action is addressed. More-
over, there is a strong presumption that the action is con-
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stitutional. Therefore, the courts will overturn the
governmental action only if clear and convincing evi-
dence shows that there is no reasonable basis justifying
the action.

Strict Scrutiny Test The strict scrutiny test is far
more exacting than the rational relationship test. Under
this test, the courts do not defer to the government;
rather, they independently determine whether a classifi-
cation of persons is constitutionally permissible. This
determination requires that the classification be neces-
sary to promote a compelling or overriding governmental
interest.

The strict scrutiny test is applied when governmental
action affects fundamental rights or involves suspect clas-
sifications. Fundamental rights include most of the provi-
sions of the Bill of Rights and certain other rights, such as
interstate travel, voting, and access to criminal justice. Sus-
pect classifications include those made on the basis of race
or national origin. A classic and important example of
strict scrutiny applied to classifications based upon race is
found in the 1954 school desegregation case of Brown v.
Board of Education of Topeka, in which the Supreme Court
ruled that segregated public school systems violated the
equal protection guarantee. Subsequently, the Court has
invalidated segregation in public beaches, municipal golf
courses, buses, parks, public golf courses, and courtroom
seating.

A recent U.S. Supreme Court case again addressed the
application of strict scrutiny to public schools. School
districts in Seattle, Washington, and metropolitan Louis-
ville, Kentucky, had voluntarily adopted student assign-
ment plans that relied on race to determine which schools
certain children may attend. In a five-to-four decision,
the Court held that public school systems may not seek to
achieve or maintain integration through measures that
take explicit account of a student’s race. The Court reaf-
firmed that when the government distributes burdens or
benefits on the basis of individual racial classifications,
that action is reviewed under strict scrutiny requiring the
most exact connection between justification and classifi-
cation. Therefore, the school districts must demonstrate
that the use of individual racial classifications in their
school assignment plans is narrowly tailored to achieve a
compelling government interest. In reversing the lower
courts’ decisions upholding the schools’ plans, the Court
held: “The [school] districts have also failed to show that
they considered methods other than explicit racial classi-
fications to achieve their stated goals. Narrow tailoring
requires ‘serious, good faith consideration of workable
race-neutral alternatives.”” (Parents Involved in Commu-
nity Schools v. Seattle School District No.1, 127 S.Ct.
2738, (2007).)
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BRrROWN v. BOARD OF EDUCATION OF TOPEKA

SUPREME COURT OF THE UNITED STATES, 1954
347 U.S. 483, 74 S.CT. 686, 98 L.ED. 873

http://laws.findlaw.com/US/347/483.html

FACTS These were consolidated cases from Kansas,
South Carolina, Virginia, and Delaware, each with a differ-
ent set of facts and local conditions but also presenting a
common legal question. Black minors, through their legal
representatives, sought court orders to obtain admission to
the public schools in their community on a nonsegregated
basis. They had been denied admission to schools attended
by white children under laws requiring or permitting segre-
gation according to race. The Supreme Court had previously
upheld such laws under the “separate but equal” doctrine,
which provided that there was equality of treatment of the
races through substantially equal, though separate, facilities;
and the lower courts had found that the white schools and
the black schools involved had been or were being equalized
with respect to buildings, curricula, qualifications and sal-
aries of teachers, and other “tangible” factors. The black
minors contended, however, that segregated public schools
were not and could not be made “equal,” and that hence
they had been deprived of the equal protection of the laws
guaranteed by the Fourteenth Amendment.

DECISION Judgment for plaintiffs.

OPINION Warren, C. J. Today, education is perhaps the
most important function of state and local governments.
Compulsory school attendance laws and the great expendi-
tures for education both demonstrate our recognition of the
importance of education to our democratic society. It is
required in the performance of our most basic public respon-
sibilities, even service in the armed forces. It is the very foun-
dation of good citizenship. Today it is a principal instrument
in awakening the child to cultural values, in preparing him
for later professional training, and in helping him to adjust
normally to his environment. In these days, it is doubtful
that any child may reasonably be expected to succeed in life
if he is denied the opportunity of an education. Such an op-
portunity, where the state has undertaken to provide it, is a
right which must be made available to all on equal terms.
We come then to the question presented: Does segrega-
tion of children in public schools solely on the basis of race,
even though the physical facilities and other “tangible” fac-
tors may be equal, deprive the children of the minority group
of equal educational opportunities? We believe that it does.
In Sweatt v. Painter, [citation], in finding that a segregated
law school for Negroes could not provide them equal educa-
tional opportunities, this Court relied in large part on “those
qualities which are incapable of objective measurement but

which make for greatness in a law school.” In McLaurin v.
Oklahoma State Regents, [citation], the Court in requiring
that a Negro admitted to a white graduate school be treated
like all other students, again resorted to intangible considera-
tions: “*** his ability to study, to engage in discussions and
exchange views with other students, and, in general, to learn
his profession.” Such considerations apply with added force
to children in grade and high schools. To separate them from
others of similar age and qualifications solely because of
their race generates a feeling of inferiority as to their status
in the community that may affect their hearts and minds in a
way unlikely ever to be undone. The effect of this separation
on their educational opportunities was well stated by a find-
ing in the Kansas case by a court which nevertheless felt
compelled to rule against the Negro plaintiffs:

Segregation of white and colored children in public schools
has a detrimental effect upon the colored children. The impact
is greater when it has the sanction of the law, for the policy of
separating the races is usually interpreted as denoting the infe-
riority of the Negro group. A sense of inferiority affects the
motivation of a child to learn. Segregation with the sanction
of law, therefore, has a tendency to (retard) the educational
and mental development of Negro children and to deprive
them of some of the benefits they would receive in a racial(ly)
integrated school system.

We conclude that in the field of public education the doc-
trine of “separate but equal” has no place. Separate educational
facilities are inherently unequal. Therefore, we hold that the
plaintiffs and others similarly situated for whom the actions
have been brought are, by reason of the segregation com-
plained of, deprived of the equal protection of the laws guaran-
teed by the Fourteenth Amendment. This disposition makes
unnecessary any discussion whether such segregation also vio-
lates the Due Process Clause of the Fourteenth Amendment.

INTERPRETATION When a governmentally imposed
classification involves fundamental rights or suspect classi-
fications, equal protection requires the classification to be
necessary to promote a compelling or overriding govern-
mental interest.

CRITICAL THINKING QUESTION Is the equal
protection clause of the U.S. Constitution violated when
different public school districts spend significantly different
amounts of money per student? Explain.
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Ethical Dilemma

Intermediate Test An intermediate test has been
applied to governmental action based on gender and legiti-
macy. Under this test, the classification must have a sub-
stantial relationship to an important governmental
objective. The intermediate standard eliminates the strong
presumption of constitutionality to which the rational
relationship test adheres. For example, the Court invali-
dated an Alabama law that allowed courts to grant ali-
mony awards only from husbands to wives and not from
wives to husbands. Similarly, where an Idaho statute gave
preference to males over females in qualifying for selection
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as administrators of estates, the Court invalidated the stat-
ute because the preference did not bear a fair and substan-
tial relationship to any legitimate legislative objective.
More recently, the Court invalidated a state university’s
(Virginia Military Institute) admission policy excluding
women. (U.S. v. Virginia, 518 U.S. 515, (1996).) On the
other hand, not all legislation based on gender is invalid.
For example, the Court has upheld a California statutory
rape law that imposed penalties only on males, as well as
the federal military Selective Service Act, that exempted
women from registering for the draft.

Chapter Summary

Basic Principles

Federalism the division of governing power between the federal government and the states

Federal Supremacy federal law takes precedence over conflicting state law

Federal Preemption right of federal government to regulate matters within its power to the exclusion of

regulation by the states

Judicial Review examination of governmental actions to determine whether they conform to the U.S.

Constitution
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Separation of Powers allocation of powers among executive, legislative, and judicial branches of
government

State Action actions of governments to which constitutional provisions apply

Powers of Government

Federal Commerce Power exclusive power of federal government to regulate commerce with other
nations and among the states

State Regulation of Commerce the Commerce Clause of the Constitution restricts the states” power to
regulate activities if the result obstructs interstate commerce

Federal Fiscal Powers

e Taxation and Spending the Constitution grants Congress broad powers to tax and spend; such
powers are important to federal government regulation of the economy

e Borrowing and Coining Money enables the federal government to establish a national banking
system and to control national fiscal and monetary policy

e Eminent Domain the government’s power to take private property for public use with the payment of
just compensation

Limitations on Government

Contract Clause restricts states from retroactively modifying contracts

Freedom of Speech First Amendment protects most speech by using a strict scrutiny standard

e Corporate Political Speech First Amendment protects a corporation’s right to speak out on political
issues

e Commercial Speech expression related to the economic interests of the speaker and its audience; such
expression receives a lesser degree of protection

e Defamation a tort consisting of a false communication that injures a person’s reputation; such a
communication receives limited constitutional protection

Due Process Fifth and Fourteenth Amendments prohibit the federal and state governments from

depriving any person of life, liberty, or property without due process of law

o Substantive Due Process determination of whether a particular governmental action is compatible
with individual liberties

e Procedural Due Process requires the governmental decision-making process to be fair and impartial if
it deprives a person of life, liberty, or property

Equal Protection requires that similarly situated persons be treated similarly by governmental actions

e Rational Relationship Test standard of review used to determine whether economic regulation
satisfies the equal protection guarantee

e Strict Scrutiny Test exacting standard of review applicable to regulation affecting a fundamental right
or involving a suspect classification

o Intermediate Test standard of review applicable to regulation based on gender and legitimacy

Questions

1.

In May, Patricia Allen left her automobile on the shoulder
of a road in the city of Erehwon after the car stopped run-
ning. A member of the Erehwon city police department
found the car later that day and placed on it a sticker stat-
ing that unless the car was moved, it would be towed.
When after a week the car had not been removed, the

police department authorized Baldwin Auto Wrecking Co.
to tow it away and to store it on its property. Allen was
told by a friend that her car was at Baldwin’s. Allen asked
Baldwin to allow her to take possession of her car, but
Baldwin refused to relinquish the car until the $70 towing
fee was paid. Allen could not afford to pay the fee, and the
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car remained at Baldwin’s for six weeks. At that time, Bald-
win requested the police department for a permit to dispose
of the automobile. After the police department tried unsuc-
cessfully to telephone Allen, the department issued the per-
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mit. In late July, Baldwin destroyed the automobile. Allen
brings an action against the city and Baldwin for damages
for loss of the vehicle, arguing that she was denied due
process. Decision?

Case Problems

In 1967, large oil reserves were discovered in the Prudhoe
Bay area of Alaska. As a result, state revenues increased
from $124 million in 1969 to $3.7 billion in 1981. In
1980, the state legislature enacted a dividend program that
would distribute annually a portion of these earnings to
the state’s adult residents. Under the plan, each citizen
eighteen years of age or older receives one unit for each
year of residency subsequent to 1959, the year Alaska
became a state. The state advanced three purposes justify-
ing the distinctions made by the dividend program: (a) cre-
ation of a financial incentive for individuals to establish
and maintain residence in Alaska; (b) encouragement of
prudent management of the earnings; and (c) apportion-
ment of benefits in recognition of undefined “contributions
of various kinds, both tangible and intangible, which resi-
dents have made during their years of residency.” Craw-
ford, a resident since 1978, brings suit challenging the
dividend distribution plan as violative of the equal protec-
tion guarantee. Did the dividend program violate the Equal
Protection Clause of the Fourteenth Amendment? Explain.

Maryland enacted a statute prohibiting any producer or
refiner of petroleum products from operating retail service
stations within the state. The statute also required that any
producer or refiner discontinue operating its company-
owned retail service stations. Approximately 3,800 retail
service stations in Maryland sell more than twenty differ-
ent brands of gasoline. All of this gasoline is brought in
from other states, as no petroleum products are produced
or refined in Maryland. Only 5 percent of the total number
of retailers are operated by a producer or refiner. Mary-
land enacted the statute because a survey conducted by the
state comptroller indicated that gasoline stations operated
by producers or refiners had received preferential treat-
ment during periods of gasoline shortage. Seven major pro-
ducers and refiners brought an action challenging the
statute on the ground that it discriminated against inter-
state commerce in violation of the Commerce Clause of the
U.S. Constitution. Are they correct? Explain.

The Federal Aviation Act provides that “The United States
of America is declared to possess and exercise complete and
exclusive national sovereignty in the airspace of the United
States.” The city of Orion adopted an ordinance that makes
it unlawful for jet aircraft to take off from its airport
between 11 PM of one day and 7 AM of the next day. Jor-
dan Airlines, Inc., is adversely affected by this ordinance

and brings suit challenging it under the Supremacy Clause
of the U.S. Constitution as conflicting with the Federal Avia-
tion Act or preempted by it. Is the ordinance valid? Explain.

The Public Service Commission of State X issued a regula-
tion completely banning all advertising that “promotes the
use of electricity” by any electric utility company in State
X. The commission issued the regulation to conserve
energy. Central Electric Corporation of State X challenges
the order in the state courts, arguing that the commission
had restrained commercial speech in violation of the First
Amendment. Was its freedom of speech unconstitutionally
infringed? Explain.

E-Z-Rest Motel is a motel with 216 rooms located in the
center of a large city in State Y. It is readily accessible from
two interstate highways and three major state highways.
The motel solicits patronage from outside State Y through
various national advertising media, including magazines of
national circulation. It accepts convention trade from out-
side State Y, and approximately 75 percent of its registered
guests are from out of State Y. An action under the Federal
Civil Rights Act of 1964 has been brought against E-Z-
Rest Motel alleging that the motel discriminates on the ba-
sis of race and color. The motel contends that the statute
cannot be applied to it because it is not engaged in inter-
state commerce. Can the federal government regulate this
activity under the Interstate Commerce Clause? Why?

State Z enacted a Private Pension Benefits Protection Act
requiring private employers with 100 or more employees
to pay a pension funding charge for terminating a pension
plan or closing an office in State Z. Acme Steel Company
closed its offices in State Z, whereupon the state assessed
the company $185,000 under the vesting provisions of the
Act. Acme challenged the constitutionality of the Act under
the Contract Clause of the U.S. Constitution. Was the Act
constitutional? Explain.

A state statute empowered public school principals to sus-
pend students for up to ten days without any notice or hear-
ing. A student who was suspended for ten days challenges
the constitutionality of his suspension on the ground that he
was denied due process. Was due process denied? Explain.

Iowa enacted a statute prohibiting the use of sixty-five-foot
double-trailer-truck combinations. All of the other mid-
western and western states permit such trucks to be used
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10.

11.

on their roads. Despite these restrictions, Iowa’s statute
permits cities abutting the state line to enact local ordinan-
ces adopting the length limitations of the adjoining state.
Where a city has exercised this option, otherwise-oversized
trucks are permitted within the city limits and in nearby
commercial zones. Consolidated Freightways is adversely
affected by this statute and brings suit against Iowa, alleg-
ing that the statute violates the Commerce Clause. The Dis-
trict Court found that the evidence established that 65-foot
doubles were as safe as the shorter truck units. Does the
statute violate the Commerce Clause? Explain.

Metropolitan Edison Company is a privately owned and
operated Pennsylvania corporation subject to extensive
regulation by the Pennsylvania Public Utility Commission.
Under a provision of its general tariff filed with the com-
mission, Edison had the right to discontinue electric service
to any customer on reasonable notice of nonpayment of
bills. Catherine Jackson had been receiving electricity from
Metropolitan Edison when her account was terminated
because of her delinquency in payments. Edison later
opened a new account for her residence in the name of
James Dodson, another occupant of Jackson’s residence. In
August of the following year, Dodson moved away and no
further payments were made to the account. Finally, in Oc-
tober, Edison disconnected Jackson’s service without any
prior notice. Jackson brought suit claiming that her electric
service could not be terminated without notice and a hear-
ing. She further argued that such action, allowed by a pro-
vision of Edison’s tariff filed with the commission,
constituted “state action” depriving her of property in vio-
lation of the Fourteenth Amendment’s guarantee of due
process of law. Should Edison’s actions be considered state
action? Explain.

The McClungs own Ollie’s Barbecue, a restaurant located
a few blocks from the interstate highway in Birmingham,
Alabama, with dining accommodations for whites only
and a take-out service for blacks. In the year preceding the
passage of the Civil Rights Act of 1964, the restaurant had
purchased a substantial portion of the food it served from
outside the state. The restaurant has refused to serve blacks
since its original opening in 1927 and asserts that if it were

12.

13.

The Legal Environment of Business Part II

required to serve blacks it would lose much of its business.
The McClungs sought a declaratory judgment to render
unconstitutional the application of the Civil Rights Act to
their restaurant because their admitted racial discrimina-
tion did not restrict or significantly impede interstate com-
merce. Decision?

Miss Horowitz was admitted as an advanced medical stu-
dent at the University of Missouri—Kansas City. During the
spring of her first year, several faculty members expressed
dissatisfaction with Miss Horowitz’s clinical performance,
noting that it was below that of her peers, that she was er-
ratic in attendance at her clinical sessions, and that she
lacked a critical concern for personal hygiene. Upon the
recommendation of the school’s Council on Evaluation,
she was advanced to her second and final year on a proba-
tionary basis. After subsequent unfavorable reviews during
her second year and a negative evaluation of her perform-
ance by seven practicing physicians, the council recom-
mended that Miss Horowitz be dismissed from the school
for her failure to meet academic standards. The decision
was approved by the dean and later affirmed by the pro-
vost after an appeal by Miss Horowitz. She brought suit
against the school’s Board of Curators, claiming that her
dismissal violated her right to procedural due process
under the Fourteenth Amendment and deprived her of “lib-
erty” by substantially impairing her opportunities to con-
tinue her medical education or return to employment in a
medically related field. Is her claim correct? Explain.

Alabama law imposes a fee of $97.60 per ton for hazard-
ous waste generated outside the state and disposed of at a
commercial facility in Alabama. The fee for hazardous
wastes generated within Alabama is $25.60 per ton.
Chemical Waste Management, Inc., which operates a com-
mercial hazardous waste land disposal facility in Emelle,
Alabama, filed suit requesting a declaratory judgment that
the Alabama law violated the Commerce Clause of the
U.S. Constitution. Alabama argued that the additional fee
of $72.00 served a legitimate local purpose related to its
citizens’ health and safety, given recent large increases in
the hazardous waste received into the state and the possi-
ble adverse effects of such waste. Judgment? Explain.
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ADMINISTRATIVE LAW

In all tyrannical governments, ... the right both of making and enforcing the law is vested in ... one and the same body
of men; and wherever these two powers are united together, there can be no public liberty.

WiLLiam Brackstone (BRiTisH Jurist, 1775)

LEARNING OBJECTIVES

After reading this chapter you should be able to:

1. Explain the three basic functions of administra-
tive agencies.

2. Distinguish among the three types of rules
promulgated by administrative agencies.

3. Explain the difference between formal and
informal methods of adjudication.

4. Identify (a) the questions of law determined by a
court in conducting a review of a rule or order

dministrative law is the branch of public law that

is created by administrative agencies in the form

of rules, regulations, orders, and decisions to
carry out the regulatory powers and duties of those agen-
cies. Administrative agencies are governmental entities—
other than courts and legislatures—having authority to
affect the rights of private parties through their operations.
Administrative agencies, referred to by names such as
commission, board, department, agency, administration,
government corporation, bureau, or office, regulate a vast
array of important matters involving national safety,
welfare, and convenience. For instance, federal administra-
tive agencies are charged with responsibility for national

of an administrative agency and (b) the three
standards of judicial review of factual determi-
nations made by administrative agencies.

5. Describe the limitations imposed on administra-
tive agencies by the legislative branch, the execu-
tive branch, and the legally required disclosure
of information.

security, citizenship and naturalization, law enforcement,
taxation, currency, elections, environmental protection,
consumer protection, regulation of transportation, tele-
communications, labor relations, trade, commerce, and
securities markets, as well as with providing health and
social services.

Because of the increasing complexity of the social, eco-
nomic, and industrial life of the nation, the scope of
administrative law has expanded enormously. In 1952,
Justice Jackson observed that “the rise of administrative
bodies has been the most significant legal trend of the last
century, and perhaps more values today are affected by
their decisions than by those of all the courts, review of
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administrative decisions apart.” This observation is even
more true today, as evidenced by the great increase in the
number and activities of federal government boards, com-
missions, and other agencies. Certainly, agencies create
more legal rules and adjudicate more controversies than
all of the nation’s legislatures and courts combined.

State agencies also play a significant role in the func-
tioning of our society. Among the more important state
boards and commissions are those that supervise and
regulate banking, insurance, communications, transpor-
tation, public utilities, pollution control, and workers’
compensation.

Much of the federal, state, and local law in this country
is established by countless administrative agencies. These
agencies, which many label the “fourth branch of govern-
ment,” possess tremendous power and have long been
criticized as being “in reality miniature independent gov-
ernments ... which are a haphazard deposit of irresponsi-
ble agencies....” (Presidential Task Force Report, 1937.)

Despite such criticism, these administrative entities
clearly play a significant and necessary role in our society.
Administrative agencies relieve legislatures from the
impossible burden of fashioning legislation that deals
with every detail of a specific problem. As a result, Con-
gress can enact legislation, such as the Federal Trade
Commission Act, which prohibits unfair and deceptive
trade practices, without having to define such a phrase
specifically or to anticipate all the particular problems
that may arise. Instead, Congress may pass an enabling
statute that creates an agency—in this example, the Fed-
eral Trade Commission (FTC)—to which it can delegate
the power to issue rules, regulations, and guidelines to
carry out the statutory mandate. In addition, the estab-
lishment of separate, specialized bodies enables adminis-
trative agencies to be staffed by individuals with expertise
in the field being regulated. Administrative agencies can
thus develop the knowledge and devote the time necessary
to provide continuous and flexible solutions to evolving
regulatory problems.

In this chapter, we will discuss federal administrative
agencies. Such agencies can be classified as either inde-
pendent or executive. Executive agencies are those housed
within the executive branch of government, while inde-
pendent agencies are not. Many federal agencies are dis-
cussed in other parts of the text. More specifically, the
FTC and Department of Justice are discussed in Chapter
43; the FTC and the Consumer Product Safety Commis-
sion in Chapter 45; the Department of Labor, National
Labor Relations Board (NLRB), and Equal Employment
Opportunity Commission (EEOC) in Chapter 42; the
Securities and Exchange Commission (SEC) in Chapters 40
and 44; and the Environmental Protection Agency (EPA) in
Chapter 46.

The Legal Environment of Business Part II

Operation of Administrative
Agencies

Most administrative agencies perform three basic func-
tions: (1) rulemaking, (2) enforcement, and (3) adjudica-
tion of controversies. The term administrative process
refers to the entire set of activities in which administrative
agencies engage while carrying out these functions.
Administrative agencies exercise powers that have been
allocated by the Constitution to the three separate
branches of government. More specifically, an agency
exercises legislative power when it makes rules, executive
power when it enforces its enabling statute and its rules,
and judicial power when it adjudicates disputes. This con-
centration of power has raised questions regarding the
propriety of having the same bodies that establish the rules
also act as prosecutors and judges in determining whether
those rules have been violated. To address this issue and to
bring about certain additional procedural reforms, the
Administrative Procedure Act (APA) was enacted in 1946.

RULEMAKING

Rulemaking is the process by which an administrative
agency enacts or promulgates rules of law. Under the
APA, a rule is “the whole or a part of an agency statement
of general or particular applicability and future effect
designed to implement, interpret, or process law or pol-
icy.” Once promulgated, rules are applicable to all parties.
Moreover, the process of rulemaking notifies all parties
that the impending rule is being considered and provides
concerned individuals with an opportunity to be heard.
Administrative agencies promulgate three types of rules:
legislative rules, interpretative rules, and procedural rules.

Practical Advice
Keep informed of the regulations issued by administra-
tive agencies that affect your business.

Legislative Rules Legislative rules, often called regula-
tions, are in effect “administrative statutes.” Legislative
rules are those issued by an agency having the ability, under
a legislative delegation of power, to make rules having the
force and effect of law. For example, the FTC has rulemak-
ing power with which to elaborate upon its enabling stat-
ute’s prohibition of unfair or deceptive acts or practices.
Legislative rules have the force of law if they are consti-
tutional, within the power granted to the agency by
the legislature, and issued according to proper procedure.
To be constitutional, regulations must not violate any

Copyright 2010 Cengage Learning, Inc. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.



Chapter 5 Administrative Law

provisions of the U.S. Constitution, such as due process or
equal protection. In addition, they may not involve an
unconstitutional delegation of legislative power from the
legislature to the agency. To be constitutionally permissi-
ble, the enabling statute granting power to an agency must
establish reasonable standards to guide the agency in
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implementing the statute. This requirement has been met
by statutory language such as “to prohibit unfair methods
of competition,” “fair and equitable,” “public interest,
convenience, and necessity,” and other equally broad
expressions. In any event, agencies may not exceed the
actual authority granted by the enabling statute.

DIERSEN V. CHICAGO CAR EXCHANGE

UNITED STATES COURT OF APPEALS, SEVENTH CIRCUIT, 1997
110 F.3D 481CERT. DENIED, 522 U.S. 868, 118 S.CT. 178, 139 L.ED.2D 119, (1997)

http://laws.findlaw.com/7th/961588.html

FACTS David Diersen filed a complaint against the Chi-
cago Car Exchange (CCE), an automobile dealership,
alleging that the CCE fraudulently furnished him an inac-
curate odometer reading when it sold him a 1968 Dodge
Charger, in violation of the Vehicle Information and Cost
Savings Act (“the Odometer Act” or “the Act”). The
Odometer Act requires all persons transferring a motor ve-
hicle to give an accurate, written odometer reading to the
purchaser or recipient of the transferred vehicle. Under the
Act, those who disclose an inaccurate odometer reading
with the intent to defraud are subject to a private cause of
action by the purchaser and may be held liable for treble
damages or $1,500, whichever is greater. The CCE had
purchased the vehicle from Joseph Slaski, who certified to
the CCE that the mileage was approximately 22,600. The
CCE did not suspect that the odometer reading was inac-
curate. After purchasing the vehicle, Diersen conducted an
extensive investigation and discovered that the vehicle’s
title documents previously listed its mileage as 75,000.
Before Diersen filed this lawsuit, the CCE offered to have
Diersen return the car for a complete refund. Diersen
refused this offer and decided instead to sue the CCE
under the Act. The district court granted the defendant’s
motion for summary judgment, relying upon a regulation
promulgated by the National Highway Traffic Safety
Administration (NHTSA), which purports to exempt
vehicles that are at least ten years old (such as the one
Diersen purchased from the CCE) from the Act’s odometer
disclosure requirements. Diersen then filed a motion for
reconsideration of the court’s summary judgment order,
arguing that the older-car exemption created by the
NHTSA lacked any basis in the Act and was therefore in-
valid. The court denied Diersen’s motion to reconsider
and Diersen appealed.

DECISION That portion of the district court opinion
which relied upon the NHTSA regulation as a ground for

ruling in favor of the CCE is reversed, but the grant of
summary judgment is affirmed on other grounds.

OPINION Coffey, C. J. The CCE argues that in consid-
ering the validity of the NHTSA regulation, we must defer
to the NHTSA’s interpretation of the Act, because the
NHTSA is the agency charged with administering the Act
and thus has familiarity and expertise that we do not pos-
sess. We do defer to an administrative agency’s reasonable
construction of a statute if (as is not the case here) the stat-
ute is silent or ambiguous. On the other hand, “[i]f the
intent of Congress is clear, that is the end of the matter; for
the court, as well as the agency must give effect to the
unambiguously expressed intent of Congress.” Chevron,
U.S.A., Inc. v. Natural Resources Defense Council, Inc., [cita-
tion]. Because the text of the Odometer Act does not even
suggest—much less explicitly state—a legislative intent to
exempt entire classes of vehicles from the disclosure require-
ments of the Act, we hold that the regulation is invalid and
that the district court erred in relying upon this exemption
when it granted summary judgment to the CCE.

Our holding is in accord with a number of decisions by
other courts on a closely analogous issue: whether the
NHTSA exceeded its statutory authority in promulgating
an exemption to the odometer disclosure requirements of
the Odometer Act for so-called “heavy trucks” (i.e., trucks
with a gross weight in excess of 16,000 pounds). [Cita-
tion.] A number of courts, including the Court of Appeals
for the Ninth Circuit, have held that the NHTSA’s “heavy
truck” exemption, like the older-car exemption, has no ba-
sis in the text of the Odometer Act and represents an in-
valid exercise of regulatory authority. [Citations.] The
principle behind these cases also applies to the exemption
for older cars. That principle is that “legislative power rests
in Congress and *** the will of Congress as unambigu-
ously expressed in a properly enacted statute cannot be
amended or altered by regulation. *** [A] regulation to
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the extent it is in direct variance with an unambiguous stat-
utory provision is void.” [Citation.]

Our holding that the older-car exemption is invalid also
comports with the broad purposes of the Act, which are “to
prohibit tampering with motor vehicle odometers; and to
provide safeguards to protect purchasers in the sale of
motor vehicles with altered or reset odometers.” [Citation.]
There is nothing in this statement of purpose to suggest that
the purchasers of older vehicles are less deserving of protec-
tion than consumers who buy newer vehicles. The statutory
statement of purpose, read concomitantly with the language
of the Act (which, to reiterate, does not specify any exemp-
tions) establishes that Congress intended to protect all pur-
chasers of motor vehicles from odometer tampering.

Finally, we observe that the Act provides for the levying
of civil and criminal fines against violators at the discretion
of the NHTSA. [Citation.] In the exercise of prosecutorial
discretion, the NHTSA may opt to conserve its resources by
declining to prosecute certain classes of vehicles (e.g., those
cases involving older vehicles). However, the NHTSA does
not, without statutory authority, have jurisdiction to tell vic-
tims of odometer fraud that they are without a remedy if the
car they purchased was ten or more years old. This effec-
tively removes a cause of action that Congress has unambig-
uously provided to all victims of odometer fraud, regardless
of the age of the vehicle being purchased. As one member of
this panel observed at oral argument, the regulation issued
by the NHTSA, in effect, repeals a portion of the statute.
There may be good policy reasons for exempting older
vehicles from the requirements of the Act, but that determi-
nation is legislative in nature and is properly made by Con-
gress, and not by regulatory fiat. [Citation] (“|R]ationality is
not enough. The Secretary need[s] Authority.”).

The Legal Environment of Business Part II

To summarize, we hold that the NHTSA regulation is
invalid. This means that the odometer disclosure require-
ments of the Act apply regardless of the age of the vehicle,
and thus the defendant may be held liable under the Act if,
when it sold the 1968 Charger to Diersen, it provided an
inaccurate odometer disclosure statement with the intent to
defraud Diersen.

Although we agree with Diersen that the NHTSA regu-
lation is invalid, this does not end our inquiry, for the CCE
argues that it is entitled to summary judgment even if the
odometer disclosure requirements of the Act do apply to
the sale of the 1968 Dodge Charger. In order to succeed on
his claim of odometer fraud, Diersen must demonstrate
two essential elements: (1) a violation of the Act’s odome-
ter disclosure requirements (i.e., the providing of an inac-
curate odometer reading), and (2) an intent to defraud.
[Citation.] Our review of the summary judgment record
persuades us that a rational trier of fact could not find in
Diersen’s favor as to the second element (intent to
defraud); therefore, we affirm the entry of summary judg-
ment in the defendant’s favor.

INTERPRETATION To be valid, legislative rules must
not exceed the actual authority granted to the agency by
the enabling statute.

ETHICAL QUESTION Did Diersen act fairly in refus-
ing the CCE’s offer of a full refund? Explain.

CRITICAL THINKING QUESTION Do you agree
with the court’s distinction between the agency’s power to
exercise prosecutorial discretion and its lack of power to
deprive purchasers of a statutory remedy? Explain.

Legislative rules must be promulgated in accordance
with the procedural requirements of the APA, although
the enabling statute may impose more stringent require-
ments. Most legislative rules are issued in accordance with
the informal rulemaking procedures of the APA, which
require that the agency provide the following;:

1. prior notice of a proposed rule, usually by publication in
the Federal Register;

2. an opportunity for interested parties to participate in the
rulemaking; and

3. publication of a final draft containing a concise general
statement of the rule’s basis and purpose at least thirty
days before its effective date.

In some instances, the enabling statute requires that cer-
tain rules be made only after the opportunity for an
agency hearing. This formal rulemaking procedure is far
more complex than the informal procedures and is
governed by the same APA provisions that govern an adju-
dication, discussed later in this chapter. In formal rulemaking,

the agency must consider the record of the trial-like
agency hearing and include a statement of “findings and
conclusions, and the reasons or basis therefore, on all
the material issues of fact, law, or discretion presented
on the record” when making rules.

Some enabling statutes direct that the agency, in making
rules, use certain procedures more formal than those in
informal rulemaking but do not compel the full hearing that
formal rulemaking requires. This intermediate procedure,
known as hybrid rulemaking, results from combining the
informal procedures of the APA with the additional proce-
dures specified by the enabling statute. For example, an
agency may be required to conduct a legislative-type hear-
ing (formal) that permits no cross-examination (informal).

In 1990, Congress enacted the Negotiated Rulemaking
Act to encourage the involvement of affected parties in the
initial stages of the policy-making process prior to the publi-
cation of notice of a proposed rule. The Act authorizes agen-
cies to use negotiated rulemaking but does not require it. If an
agency decides to use negotiated rulemaking, the affected
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parties and the agency develop an agreement and offer it to
the agency. If accepted, the agreement becomes a basis for the
proposed regulation, which is then published for comment.

Practical Advice

Participate as early as possible in the rulemaking proc-
ess of administrative agencies that affect your business.

Interpretative Rules Interpretative rules are agency-
issued statements that explain how the agency construes
its governing statute. For instance, the SEC “renders
administrative interpretations of the law and regulations
thereunder to members of the public, prospective regis-
trants and others, to help them decide legal questions
about the application of the law and the regulations to
particular situations and to aid them in complying with
the law.” (The Work of the SEC, 1980.)

These interpretative rules, however, which are exempt
from the APA’s procedural requirements of notice and
comment, are not automatically binding on the private
parties the agency regulates or on the courts, although
they are given substantial weight. As the Supreme Court
has stated, “The weight of such [an interpretative rule] in a
particular case will depend upon the thoroughness evident
in its consideration, the validity of its reasoning, its consis-
tency with earlier and later pronouncements, and all those
factors which give it power to persuade....”

Procedural Rules Procedural rules are also exempt
from the notice and comment requirements of the APA and
are not law. These rules establish rules of conduct for prac-
tice before the agency, identify an agency’s organization,
and describe its method of operation. For example, the
SEC’s Rules of Practice deal with matters such as who may
appear before the commission; business hours and notice
of proceedings and hearings; settlements, agreements, and
conferences; presentation of evidence and the taking of
depositions and interrogatories; and review of hearings.
See Concept Review 5-1.

CONCEPT REVIEW 5-1

93

ENFORCEMENT

Agencies also investigate conduct to determine whether
the enabling statute or the agency’s legislative rules have
been violated. In carrying out this executive function, the
agencies traditionally have been accorded great discretion,
subject to constitutional limitations, to compel the disclo-
sure of information. These limitations require that (1) the
investigation is authorized by law and undertaken for a
legitimate purpose, (2) the information sought is relevant,
(3) the demand for information is sufficiently specific and
not unreasonably burdensome, and (4) the information
sought is not privileged.

For example, the following explains some of the SEC’s
investigative and enforcement functions:

Most of the Commission’s investigations are conducted
privately. Facts are developed to the fullest extent possible
through informal inquiry, interviewing witnesses, examin-
ing brokerage records and other documents, reviewing and
trading data, and similar means. The Commission is
empowered to issue subpoenas requiring sworn testimony
and the production of books, records, and other documents
pertinent to the subject matter under investigation. In the
event of refusal to respond to a subpoena, the Commission
may apply to a Federal court for an order compelling obedi-
ence. (The Work of the SEC, 1986.)

ADJUDICATION

After concluding an investigation, the agency may use
informal or formal methods to resolve the matter.
Because the caseload of administrative agencies is vast,
far greater than that of the judicial system, most matters
are informally adjudicated. Informal procedures include
advising, negotiating, and settling. In 1990, Congress
enacted the Administrative Dispute Resolution Act to
authorize and encourage federal agencies to use media-
tion, conciliation, arbitration, and other techniques for
the prompt and informal resolution of disputes. The Act
does not, however, require agencies to use alternative

Administrative Rulemaking

Rule Procedure Effect
Legislative Subject to APA Binding
Interpretative Exempt from APA Persuasive
Procedural Exempt from APA Persuasive
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dispute resolution, and the affected parties must consent
to its use.

Practical Advice
When available, consider using alternative methods of
dispute resolution with administrative agencies.

The formal procedure by which an agency resolves a
matter (called adjudication) involves finding facts, apply-
ing legal rules to the facts, and formulating orders. An
order “means the whole or a part of a final disposition,
whether affirmative, negative, injunctive or declaratory in
form, of an agency.” In essence an administrative trial,
adjudication is used when the enabling statute so requires.

The procedures employed by the various administrative
agencies to adjudicate cases are nearly as varied as the
agencies themselves. Nevertheless, the APA does establish
certain mandatory standards for those federal agencies the
Act covers. For example, an agency must give notice of a
hearing. The APA also requires that the agency give all
interested parties the opportunity to submit and consider
“facts, arguments, offers of settlement, or proposals of
adjustment.” In many cases, this involves testimony and
cross-examination of witnesses. If no settlement is reached,
then a hearing must be held.

The hearing is presided over by an administrative law
judge (ALJ) and is prosecuted by the agency. AL]Js are
appointed by the agency through a professional merit
selection system and may be removed only for good cause.
There are more than twice as many AL]Js as there are fed-
eral judges. Juries are never used. Thus, the agency serves
as both the prosecutor and decision maker. To reduce the
potential for a conflict of interest, the APA provides for a
separation of functions between those agency members
engaged in investigation and prosecution and those
involved in decision making.

Oral and documentary evidence may be introduced by ei-
ther party, and all sanctions, rules, and orders must be based
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upon “consideration of the whole record or those parts cited
by a party and supported by and in accordance with the reli-
able, probative, and substantial evidence.” All decisions
must include a statement of findings of fact and conclusions
of law and the reasons or basis for them, as well as a state-
ment of the appropriate rule, order, sanction, or relief.

If such are authorized by law and within its delegated ju-
risdiction, an agency may impose in its orders sanctions such
as penalties; fines; the seizing of property; the assessment of
damages, restitution, compensation, or fees; and the act of
requiring, revoking, or suspending a license. In most instan-
ces, orders are final unless appealed, and failure to comply
with an order subjects the party to a statutory penalty. If the
order is appealed, the governing body of the agency may
decide the case de novo. Thus, the agency may hear addi-
tional evidence and arguments in deciding whether to revise
the findings and conclusions it made in the initial decision.

Although administrative adjudications mirror to a large
extent the procedures of judicial trials, there are many dif-
ferences between the two.

Agency hearings, especially those dealing with rulemak-
ing, often tend to produce evidence of general conditions as
distinguished from facts relating solely to the respondent.
Administrative agencies in rulemaking and occasionally in
formal adversarial adjudications more consciously formulate
policy than do courts. Consequently, administrative adjudi-
cations may require that the administrative law judge con-
sider more consciously the impact of his decision upon the
public interest as well as upon the particular respondent....
An administrative hearing is tried to an administrative law
judge, never to a jury. Since many of the rules governing the
admission of proof in judicial trials are designed to protect
the jury from unreliable and possibly confusing evidence, it
has long been asserted that such rules need not be applied at
all or with the same vigor in proceedings solely before an
administrative law judge.... Consequently, the technical com-
mon law rules governing the admissibility of evidence have
generally been abandoned by administrative agencies.
(McCormick on Evidence, 4th ed., Section 350, p. 605.)

AMERICAN AIRLINES, INCORPORATED V. DEPARTMENT OF TRANSPORTATION

UNITED STATES COURT OF APPEALS, FIFTH CIRCUIT, 2000
202 F.3D 788CERT. DENIED, 530 U.S. 1284, 120 S.CT. 2762, 147 L.ED.2D 1022, (2000)

http://laws.findlaw.com/5th/9960008cvOv3.html

FACTS Prior to 1968, Dallas and Fort Worth operated
independent and competing airports, one of which was
Dallas’s Love Field. The Department of Transportation’s
(DOT’s) predecessor agency, the Civil Aeronautics Board

(CAB), found that the competition between Dallas’s and
Fort Worth’s airports was harmful and in 1964 ordered the
cities to build a jointly operated airport that would serve
as the region’s primary airport. The cities responded by
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creating the Dallas-Fort Worth (DFW) Board and by
jointly adopting the 1968 Regional Airport Concurrent
Bond Ordinance (the “Ordinance”). The Ordinance author-
ized the issuance of bonds to finance the DFW Airport
and contained the cities’ agreement to phase out opera-
tions at the old airports and to transfer these activities to
the DFW Regional Airport. The eight CAB-certified air
carriers who were using the Dallas and Fort Worth air-
ports first signed “letter agreements” and then later signed
“use agreements” with the DFW Board, agreeing to move
their air services to DFW as specified in the Ordinance.
Southwest Airlines, which was solely running intrastate
flights from Love Field and thus was exempt from CAB
certification and pressure, refused to move to DFW and
did not sign a use agreement. Litigation ensued over
efforts to force Southwest from Love Field, terminating
with a decision by the Fifth Circuit Court of Appeals that
Southwest Airlines Co. has a federally declared right to
the continued use of and access to Love Field, so long as
Love Field remains open.

Shortly after Congress deregulated the airline industry
in 1978, Southwest applied for permission to provide inter-
state service between Love Field and New Orleans. The
CAB granted the application, concluding that it lacked
power to deny it. Congress responded by enacting the
Wright Amendment, which generally bans interstate ser-
vice from Love Field. However, it and the 1997 Shelby
Amendments provide certain exemptions from this ban,
including the following: (1) the commuter airline exemp-
tion, which allows interstate “air transportation provided
by commuter airlines operating aircraft with a passenger
capacity of 56 passengers or less”; and (2) the contiguous
state exemption, which allows flights to and from Louisi-
ana, Arkansas, Oklahoma, New Mexico, Kansas, Ala-
bama, and Mississippi if the flights do not “provide any
through service or ticketing with another air carrier” and
do not “offer for sale transportation to or from ... any
point which is outside any such State.”

The airlines began offering additional flights from and
to Love Field. Lawsuits to block the proposed additional
service from Love Field were brought in state and federal
court. At the urging of several of the parties, and while
both the federal and state actions were pending, DOT ini-
tiated an interpretative proceeding and ultimately issued a
“Declaratory Order” ruling that included the following
provisions: (1) services at Love Field authorized by federal
law may not be restricted by the cities of Dallas and Fort
Worth; (2) the Wright and Shelby Amendments preempt
the ability of the City of Dallas to limit the type of airline
service operated at Love Field; (3) the commuter airline
exemption overrides any agreement between the Cities of
Dallas and Fort Worth; and (4) the Dallas-Fort Worth
International Airport Board may not enforce any contract
provision that allegedly bars an airline from operating
interstate airline service at another airport in the DFW
metropolitan area. In an accompanying “Procedural
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Order,” DOT rejected various procedural objections
raised by the parties. DOT subsequently reaffirmed its
rulings on reconsideration. Several of the parties appealed
challenging DOT’s declaratory order on procedural
grounds that DOT violated the Administrative Procedure
Act (APA).

DECISION DOT’s orders affirmed.

OPINION Garza, J. DOT issued its declaratory order
after conducting an informal adjudication, pursuant to its
authority under § 554(e) to “issue a declaratory ruling to
terminate a controversy or remove uncertainty.” [Cita-
tions.] Several parties object to DOT’s failure to adhere to
the APA’s notice requirements for formal adjudications.
However, in the absence of a statute requiring an agency to
conduct its adjudication “on the record after opportunity
for agency hearing,” [citation], an agency can define its
own procedures for conducting an informal adjudication.
[Citation.]

While the APA does not expressly require notice in
informal adjudications, courts have inferred a requirement
that there be “some sort of procedures for notice [and]
comment *** as a necessary means of carrying out our
responsibility for a thorough and searching review [of
agency action|.” [Citation.] Here, DOT issued an order in
which it specified the legal issues on which it would rule,
allowed the parties to submit comments on these issues,
and extended the comment period at the request of several
parties. It then ruled on precisely the issues that it identi-
fied. We find that DOT’s actions satisfied the minimum
procedural notice requirements. [Citation.]

Fort Worth contends that DOT failed to comply with
§ 554(b) by neglecting to notify parties that DOT would
also be considering a factual issue: the effect of increased
service at Love Field on DFW Airport. This argument fails
for two reasons. First, as noted, the formal notice require-
ment of § 554(b) does not apply to an informal adjudica-
tion. Second, the parties were effectively on notice of this
issue since it was one that they could reasonably expect to
arise given the issues of which DOT gave notice. [Cita-
tion.] The fact that Dallas, Continental Express, and
Legend all submitted factual evidence to DOT should also
have put Fort Worth on notice that it could submit its own
factual evidence.

We also note the absence of anything in the record to
indicate that Fort Worth possesses any information bearing
on the impact of increased service at Love Field. Fort
Worth has had three opportunities to present or identify
such evidence—during the comment period, in its motion
for reconsideration, and in its brief on appeal—but has not
demonstrated that it possesses relevant factual information
not considered by DOT. This continued failure to identify
the evidence it would have submitted indicates that Fort
Worth was not prejudiced by any inadequacy in DOT’s
notice. [Citations. |
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We also reject the DFW Board’s argument that DOT’s
order amounts to a substantive rule subject to the notice
and comment provision of § 553. Agencies have discre-
tion to choose between adjudication and rulemaking as
a means of setting policy. [Citation.] In determining
whether an agency action constituted adjudication or
rulemaking, we look to the product of the agency action.
We also accord significant deference to an agency’s char-
acterization of its own action. [Citation.] Since the APA
defines “adjudication” as the “agency process for formu-
lating an order,” 5 U.S.C. § 551(7), and DOT classifies its
ruling as a declaratory order, we find that the agency engaged
in adjudication rather than rulemaking. Furthermore,
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because DOT’s order interpreted the rights of a small
number of parties properly before it, DOT did not abuse
its discretion by acting through an adjudicatory proceeding.
[Citation.]

INTERPRETATION Although the APA does not
expressly require notice in informal adjudications, courts
have inferred there must be some procedures for notice and
comment.

CRITICAL THINKING QUESTION Why is it so

important that administrative agencies provide prior notice
of proposed rules and adjudications?

Limits on Administrative Agencies

An important and fundamental part of administrative law
is the limits imposed by judicial review upon the activities
of administrative agencies. On matters of policy, however,
courts are not supposed to substitute their judgment for
the agency’s judgment. Additional limitations arise from
the legislature and the executive branch, which, unlike the
judiciary, may address the wisdom and correctness of an
agency’s decision or action. See Figure 5-1, which illus-
trates the limits on administrative agencies. Moreover,

Figure 5-1
Limits on

Executive Control

o . ® Power of appointment
Administrative « Budgetary control
Impoundment of monies
appropriated
Restructuring of
executive agencies

Agencies

ADMINISTRATIVE
AGENCIES

Judicial Review
e Excess of authority
e Proper interpretation
of applicable law
o Violation of constitution
* Violation of required
legal procedure

legally required disclosure of agency actions provides fur-
ther protection for the public.

JubpiciAL REVIEW

As discussed in Chapter 4, judicial review describes the
process by which the courts examine governmental action.
Judicial review, which is available unless a statute pre-
cludes such review or the agency action is committed to
agency discretion by law, acts as a control or check on a
particular rule or order of an administrative agency.

Legislative Control

e Power over budget

e Amendment of
enabling statute

e Elimination of
agency

e Enactment of
guidelines
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General Requirements Parties seeking to challenge
agency action must have standing and must have ex-
hausted their administrative remedies. Standing requires
that the agency action injure the party in fact and that the
party assert an interest that is in the “zone of interests to
be protected or regulated by the statute in question.” Judi-
cial review is ordinarily available only for final agency
action. Accordingly, if a party seeks review while an
agency proceeding is in progress, a court will usually

97

dismiss the action because the party has failed to exhaust
administrative remedies.

Practical Advice

Be sure to exhaust all of your administrative remedies
before seeking judicial review of action taken by an
administrative agency.

SUMMERS V. EARTH ISLAND INSTITUTE

SUPREME COURT OF THE UNITED STATES, 2009
555 U.S. _ , 129 S.CT. 1142, 173 L.ED.2D 1

http://www.supremecourtus.gov/opinions/08pdf/07-463.pdf

FACTS In 1992, Congress enacted legislation requiring
the Forest Service to establish a notice, comment, and
appeal process for proposed actions of the Forest Service
concerning projects and activities implementing land and
resource management plans. The Forest Service’s regula-
tions implementing this legislation provided that certain of
its procedures would not be applied to projects that the
Service considered categorically excluded from the require-
ment to file an environmental impact statement (EIS) or
environmental assessment (EA). Later amendments to the
Forest Service’s manual of implementing procedures,
adopted by rule after notice and comment, provided that
fire-rehabilitation activities on areas of less than 4,200
acres, and salvage-timber sales of 250 acres or less, did not
cause a significant environmental impact and thus would
be categorically exempt from the requirement to file an EIS
or EA. This had the effect of excluding these projects from
the notice, comment, and appeal process.

In the summer of 2002, fire burned a significant area of
the Sequoia National Forest. In September 2003, the Serv-
ice issued a decision memo approving the Burnt Ridge Pro-
ject, a salvage sale of timber on 238 acres damaged by that
fire. Pursuant to its categorical exclusion of salvage sales of
less than 250 acres, the Forest Service did not provide
notice in a form consistent with the Appeals Reform Act,
did not provide a period of public comment, and did not
make an appeal process available.

In December 2003, respondents—a group of organiza-
tions dedicated to protecting the environment (“Earth
Island”)—filed a complaint, challenging the failure of the
Forest Service to apply to the Burnt Ridge Project its reg-
ulations implementing requiring prior notice and comment

and setting forth an appeal procedure. The District Court
granted a preliminary injunction against the sale, and the
parties then settled their dispute as to Burnt Ridge.
Although concluding that the sale was no longer at issue,
and despite the Government’s argument that respondents
therefore lacked standing to challenge the regulations,
the court nevertheless proceeded to adjudicate the merits
of their challenges, invalidating several regulations,
including the notice and comment and the appeal provi-
sions, and entered a nationwide injunction against their
application.

The Ninth Circuit held that Earth Island’s challenges
to regulations not at issue in the Burnt Ridge Project were
not ripe for adjudication because there was not a suffi-
cient case or controversy before the court to sustain a
challenge. It affirmed, however, the District Court’s deter-
mination that the regulations applicable to the Burnt
Ridge Project were contrary to law and upheld the nation-
wide injunction against their application. The Govern-
ment sought review of the question whether Earth Island
could challenge the regulations at issue in the Burnt
Ridge Project, and if so whether a nationwide injunction
was appropriate relief. The U.S. Supreme Court granted
certiorari.

DECISION The judgment of the Court of Appeals is
reversed in part and affirmed in part.

OPINION Scalia, J. In limiting the judicial power to
“Cases” and “Controversies,” Article III of the Constitution
restricts it to the traditional role of Anglo-American courts,
which is to redress or prevent actual or imminently
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threatened injury to persons caused by private or official
violation of law. Except when necessary in the execution
of that function, courts have no charter to review and
revise legislative and executive action. [Citations.] This li-
mitation “is founded in concern about the proper—and
properly limited—role of the courts in a democratic soci-
ety.” [Citations.]

The doctrine of standing is one of several doctrines
that reflect this fundamental limitation. It requires fed-
eral courts to satisfy themselves that “the plaintiff has
‘alleged such a personal stake in the outcome of the con-
troversy’ as to warrant his invocation of federal-court ju-
risdiction.” [Citation.] He bears the burden of showing
that he has standing for each type of relief sought. [Cita-
tion.] To seek injunctive relief, a plaintiff must show that
he is under threat of suffering “injury in fact” that is con-
crete and particularized; the threat must be actual and
imminent, not conjectural or hypothetical; it must be
fairly traceable to the challenged action of the defendant;
and it must be likely that a favorable judicial decision
will prevent or redress the injury. [Citation.] This
requirement assures that “there is a real need to exercise
the power of judicial review in order to protect the inter-
ests of the complaining party,” [Citation.] Where that
need does not exist, allowing courts to oversee legislative
or executive action “would significantly alter the alloca-
tion of power ... away from a democratic form of gov-
ernment,” [citation].

The regulations under challenge here neither require nor
forbid any action on the part of respondents. The stand-
ards and procedures that they prescribe for Forest Service
appeals govern only the conduct of Forest Service officials
engaged in project planning. “[W]hen the plaintiff is not
himself the object of the government action or inaction he
challenges, standing is not precluded, but it is ordinarily
‘substantially more difficult’ to establish.” [Citation.] Here,
respondents can demonstrate standing only if application
of the regulations by the Government will affect them in
the manner described above.

It is common ground that the respondent organizations
can assert the standing of their members. To establish the
concrete and particularized injury that standing requires,
respondents point to their members’ recreational interests
in the National Forests. While generalized harm to the
forest or the environment will not alone support standing,
if that harm in fact affects the recreational or even the
mere esthetic interests of the plaintiff, that will suffice.
[Citation.]

Affidavits submitted to the District Court alleged that
organization member Ara Marderosian had repeatedly
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visited the Burnt Ridge site, that he had imminent plans to
do so again, and that his interests in viewing the flora and
fauna of the area would be harmed if the Burnt Ridge Pro-
ject went forward without incorporation of the ideas he
would have suggested if the Forest Service had provided
him an opportunity to comment. The Government con-
cedes this was sufficient to establish Article III standing
with respect to Burnt Ridge. [Citation.] Marderosian’s
threatened injury with regard to that project was originally
one of the bases for the present suit. After the District
Court had issued a preliminary injunction, however, the
parties settled their differences on that score. Mardero-
sian’s injury in fact with regard to that project has been
remedied, and it is, as the District Court pronounced, “not
at issue in this case.” [Citation.] We know of no precedent
for the proposition that when a plaintiff has sued to chal-
lenge the lawfulness of certain action or threatened action
but has settled that suit, he retains standing to challenge
the basis for that action (here, the regulation in the
abstract), apart from any concrete application that threat-
ens imminent harm to his interests. Such a holding would
fly in the face of Article II’s injury-in-fact requirement.
[Citation.]

Respondents have identified no other application of the
invalidated regulations that threatens imminent and con-
crete harm to the interests of their members. ***

Respondents argue that they have standing to bring
their challenge because they have suffered procedural
injury, namely that they have been denied the ability to
file comments on some Forest Service actions and will
continue to be so denied. But deprivation of a procedural
right without some concrete interest that is affected by
the deprivation—a procedural right in vacuo—is insuffi-
cient to create Article III standing. Only a “person who
has been accorded a procedural right to protect his con-
crete interests can assert that right without meeting all
the normal standards for redressability and immediacy.”
[Citation.] ***

INTERPRETATION The doctrine of standing requires
a plaintiff seeking injunctive relief to show that he is under
threat of suffering injury in fact that is concrete and par-
ticularized; the threat is actual and imminent; the threat is
fairly traceable to the challenged action of the defendant;
and it is likely that a favorable judicial decision will pre-
vent or redress the injury.

CRITICAL THINKING QUESTION What policy

reasons support and which oppose the standing requirement?
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In exercising judicial review, the court may decide ei-
ther to compel agency action unlawfully withheld or to set
aside impermissible agency action. In making its determi-
nation, the court must review the whole record and may
set aside agency action only if the error is prejudicial.

Questions of Law When conducting a review, a court
decides all relevant questions of law, interprets constitu-
tional and statutory provisions, and determines the mean-
ing or applicability of the terms of an agency action. This
review of questions of law includes determining whether
the agency has (1) exceeded its authority, (2) properly
interpreted the applicable law, (3) violated any constitu-
tional provision, or (4) acted contrary to the procedural
requirements of the law.

Questions of Fact When reviewing factual determina-
tions, the courts use one of three different standards. Where

99

informal rulemaking or informal adjudication has occurred,
the standard generally is the arbitrary and capricious test,
which requires only that the agency had a rational basis for
reaching its decision. Where there has been a formal hear-
ing, the substantial evidence test usually applies. It also
applies to informal or hybrid rulemaking if the enabling
statute so requires. The substantial evidence test requires
the conclusions reached to be supported by “such relevant
evidence as a reasonable mind might accept as adequate to
support a conclusion.” Finally, in rare instances, the review-
ing court may apply the unwarranted by the facts standard,
which permits the court to try the facts de novo. This strict
review is available only when the enabling statute so pro-
vides, when the agency has conducted an adjudication with
inadequate fact-finding procedures, or when issues that
were not before the agency are raised in a proceeding to
enforce nonadjudicative agency action.

FCC v. Fox TELEVISION STATIONS

SUPREME COURT OF THE UNITED STATES, 2009

555 U.S. ,

129 S.CT. 1800

http://www.law.cornell.edu/supct/html/07-582.Z0.html

FACTS Federal law bans the broadcasting of “any ...
indecent ... language,” which includes references to sexual
or excretory activity or organs. Congress has given the Fed-
eral Communication Commission (FCC) various means of
enforcing this indecency ban, including civil fines, license
revocations, and the denial of license renewals. The Com-
mission first invoked the statutory ban on indecent broad-
casts in 1975, declaring a daytime broadcast of George
Carlin’s “Filthy Words” monologue actionably indecent. In
the ensuing years, the Commission took a cautious, but
gradually expanding, approach to enforcing the statutory
prohibition against indecent broadcasts. Although the
Commission had expanded its enforcement beyond the “re-
petitive use of specific words or phrases,” it preserved a dis-
tinction between literal and nonliteral (or “expletive”) uses
of evocative language. The Commission explained that
each literal “description or depiction of sexual or excretory
functions must be examined in context to determine
whether it is patently offensive,” but that “deliberate and
repetitive use ... is a requisite to a finding of indecency”
when a complaint focuses solely on the use of nonliteral
expletives. In 2004, the FCC’s Golden Globes Order
declared for the first time that an expletive (nonliteral) use
of the F-Word or the Sh-Word could be actionably inde-
cent, even when the word is used only once. The first order
to this effect dealt with an NBC broadcast of the Golden

Globe Awards, in which the performer Bono commented,
“This is really, really, f* * *ing brilliant.”

This case concerns utterances in two live broadcasts
aired by Fox Television Stations, Inc., and its affiliates
prior to the Commission’s Golden Globes Order. The first
occurred during the 2002 Billboard Music Awards, when
the singer Cher exclaimed, “Ive also had critics for the last
40 years saying that I was on my way out every year.
Right. So f* * * ’em.” The second involved a segment of
the 2003 Billboard Music Awards, during the presentation
of an award by Nicole Richie and Paris Hilton, principals
in a Fox television series called “The Simple Life.” Ms. Hil-
ton began their interchange by reminding Ms. Richie to
“watch the bad language,” but Ms. Richie proceeded to
ask the audience, “Why do they even call it “The Simple
Life?’ Have you ever tried to get cow s* * * out of a Prada
purse? It’s not so f* * *ing simple.” Following each of
these broadcasts, the Commission received numerous
complaints from parents whose children were exposed to
the language.

In 2006, the FCC found both broadcasts to have vio-
lated the prohibition against indecency. The FCC’s order
stated that the Golden Globes Order eliminated any doubt
that fleeting expletives could be actionable; declared that
under the new policy, a lack of repetition weighs against a
finding of indecency, but is not a safe harbor; and held that
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both broadcasts met the new test because one involved a
literal description of excrement and both invoked the F-
word. The order did not impose sanctions for either broad-
cast. The Second Circuit set aside the agency action, declin-
ing to address the constitutionality of the FCC’s action but
finding the FCC’s reasoning inadequate under the Admin-
istrative Procedure Act (APA).

DECISION The judgment of the United States Court of
Appeals for the Second Circuit is reversed, and the case is
remanded.

OPINION Scalia, J. The Administrative Procedure Act,
[citation], which sets forth the full extent of judicial
authority to review executive agency action for proce-
dural correctness, [citation], permits (insofar as relevant
here) the setting aside of agency action that is “arbitrary”
or “capricious,” [citation]. Under what we have called this
“narrow” standard of review, we insist that an agency
“examine the relevant data and articulate a satisfactory
explanation for its action.” Motor Vehicle Mfrs. Assn. of
United States, Inc. v. State Farm Mut. Automobile Ins. Co.,
[citation]. We have made clear, however, that “a court is
not to substitute its judgment for that of the agency,”
[citation], and should “uphold a decision of less than ideal
clarity if the agency’s path may reasonably be discerned,”
[citation].

In overturning the Commission’s judgment, the Court
of Appeals here relied in part on Circuit precedent requir-
ing a more substantial explanation for agency action that
changes prior policy. The Second Circuit has interpreted
the Administrative Procedure Act and our opinion in State
Farm as requiring agencies to make clear “‘why the original
reasons for adopting the [displaced] rule or policy are no
longer dispositive’” as well as “‘why the new rule effectu-
ates the statute as well as or better than the old rule.””
[Citation.] ***

We find no basis in the Administrative Procedure Act
or in our opinions for a requirement that all agency
change be subjected to more searching review. The Act
mentions no such heightened standard. And our opinion
in State Farm neither held nor implied that every agency
action representing a policy change must be justified by
reasons more substantial than those required to adopt a
policy in the first instance. That case, which involved the
rescission of a prior regulation, said only that such action
requires “a reasoned analysis for the change beyond that
which may be required when an agency does not act in the
first instance.” [Citation.] Treating failures to act and
rescissions of prior action differently for purposes of the
standard of review makes good sense, and has basis in the
text of the statute, which likewise treats the two sepa-
rately. It instructs a reviewing court to “compel agency
action unlawfully withheld or unreasonably delayed,”
[citation], and to “hold unlawful and set aside agency
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action, findings, and conclusions found to be [among
other things] ... arbitrary [or] capricious,” [citation]. The
statute makes no distinction, however, between initial
agency action and subsequent agency action undoing or
revising that action.

To be sure, the requirement that an agency provide rea-
soned explanation for its action would ordinarily demand
that it display awareness that it is changing position. An
agency may not, for example, depart from a prior policy
sub silentio or simply disregard rules that are still on the
books. [Citation.] And of course the agency must show
that there are good reasons for the new policy. But it need
not demonstrate to a court’s satisfaction that the reasons
for the new policy are better than the reasons for the old
one; it suffices that the new policy is permissible under the
statute, that there are good reasons for it, and that the
agency believes it to be better, which the conscious change
of course adequately indicates. This means that the agency
need not always provide a more detailed justification than
what would suffice for a new policy created on a blank
slate. Sometimes it must—when, for example, its new pol-
icy rests upon factual findings that contradict those which
underlay its prior policy; or when its prior policy has
engendered serious reliance interests that must be taken
into account. [Citation.] It would be arbitrary or capricious
to ignore such matters. In such cases it is not that further
justification is demanded by the mere fact of policy change;
but that a reasoned explanation is needed for disregarding
facts and circumstances that underlay or were engendered
by the prior policy.

Judged under the above described standards, the Com-
mission’s new enforcement policy and its order finding the
broadcasts actionably indecent were neither arbitrary nor
capricious. First, the Commission forthrightly acknowl-
edged that its recent actions have broken new ground, tak-
ing account of inconsistent “prior Commission and staff
action” and explicitly disavowing them as “no longer good
law.” [Citation.] *** There is no doubt that the Commis-
sion knew it was making a change. That is why it declined
to assess penalties ***.

Moreover, the agency’s reasons for expanding the scope
of its enforcement activity were entirely rational. *** Even
isolated utterances can be made in “pander[ing,] ... vulgar
and shocking” manners, [citation], and can constitute
harmful “‘first blow[s]’” to children, [citation]. It is surely
rational (if not inescapable) to believe that a safe harbor
for single words would “likely lead to more widespread use
of the offensive language,” [Citation.]

The Second Circuit did not definitively rule on the con-
stitutionality of the Commission’s orders, but respondents
nonetheless ask us to decide their validity under the First
Amendment. This Court, however, is one of final review,
“not of first view.” [Citation.] *** We see no reason to
abandon our usual procedures in a rush to judgment
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without a lower court opinion. We decline to address the
constitutional questions at this time.

INTERPRETATION For agency action to be upheld
on review under the Administrative Procedure Act’s
“arbitrary or capricious” standard, the agency must have
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examined relevant data and articulated a satisfactory ex-
planation for its action.

CRITICAL THINKING QUESTION What policies

support limitations on judicial review of agency action?
Were these policies implicated in this case?

LEGISLATIVE CONTROL

The legislature may exercise control over administrative
agencies in various ways. Through its budgetary power, it
may greatly restrict or expand an agency’s operations.
Congress may amend an enabling statute to increase, mod-
ify, or decrease an agency’s authority. Even more drasti-
cally, it may completely eliminate an agency. Or, Congress
may establish general guidelines to govern agency action,
as it did by enacting the APA. Moreover, it may reverse or
change an agency rule or decision by specific legislation.
In addition, each house of Congress has oversight commit-
tees that review the operations of administrative agencies.
Finally, the Senate has the power of confirmation over
some high-level appointments to administrative agencies.

In 1996, Congress enacted the Congressional Review
Act, which subjects most rules to a new, extensive form of
legislative control. With limited exceptions, the Act
requires agencies to submit newly adopted rules to each
house of Congress before they can take effect. If the rule is
a major rule, it does not become final until Congress has
had an opportunity to disapprove it. A major rule is any
rule that the Office of Management and Budget (OMB)
finds has resulted in or is likely to result in (1) an annual
effect on the economy of at least $100 million; (2) a major
increase in costs or prices; or (3) a significant adverse
effect on competition, employment, investment, productiv-
ity, innovation, or international competitiveness of U.S.
enterprises. If the rule is not a major rule, it takes effect as
it otherwise would have after its submission to Congress;
it is subject to possible disapproval by Congress. All rules
covered by the Act shall not take effect if Congress adopts
a joint resolution of disapproval. The President may veto
the joint resolution, but Congress may then vote to over-
ride the veto. A rule that has been disapproved is treated
as though it had never taken effect.

CoNTROL BY EXECUTIVE BRANCH

By virtue of their power to appoint and remove their chief
administrators, U.S. Presidents have significant control
over the administrative agencies housed within the execu-
tive branch. With respect to independent agencies, how-
ever, the President has less control because commissioners

serve for a fixed term that is staggered with the President’s
term of office. Nevertheless, his power to appoint agency
chairs and to fill vacancies confers considerable control, as
does his power to remove commissioners for statutorily
defined cause. The President’s central role in the budgeting
process of agencies also enables him to exert great control
over agency policy and operations. Even more extreme is
the President’s power to impound monies appropriated to
an agency by Congress. In addition, the President may
radically alter, combine, or even abolish agencies of the
executive branch unless either house of Congress disap-
proves such an act within a prescribed time.

DI1SCLOSURE OF INFORMATION

Requiring administrative agencies to disclose information
about their actions makes them more accountable to the
public. Accordingly, Congress has enacted disclosure stat-
utes to enhance public and political oversight of agency
activities. These statutes include the Freedom of Informa-
tion Act (FOIA), the Privacy Act, and the Government in
the Sunshine Act.

Freedom of Information Act First enacted in
1966, FOIA gives the public access to most records in the
files of federal administrative agencies. Once a person has
requested files, an agency must indicate within ten work-
ing days whether it intends to comply with the request and
must within a reasonable time respond to the request. The
agency may charge a fee for providing the records.

FOIA permits agencies to deny access to nine categories
of records: (1) records specifically authorized in the inter-
est of national defense or foreign policy to be kept secret;
(2) records that relate solely to the internal personnel rules
and practices of an agency; (3) records specifically
exempted by statute from disclosure; (4) trade secrets and
commercial or financial information that is privileged or
confidential; (5) interagency or intraagency memoran-
dums; (6) personnel and medical files, the disclosure of
which would constitute a clearly unwarranted invasion
of personal privacy; (7) investigatory records compiled for
law enforcement purposes; (8) records that relate to the
regulation or supervision of financial institutions; and
(9) certain geological and geophysical information and data.
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The Electronic Freedom of Information Act Amend-
ments require agencies to provide public access to infor-
mation in an electronic format. Agencies must, within one
year after their creation, make records available by com-
puter telecommunications or other electronic means.

Practical Advice
Be aware that the Freedom of Information Act may
give the public access to information you provide to
administrative agencies.

Privacy Act The Privacy Act protects certain govern-
ment records pertaining to individuals that a federal
agency maintains and retrieves by an individual’s name or
other personal identifier, including social security number.
In general, the Privacy Act prohibits unauthorized disclo-
sures of those records covered by the Act. It also gives

Ethical Dilemma

The Legal Environment of Business Part II
individuals the right to review and copy records about
themselves, to find out whether these records have been
disclosed, and to request corrections or amendments of
these records, unless the records are legally exempt. It also
requires agencies to maintain in their records only that in-
formation about an individual that is relevant and neces-
sary to accomplish an agency function and to collect
information to the greatest extent practicable directly from
the individual.

Government in the Sunshine Act The Govern-
ment in the Sunshine Act requires meetings of many fed-
eral agencies to be open to the public. This act applies to
multimember bodies whose members the President
appoints with the advice and consent of the Senate, such
as the SEC, the FTC, the Federal Communications Com-
mission, the Consumer Product Safety Commission, and
the Commodity Futures Trading Commission. The act
does not cover executive agencies such as the EPA, the

FACTS Mrs. Barnett is a sixty-three-year-old widow who
has just been diagnosed with ovarian cancer. Because of the
lack of adequate screening procedures for this type of cancer,
Mrs. Barnett’s cancer has long gone undetected and has pro-
gressed considerably.

Dr. Jason, Mrs. Barnett’s doctor, will perform immediate
surgery, but the surgery will not effectively cure the cancer. He
has recommended that she undergo rigorous chemotherapy on
a monthly basis for eighteen months following surgery. There-
after, an exploratory operation can be conducted to assess the
success of the treatment. The proposed chemotherapy, which
involves the use of platinum, will cause severe side effects,
including nausea, oral lesions, and complete hair loss.

Dr. Jason has informed Mrs. Barnett and her two daugh-
ters, June and Sarina, that although chemotherapy will defer
their mother’s immediate death, her chances of a recovery are
slim. Dr. Jason stated that while, on average, one in three
patients undergoing such treatment could expect to recover, he
believed Mrs. Barnett’s recovery was highly unlikely. A second
opinion from a reputable cancer treatment center confirmed
Dr. Jason’s diagnosis and recommendations for treatment.

Sarina has heard of an experimental cancer drug being
tested in Europe and Scandinavia. Thus far the results seem
promising. Though the drug may be obtained in Norway, it is
not yet legal in the United States. The Food and Drug Admin-
istration (FDA) has just begun to review the drug, but it will
be years before the drug could receive FDA approval.

Should the Terminally Il1l Be Asked to Await FDA Approval
of Last-Chance Treatments?

Sarina is strongly opposed to the painful regimen of chem-
otherapy that has been proposed, particularly because the
treatment seems futile. She wants to fly to Norway, obtain the
experimental drug, and return with it to the United States.
Mrs. Barnett is much too ill to travel. June, on the other hand,
is opposed to any course of treatment that does not have the
approval of the FDA. Mrs. Barnett, who is weak and con-
fused, is looking to her daughters for guidance.

Social, Policy, and Ethical Considerations

1. If Mrs. Barnett were your mother, what recommendation
would you make? Under the circumstances, is it unethical
to use a drug that has not been approved by the FDA?

2. Asa policy matter, how should the FDA handle drugs for
life-threatening diseases?

3. Should individuals be allowed absolute freedom to take
risks with drug therapy?

4. Should the FDA apply different drug-approval standards
with regard to children who suffer from life-threatening
diseases?

5. As policy matter, how should the government and non-
profit organizations allocate resources among research
groups competing for funding? How should the govern-
ment, through its administrative agencies, establish prior-
ities for funding research on various illnesses?
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Food and Drug Administration, and the National High-
way Safety Administration.

Agencies generally may close meetings on the same

grounds upon which they may refuse disclosure of records
under FOIA. In addition, agencies such as the SEC and the
Federal Reserve Board may close meetings to protect
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information the disclosure of which would lead to finan-
cial speculation or endanger the stability of financial insti-
tutions. The Sunshine Act also permits agencies to close
meetings that concern agency participation in pending or
anticipated litigation.

Chapter Summary

Operation of Administrative Agencies

Rulemaking process by which an administrative agency promulgates rules of law
¢ Legislative Rules substantive rules issued by an administrative agency under the authority delegated

to it by the legislature

e Interpretative Rules statements issued by an administrative agency indicating how it construes its

governing statute

e Procedural Rules rules issued by an administrative agency establishing its organization, method of
operation, and rules of conduct for practice before it

Enforcement process by which agencies determine whether their rules have been violated

Adjudication formal methods by which an agency resolves disputes

Limits on Administrative Agencies

Judicial Review acts as a control or check by a court on a particular rule or order of an administrative

agency

Legislative Control includes control over the agency’s budget and enabling statute

Control by Executive Branch includes the President’s power to appoint members of the agency

Disclosure of Information congressionally required public disclosure enhances oversight of agency

activities

Case Problems

Congress passed the Emergency Price Control Act in the in-
terest of national defense and security. The stated purpose of
the Act was “to stabilize prices and to prevent speculative,
unwarranted and abnormal increases in prices and rents....”
The Act established the Office of Price Administration,
which was authorized to establish maximum prices and
rents that were to be “generally fair and equitable and [were
to] effectuate the purposes of this Act.” Stark was convicted
for selling beef at prices in excess of those set by the agency.
Stark appeals on the ground that the Act unconstitutionally
delegated to the agency the legislative power of Congress to
control prices. Is Stark correct in this contention?

The Secretary of Commerce (Secretary) published a notice in
the Federal Register inviting comments regarding flammabil-
ity standards for mattresses. Statistical data were compiled,
consultant studies were conducted, and seventy-five groups

submitted comments. The Secretary then determined that all
mattresses, including crib mattresses, must pass a cigarette
test, consisting of bringing a mattress in contact with a burn-
ing cigarette. The department’s staff supported this position
by stating: “Exemption of youth and crib mattresses is not
recommended. While members of these age groups do not
smoke, their parents frequently do, and the accidental drop-
ping of a lighted cigarette on these mattresses while attend-
ing to a child is a distinct possibility.” Bunny Bear, Inc., now
challenges the cigarette flammability test, asserting that the
standard was not shown to be applicable to crib mattresses,
as “infants and young children obviously do not smoke.”
Bunny Bear argues that the Secretary has not satisfied the
burden of proof justifying the inclusion of crib mattresses
within this general safety standard. Is Bunny Bear correct?
Explain.
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Reagan National Airport in Washington, D.C., is one of the
busiest and most crowded airports in the nation. Accordingly,
the Federal Aviation Administration (FAA) has restricted the
number of commercial landing and takeoff slots at National
to forty per hour. Allocation of the slots among the air car-
riers serving National had been by voluntary agreement
through an airline scheduling committee (ASC). When a new
carrier requested twenty slots during peak hours, National’s
ASC was unable to agree on a slot allocation schedule. The
FAA engaged in informal rulemaking and invited public com-
ment as a means to solve the slot allocation dilemma. The
FAA then issued Special Federal Aviation Regulation 43
(SFAR 43) based on public comments and a proposal made
at the last National ASC meeting, thereby decreasing the
number of slots held by current carriers and shifting some
slots to less desirable times. SFAR 43 also granted eighteen
slots to New York Air. More specifically, SFAR 43 requires
five carriers to give up one or more slots in specific hours dur-
ing the day, requires twelve carriers to shift one slot to the lat-
est hour of operations, and then reserves and allocates the
yielded slots among the new entrants and several other car-
riers. Northwest Airlines seeks judicial review of SFAR 43,
claiming that it is arbitrary, capricious, and not a product of
reasoned decision making, and that it capriciously favors the
Washington—-New York market as well as the new carrier.
What standard would apply to the agency’s actions? Should
Northwest prevail? Explain.

Bachowski was defeated in a United Steelworkers of Amer-
ica union election. After exhausting his union remedies,
Bachowski filed a complaint with Secretary of Labor Dun-
lop. Bachowski invoked the Labor-Management Reporting
and Disclosure Act, which required Dunlop to investigate
the complaint and determine whether to bring a court action
to set aside the election. Dunlop decided such action was
unwarranted. Bachowski then filed an action in a federal
district court to order Dunlop to file suit to set aside the elec-
tion. What standard of review would apply and what would
Bachowski have to prove to prevail under that standard?

The Federal Crop Insurance Corporation (FCIC) was cre-
ated as a wholly government-owned corporation to insure
wheat producers against unavoidable crop failure. As
required by law, the FCIC published in the Federal Register
conditions for crop insurance. Specifically, the FCIC pub-
lished that spring wheat reseeded on winter wheat acreage
was ineligible for coverage. When farmer Merrill applied for
insurance on his wheat crop, he informed the local FCIC
agent that 400 of his 460 acres of spring wheat were
reseeded on the winter acreage. The agent advised Merrill
that his entire crop was insurable. When drought destroyed
Merrill’s wheat, Merrill tried to collect the insurance, but
the FCIC refused to pay, asserting that Merrill is bound by
the notice provided by publication of the regulation in the
Federal Register. Is the FCIC correct? Explain.

The Department of Energy (DOE) issued a subpoena request-
ing information regarding purchases, sales, exchanges, and
other transactions in crude oil from Phoenix Petroleum

The Legal Environment of Business Part II

Company (Phoenix). The aim of the DOE audit was to
uncover violations of the Emergency Petroleum Allocation
Act of 1973 (EPAA). The EPAA contained provisions for
summary, or expedited, enforcement of DOE decisions.
However, after the subpoena was issued but before Phoenix
had responded, the EPAA expired. The EPAA provided that
“The authority to promulgate and amend any regulation, or
to issue any order under this Chapter shall expire at mid-
night September 30, 1981, but such expiration shall not
affect any action or pending proceedings, administrative,
civil or criminal action or proceeding, whether or not pend-
ing, based upon any act committed or liability incurred prior
to such expiration date.” Using the summary enforcement
provisions of the now-defunct EPAA, the DOE sues to
enforce the subpoena. Phoenix argues that because the
EPAA has expired, the DOE lacks the authority either to
issue the subpoena or to use the summary enforcement pro-
visions. Is Phoenix correct? Why?

Under the Communications Act of 1934 the Federal Com-
munications Commission may not impose common carrier
obligations on cable operators. A common carrier is one that
“makes a public offering to provide [communication facili-
ties] whereby all members of the public who choose to
employ such facilities may communicate or transmit....” In
May 1976, the Commission issued rules requiring cable tele-
vision systems of a designated size (a) to develop a minimum
ten-channel capacity by 1986; (b) to make available on a
first-come, nondiscriminatory basis certain channels for
access by third parties; and (c) to furnish equipment and
facilities for such access. The purpose of these rules was to
ensure public access to the cable systems. Midwest Video
Corporation claimed that the access rules exceeded the
Commission’s jurisdiction granted it by the Communica-
tions Act of 1934, because the rules infringe upon the cable
systems’ journalistic freedom by in effect treating the cable
operators as “common carriers.” The Commission con-
tended that its expansive mandate under the Communica-
tions Act to supervise and regulate broadcasting
encompassed the access rules. Did the Commission exceed
its authority under the Act?

Congress enacted the National Traffic and Motor Vehicle
Safety Act of 1966 (the Act) for the purpose of reducing the
number of traffic accidents that result in death or personal
injury. The Act directs the Secretary of Transportation to
issue motor vehicle safety standards in order to improve the
design and safety features of cars. The Secretary has dele-
gated authority to promulgate safety standards to the
National Highway Traffic Safety Administration (NHTSA)
under the informal rulemaking procedure of the APA. The
Act also authorizes judicial review under the provisions of
the Administrative Procedure Act (APA) of all orders estab-
lishing, amending, or revoking a federal motor vehicle safety
standard issued by the NHTSA.

Pursuant to the Act, the NHTSA issued Motor Vehicle
Safety Standard 208, which required all cars made after
September 1982 to be equipped with passive restraints
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(either automatic seatbelts or airbags). The cost of imple-
menting the standard was estimated to be around $1 billion.
However, early in 1981, due to changes in economic circum-
stances and particularly due to complaints from the automo-
tive industry, the NHTSA rescinded Standard 208. The
NHTSA had originally assumed that car manufacturers
would install airbags in 60 percent of new cars and passive
seatbelts in 40 percent. However, by 1981 it appeared that
manufacturers were planning to install seatbelts in 99 percent
of all new cars. Moreover, the majority of passive seatbelts
could be easily and permanently detached by consumers.
Therefore, the NHTSA felt that Standard 208 would not
result in any significant safety benefits. State Farm Mutual
Automobile Insurance Company (State Farm) and the
National Association of Independent Insurers (NAII) filed
petitions in federal court for review of the NHTSA’s rescis-
sion of Standard 208. What standard of review would apply
to the rescission? Should it be set aside? Explain.

Section 7 (a)(2) of the Endangered Species Act of 1973 (ESA).
provides (in relevant part) that “[e]ach Federal agency shall,
in consultation with and with the assistance of the Secretary
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(of the Interior), insure that any action authorized, funded, or
carried out by such agency ... is not likely to jeopardize the
continued existence of any endangered species or threatened
species or result in the destruction or adverse modification of
habitat of such species which is determined by the Secretary,
after consultation as appropriate with affected States, to be
critical.” In 1978, the Fish and Wildlife Service and the
National Marine Fisheries Service, on behalf of the Secretary
of the Interior and the Secretary of Commerce respectively,
promulgated a joint regulation stating that the obligations
imposed by Section 7(a)(2) extend to actions taken in foreign
nations. In 1983, the Interior Department proposed a revised
joint regulation that would require consultation only for
actions taken in the United States or on the high seas. Shortly
thereafter, Defenders of Wildlife and other organizations filed
an action against the Secretary of the Interior, seeking a de-
claratory judgment that the new regulation is in error as to
the geographic scope of Section 7(a)(2) and an injunction
requiring the Secretary to promulgate a new regulation restor-
ing the initial interpretation. Do the plaintiffs have standing
to bring this action? Explain.
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CRIMINAL LAW

These guys commit their crimes with a pencil instead of a gun.
Bronx DisTrIcT ATTORNEY (SPEAKING ABOUT CORPORATE CRIME TO THE NEw YORK Times, 1985)

LEARNING OBJECTIVES

After reading this chapter you should be able to:

1. Describe criminal intent and the various degrees
of mental fault.

2. Identify the significant features of white-collar
crimes, corporate crimes, and Racketeer Influ-
enced and Corrupt Organizations Act (RICO).

3. List and define the crimes against business.

s we discussed in Chapter 1, the civil law defines
duties the violation of which constitutes a wrong
against the injured party. The criminal law, on
the other hand, establishes duties the violation of which is
a societal wrong against the whole community. Civil law
is a part of private law, whereas criminal law is a part of
public law. In a civil action, the injured party sues to
recover compensation for the damage and injury that he
has sustained as a result of the defendant’s wrongful con-
duct. The party bringing a civil action (the plaintiff) has
the burden of proof, which he must sustain by a prepon-
derance (greater weight) of the evidence. The purpose of
the civil law is to compensate the aggrieved party.
Criminal law is designed to prevent harm to society by
defining criminal conduct and establishing punishment for
such conduct. In a criminal case, the defendant is prose-
cuted by the government, which must prove the defendant’s
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4. Describe the defenses of person or property,
duress, mistake of fact, and entrapment.

5. List and explain the constitutional amendments
affecting criminal procedure.

guilt beyond a reasonable doubt, a significantly higher
burden of proof than that required in a civil action. More-
over, under our legal system, guilt is never presumed.
Indeed, the law presumes the innocence of the accused,
and this presumption is unaffected by the defendant’s fail-
ure to testify in her own defense. The government still has
the burden of affirmatively proving the guilt of the accused
beyond a reasonable doubt.

Of course, the same conduct may, and often does, con-
stitute both a crime and a tort, which is a civil wrong. (We
will discuss torts in Chapters 7 and 8.) But an act may be
criminal without being tortious; by the same token, an act
may be a tort but not a crime.

Because of the increasing use of criminal sanctions to
enforce governmental regulation of business, criminal law
is an essential part of business law. Moreover, businesses
sustain considerable loss as victims of criminal actions.
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Accordingly, this chapter covers the general principles of
criminal law and criminal procedure as well as specific
crimes and defenses relevant to business.

Nature of Crimes

A crime is any act or omission forbidden by public law in
the interest of protecting society and made punishable by
the government in a judicial proceeding brought by it.
Punishment for criminal conduct includes fines, imprison-
ment, probation, and death. In addition, some states and
the federal government have enacted victim indemnifica-
tion statutes, which establish funds, financed by criminal
fines, to provide indemnification in limited amounts to vic-
tims of criminal activity. Crimes are prohibited and pun-
ished on grounds of public policy, which may include the
protection and safeguarding of government (as in treason),
human life (as in murder), or private property (as in lar-
ceny). Additional purposes for criminal law include deter-
rence, rehabilitation, and retribution.

Historically, criminal law was primarily common law.
Today, however, criminal law is almost exclusively statu-
tory. All states have enacted comprehensive criminal law
statutes (or codes) covering most, if not all, of the common
law crimes. Moreover, these statutes have made the num-
ber of crimes defined in criminal law far greater than the
number of crimes defined under common law. Some codes
expressly limit crimes to those the code includes, thus abol-
ishing common law crimes. Nonetheless, some states do
not define all crimes statutorily; therefore, the courts must
rely on common law definitions. Because there are no fed-
eral common law crimes, all federal crimes are statutory.

Within recent times, the scope of the criminal law has
increased greatly. The scope of traditional criminal behav-
ior has been expanded by numerous regulations and laws,
pertaining to nearly every phase of modern living, that
contain criminal penalties. Typical examples in the field of
business law are those laws concerning the licensing and
conduct of a business, antitrust laws, and laws governing
the sales of securities.

EsseNTIAL ELEMENTS

In general, a crime consists of two elements: (1) the wrong-
ful or overt act (actus reu) and (2) the criminal or mental
intent (mens rea). For example, to support a larceny con-
viction it is not enough to show that the defendant stole
another’s goods; it must also be established that he
intended to steal the goods. Conversely, criminal intent
without an overt act is not a crime. For instance, Ann
decides to rob the neighborhood grocery store and then
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really “live it up.” Without more than the thought, Ann
has committed no crime.

Actus reus refers to all the nonmental elements of a
crime, including the physical act that must be performed,
the circumstances under which it must be performed, and
the consequences of that act. The actus reus required for
specific crimes will be discussed later in this chapter.

Mens rea, or mental fault, refers to the mental element of a
crime. Most common law and some statutory crimes require
subjective fault, whereas other crimes require objective fault;
some statutory crimes require no fault at all. The American
Law Institute’s proposed Model Penal Code and most mod-
ern criminal statutes recognize three possible types of subjec-
tive fault: purposeful, knowing, and reckless. A person acts
purposely or intentionally if his conscious object is to engage
in the prohibited conduct or to cause the prohibited result.
Thus, if Arthur, with the desire to kill Donna, shoots his rifle
at Donna, who is seemingly out of gunshot range, and in fact
does kill her, Arthur had the purpose or intent to kill Donna.
If Benjamin, desiring to poison Paula, places a toxic chemical
in the water cooler in Paula’s office and unwittingly poisons
Gail and Ram, Benjamin will be found to have purposefully
killed Gail and Ram, because Benjamin’s intent to kill Paula
is transferred to Gail and Ram, regardless of Benjamin’s feel-
ings toward Gail and Ram.

A person acts knowingly if he is aware that his conduct
is of a prohibited type or is practically certain to cause a
prohibited result. A person acts recklessly if he consciously
disregards a substantial and unjustifiable risk that his con-
duct is prohibited or that it will cause a prohibited result.

Objective fault involves a gross deviation from the
standard of care that a reasonable person would observe
under given circumstances. Criminal statutes refer to objec-
tive fault by terms such as carelessness or negligence. Such
conduct occurs when a person should be aware of a sub-
stantial and unjustifiable risk that his conduct is prohibited
or will cause a prohibited result. Examples of crimes requir-
ing objective fault are involuntary manslaughter (negli-
gently causing the death of another), carelessly driving an
automobile, and, in some states, issuing a bad check.

Many regulatory statutes have totally dispensed with
the mental element of a crime by imposing criminal liabil-
ity without fault. Without regard to the care that a person
exercises, criminal liability without fault makes it a crime
for that person to do a specified act or to bring about a
certain result. Statutory crimes imposing liability without
fault include the sale of adulterated food, the sale of nar-
cotics without a prescription, and the sale of alcoholic bev-
erages to a minor. Most of these crimes involve regulatory
statutes dealing with health and safety and impose only
fines for violations. See State v. Morse later in this chapter.

See the Concept Review 6.1 for an overview of degree
of mental fault.
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CONCEPT REVIEW 6-1

The Legal Environment of Business Part II

Degrees of Mental Fault

Type Fault Required Examples
Subjective fault Purposeful Larceny
Knowing Embezzlement
Reckless
Objective fault Negligent Careless driving
Careless Issuing bad checks (some states)
Liability without fault None Sale of alcohol to a minor

Classification

Historically, crimes have been classified mala in se
(wrongs in themselves or morally wrong, such as murder)
or mala prohibita (not morally wrong but declared wrong-
ful by law, such as the failure to drive on the right side of
the road). From the standpoint of the seriousness of the
offense, crimes are also classified as a felony, which is a seri-
ous crime (any crime punishable by death or imprisonment
in the penitentiary), or as a misdemeanor, which is a less
serious crime (any crime punishable by a fine or imprison-
ment in a local jail).

Vicarious LIABILITY

Vicarious liability is liability imposed upon one person for
the acts of another. Employers are vicariously liable for
the authorized criminal acts of their employees if the
employer directed, participated in, or approved of the act.
For example, if an employer directs its vice president of
marketing to fix prices with its company’s competitors,
and the employee does so, both the employer and em-
ployee have criminally violated the Sherman Antitrust Act.
On the other hand, employers ordinarily are not liable for
the unauthorized criminal acts of their employees. As pre-
viously discussed, most crimes require mental fault; this
element is not present, so far as criminal responsibility of
the employer is concerned, where the employee’s criminal
act was not authorized.

Employers may, however, be subject to a criminal pen-
alty for the unauthorized act of an adviser or manager act-
ing in the scope of employment. Moreover, an employer
may be criminally liable under a liability without fault
statute for certain unauthorized acts of an employee,
whether the employee is managerial or not. For example,

Sale of adulterated food

many states have statutes that punish “every person who
by himself or his employee or agent sells anything at short
weight,” or “whoever sells liquor to a minor and any sale
by an employee shall be deemed the act of the employer as
well.”

Practical Advice

Because employers may be criminally liable for the acts
of their employees, you should exercise due diligence in
adequately checking the backgrounds of prospective
employees.

LiaBILITY OF A CORPORATION

Historically, corporations were not held criminally liable
because, under the traditional view, a corporation could
not possess the requisite criminal intent and, therefore,
was incapable of committing a crime. The dramatic
growth in size and importance of corporations changed
this view. Under the modern approach, a corporation may
be liable for violation of statutes imposing liability without
fault. In addition, a corporation may be liable when the
offense is perpetrated by a high corporate officer or the
board of directors. The American Law Institute’s Model
Penal Code provides that a corporation may be convicted
of a criminal offense for the conduct of its employees if

1. the legislative purpose of the statute defining the offense
is to impose liability on corporations and the conduct is
within the scope of the agent’s office or employment;

2. the offense consists of an omission to discharge a specific,
affirmative duty imposed upon corporations by law; or

3. the offense was authorized, requested, commanded, per-
formed, or recklessly tolerated by the board of directors
or by a high managerial agent of the corporation.
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By necessity, punishment of a corporation for crimes is
by fine rather than imprisonment. Nonetheless, those indi-
viduals bearing responsibility for the criminal act face
either fines or imprisonment, or both. The Model Penal
Code provides that the corporate agent having primary
responsibility for the discharge of a duty imposed by law
on the corporation is as accountable for the corporation’s
reckless omission to perform the required act as if the duty
were imposed by law directly upon him.

On November 1, 1991 (updated 2004), the Federal
Organizational Corporate Sentencing Guidelines took
effect. The overall purpose of the guidelines is to impose
sanctions that will provide just punishment and adequate
deterrence. To that end, the guidelines require corpora-
tions to formulate and implement compliance programs
reasonably designed to prevent potential legal violations
by the corporation and its employees.

The guidelines provide for a base corporate fine for
each criminal offense, calculated by one of the following:
(1) the amount listed in the guidelines’ offense-level fine
table (fines range from $5,000 to $72.5 million), (2) the
pecuniary gain to the organization, or (3) the pecuniary
loss as a result of the offense, to the extent that the loss
was intentionally, knowingly, or recklessly caused. In
addition, restitution is available to victims whenever
possible. In the most extreme case, a corporation’s char-
ter can be revoked. For a corporation that has imple-
mented an adequate compliance program, the fine can be
reduced to as little as 5 percent of the scheduled amount.
On the other hand, if a company does not have a proper
program in place, the fine can be multiplied by up to four
times.

An adequate compliance program should include the
following:

e standards and procedures to prevent and detect criminal
conduct;

e responsibility at all levels and adequate resources, and
authority for the program;

e personnel screening related to program goals;

e training at all levels;

¢ auditing, monitoring, and evaluating program effective-
ness;

* nonretaliatory internal reporting systems;

e incentives and discipline to promote compliance; and

e reasonable steps to respond to and prevent further similar
offenses upon detection of a violation.

Practical Advice

Companies should ensure that they have a satisfactory
corporate compliance program.
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White-Collar Crime

White-collar crime has been defined in various ways. The
Justice Department defines it as nonviolent crime involv-
ing deceit, corruption, or breach of trust. It includes
crimes committed by individuals—such as embezzlement
and forgery—as well as crimes committed on behalf of a
corporation—such as commercial bribery, product safety
and health crimes, false advertising, and antitrust viola-
tions. Regardless of the definition, white-collar crime
clearly costs society billions of dollars (estimates range
from $40 billion to more than $200 billion per year).
Historically, prosecution of white-collar crime was deem-
phasized because such crime was not considered violent.
Now, however, many contend that white-collar crime of-
ten inflicts violence but does so impersonally. For exam-
ple, unsafe products cause injury and death to consumers,
while unsafe working conditions cause injury and death to
employees. Indeed, many contend that white-collar crimi-
nals should receive stiff prison sentences due to the magni-
tude of their crimes.

In response to the business scandals involving compa-
nies such as Enron, WorldCom, Global Crossing, and
Arthur Andersen, in 2002 Congress passed the Sarbanes-
Oxley Act. The Act, according to President George W.
Bush, constitutes “the most far-reaching reforms of
American business practices since the time of Franklin
Delano Roosevelt [President from 1932 until 1945].”
The legislation seeks to prevent such scandals by
increasing corporate responsibility; adding new financial
disclosure requirements; creating new criminal offenses
and increasing the penalties of existing federal crimes;
and creating a powerful new five-person Accounting
Oversight Board with authority to review and discipline
auditors.

The Act establishes new criminal penalties, including
the following: (1) making it a crime to defraud any per-
son or to obtain any money or property fraudulently in
connection with any security of a public company with
penalties of a fine and/or up to twenty-five years impris-
onment, and (2) imposing fines and/or imprisonment of
up to twenty years for knowingly altering, destroying,
mutilating, or falsifying any document with the intent
of impeding a federal investigation. In addition, the Act
substantially increases the penalties for existing crimes,
including the following: (1) mail and wire fraud (five-
year maximum increased to twenty-five-year maximum)
and (2) violation of the Securities and Exchange Act
(ten-year maximum increased to twenty-year maxi-
mum). The Act is discussed further in Chapters 36, 40,
and 44.
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PEOPLE V. FARELL

SUPREME COURT OF CALIFORNIA, 2002
28 CAL. 4TH 381, 121 CAL.RPTR.2D 603, 121 CAL.RPTR.2D 603

http://caselaw.lp.findlaw.com/data2/californiastatecases/s092183.doc

FACTS On April 18, 1997, the defendant, Farell, was
charged with the theft of a trade secret based upon evi-
dence that he had printed out confidential design specifica-
tions for certain computer chips on the last day of his
employment as an electrical engineer at Digital Equipment
Corporation. As a sentence enhancement, it was further
alleged that the loss exceeded $2.5 million and, as a restric-
tion on probation, that the theft was of an amount exceed-
ing $100,000. Defendant pleaded no contest to the theft
charge but objected to the potential application of Section
1203.044 to his sentence, which requires a ninety-day
county jail sentence as condition of probation for theft of
an amount exceeding $50,000. The trial court placed him
on probation conditioned on the service of a term in
county jail under Section 1203.044.

A hearing was held in the superior court on the limited
question of whether the amount of the theft applies to the
theft of property other than money, including trade secrets.
The court concluded that the provision applies to the theft
of all property of a certain value, including trade secrets.
The court suspended imposition of sentence and placed the
defendant on probation for a period of three years on
the condition that he serve three months in county jail. The
court granted a stay of the jail term pending appeal.

The Court of Appeal reversed, holding that the statute
applies only to the theft of what it termed “monetary prop-
erty.” The California Supreme Court granted the govern-
ment’s petition for review.

DECISION The judgment of the Court of Appeal is

reversed.

OPINION George, C. J. Defendant stands convicted of
theft, specifically a violation of [California statute] which
provides:

(b) Every person is guilty of theft who, with intent to deprive
or withhold the control of a trade secret from its owner, or
with an intent to appropriate a trade secret to his or her own
use or to the use of another, does any of the following:

(1) Steals, takes, carries away, or uses without authori-
zation, a “trade secret.” The statute defines the term “trade
secret” as follows: “information, including a formula, pat-
tern, compilation, program, device, method, technique, or
process,” that: (A) Derives independent economic value,
actual or potential, from not being generally known to the
public or to other persons who can obtain economic value
from its disclosure or use; and

(B) Is the subject of efforts that are reasonable under the
circumstances to maintain its secrecy. [Citation.]

The trial court determined that section 1203.044 applies
to such a theft. This statute, entitled The Economic Crime
Law of 1992, requires that a defendant who is convicted of
certain theft offenses and is granted probation shall be sen-
tenced to at least 90 days in the county jail as a condition
of probation. ***

As relevant to the present case, the statute provides:
“This section shall apply only to a defendant convicted of a
felony for theft of an amount exceeding fifty thousand dol-
lars ($50,000) in a single transaction or occurrence. This
section shall not apply unless the fact that the crime
involved the theft of an amount exceeding fifty thousand
dollars ($50,000) in a single transaction or occurrence is
charged in the accusatory pleading and either admitted by
the defendant in open court or found to be true by the trier
of fact. ***

The Court of Appeal determined that section
1203.044 may not be applied to persons convicted of the
theft of trade secrets. It examined the words of the statute
and the legislative history of the enactment and, conclud-
ing that the statute is at best ambiguous, applied the so-
called rule of lenity to give defendant the benefit of the
doubt.

Our task is one of statutory interpretation and, “as
with any statute, [it] is to ascertain and effectuate legisla-
tive intent. [Citations.] We turn first to the words of the
statute themselves, recognizing that ‘they generally pro-
vide the most reliable indicator of legislative intent.” [Cita-
tion.] We examine the meaning of the phrase “convicted
of a felony for theft of an amount exceeding fifty thousand
dollars,” keeping in mind that the words must be inter-
preted in context. [Citation.] In outlining the circumstan-
ces under which a person given a probationary term for a
theft offense must be sentenced to a minimum period in
custody does not specify that the theft must involve cash—
or that it must involve what is referred to by the Court of
Appeal as “monetary property” and by defendant as a
“cash equivalent.”

The crime of theft, of course, is not limited to an unlaw-
ful taking of money.*** The crime of theft may involve the
theft of trade secrets; indeed, *** the Legislature specified
that the theft of trade secrets is akin to the theft of any
other property. *** In the absence of evidence to the con-
trary, we may infer that when the Legislature referred in
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section 1203.044 to persons “convicted of a felony for
theft,” it had in mind the general definition of theft, includ-
ing the broad categories of property that may be the sub-
ject of theft. ***

To interpret section 1203.044 as limited to the theft of
cash or cash equivalents also would be inconsistent with
express legislative intent. The Legislature addressed prob-
lems of certain white collar crimes, specifically theft, in
enacting section 1203.044. As the Legislature’s own state-
ment of intent discloses, that body intended to remedy the
perceived relative unfairness arising from the light probation-
ary sentences meted out to white collar criminals, as well as
to provide reliable tools to ensure that victims of white collar
criminals receive restitution, and to provide financial support
for investigation and prosecution of white collar crime.

The Legislature declared in enacting section 1203.044:

[M]ajor economic or “white collar” crime is an increasing
threat to California’s economy and the well-being of its citi-
zens. The Legislature intends to deter that crime by ensur-
ing that every offender, without exception, serves at least
some time in jail and by requiring the offenders to divert a
portion of their future resources to the payment of restitu-
tion to their victims.

White collar criminals granted probation too often com-
plete their probation without having compensated their vic-
tims or society.

Probation accompanied by a restitution order is often
ineffective because county financial officers are often
unaware of the income and assets enjoyed by white collar
offenders. ... Thus, it is the Legislature’s intent that the
financial reporting requirements of this act be utilized to
achieve satisfactory disclosure to permit an appropriate res-
titution order.

White collar criminal investigations and prosecutions are
unusually expensive. These high costs sometimes discourage
vigorous enforcement of white collar crime laws by local
agencies. Thus, it is necessary to require white collar
offenders to assist in funding this enforcement activity. ***
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We observe that the term “white collar crime” is a rela-
tively broad one and is not limited to losses involving cash
or cash equivalents. It generally is defined as “[a] nonvio-
lent crime usulally] involving cheating or dishonesty in
commercial matters. Examples include fraud, embezzle-
ment, bribery, and insider trading.” [Citation.] The Legisla-
ture has applied the term “white collar crime” to fraud and
embezzlement, *** a statute that provides for enhanced
prison terms for recidivists committing these offenses when
the offense involves a pattern of “taking of more than one
hundred thousand dollars.” Like the crime of theft, fraud
and embezzlement are not limited to the unlawful acquisi-
tion of cash or cash equivalents. [Citations.] Indeed, fre-
quently fraud and embezzlement simply are methods by
which a charged theft is accomplished. [Citations.] Because
the crime of theft includes a wide range of property and the
term “white collar crime” has a broad meaning, we find it
improbable that the Legislature intended to address only
the theft of cash or cash equivalents. *** It is far more rea-
sonable to conclude that the Legislature intended the provi-
sion to apply to all thefts of property of a particular value.
Any other interpretation would permit many white collar
thieves to continue to receive light probationary sentences
and to evade strict restitution requirements. From the usual
meaning of the terms used in section 1202.044, the pur-
pose of the enactment, and the Legislature’s parallel use of
the same terms in other statutes, one must conclude that
section 1203.044 is not limited to thefts of cash or cash
equivalents.

INTERPRETATION The requirement imposing a

minimum term in county jail applies to the theft of prop-
erty other than money, including trade secrets.

CRITICAL THINKING QUESTION Should the

penalty for theft vary depending on the dollar value of the
property taken? Explain.

CoMPUTER CRIME

One special type of white-collar crime is computer crime.
Computer crime, or cybercrime, is best categorized based
on whether the computer was the instrument or the target
of the crime. Examples of cybercrimes using computers as
the instrument of the crime include the distribution of
child pornography, money laundering, illegal gambling,
copyright infringement, illegal communication of trade se-
cret, and fraud involving credit cards, e-commerce, and
securities. Cybercrime with a computer as a target of the
crime attacks a computer’s confidentiality, integrity, or
availability; examples include theft or destruction of pro-
prietary information, vandalism, denial of service, website

defacing and interference, and implanting malicious code.
Detection of crimes involving computers is extremely diffi-
cult. In addition, computer crimes often are not reported
because businesses do not want to give the impression that
their security is lax. Nonetheless, losses due to computer
crimes are estimated to be in the tens of billions of dollars.
Moreover, given society’s ever-increasing dependence
upon computers, this type of crime will in all likelihood
continue to increase.

As a consequence, enterprises are spending large sums
of money to increase computer security. In addition, every
state has enacted computer crime laws. Originally passed
in 1984 and amended in 1986, 1994, and 1996, the fed-
eral Computer Fraud and Abuse Act protects a broad
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range of computers that facilitate interstate and interna-
tional commerce and communications. The Act makes it a
crime with respect to any computer that is used in inter-
state commerce or communications (1) to access or dam-
age it without authorization, (2) to access it with the intent
to commit fraud, (3) to traffic in passwords for it, and
(4) to threaten to cause damage to it with the intent to
extort money or anything of value. Furthermore, depend-
ing on the details of the crime, cybercriminals may also be
prosecuted under other federal laws, such as copyright,
mail fraud, or wire fraud laws. Spam—unsolicited com-
mercial electronic mail—is currently estimated to account
for more than half of all electronic mail. Congress has con-
cluded that spam has become the most prevalent method
used for distributing pornography, perpetrating fraudulent
schemes, and introducing viruses, worms, and Trojan
horses into personal and business computer systems. In
response, Congress enacted the Controlling the Assault of
Non-Solicited Pornography and Marketing Act of 2003,
or the CAN-SPAM Act of 2003, which went into effect on
January 1, 2004. In enacting the statute, Congress deter-
mined that senders of spam should not mislead recipients
as to the source or content of such mail and that recipients
of spam have a right to decline to receive additional spam
from the same source.

Practical Advice
Adequately protect the safety and security of all
company electronic data and records.

RACKETEER INFLUENCED AND CORRUPT
ORracaNizaTioNs Act (RICO)

The Racketeer Influenced and Corrupt Organizations Act
(RICO) was enacted in 1970 with the stated purpose of
terminating the infiltration by organized crime into legiti-
mate business. The Act subjects to severe civil and crimi-
nal penalties enterprises that engage in a pattern of
racketeering, defined as the commission of two or more
predicate acts within a period of ten years. A “predicate
act” is any of several criminal offenses listed in RICO.
Included are nine major categories of state crimes and
more than thirty federal crimes, such as murder, kidnap-
ping, arson, extortion, drug dealing, mail fraud, and brib-
ery. The most controversial issue concerning RICO is its
application to businesses that are not engaged in organ-
ized crime but that do meet the “pattern of racketeering”
test under the Act. Criminal conviction under the law may
result in a prison term of up to twenty years plus a fine
of up to $25,000 per violation. In addition, businesses for-
feit any property obtained due to a RICO violation, and
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individuals harmed by RICO violations may invoke the
statute’s civil remedies, which include treble damage and
attorneys’ fees.

Other areas of federal law that impose both civil and
criminal penalties include bankruptcy (Chapter 39), anti-
trust (Chapter 43), securities regulation (Chapter 44), and
environmental regulation (Chapter 46).

Crimes against Business

Criminal offenses against property greatly affect busi-
nesses, amounting to losses worth hundreds of billions of
dollars each year. In this section, we will discuss the fol-
lowing crimes against property: (1) larceny, (2) embezzle-
ment, (3) false pretenses, (4) robbery, (5) burglary, (6)
extortion and bribery, (7) forgery, and (8) bad checks.

LARCENY

The crime of larceny is the (1) trespassory (2) taking and
(3) carrying away of (or exercising dominion or control
over) (4) personal property (5) of another (6) with the
intent to deprive the victim permanently of the goods. All
six elements must be present for the crime to exist. Thus,
if Carol takes Dan’s 1968 automobile without Dan’s per-
mission, intending to use it for a joyride and to then return
it to Dan, Carol has not committed larceny because she
did not intend to deprive Dan permanently of the automo-
bile. (Carol nevertheless has committed the offense of
unauthorized use of an automobile, which is a crime in
most states.) On the other hand, if Carol left Dan’s 1968
car in a junkyard after the joyride, Carol most likely
would be held to have committed a larceny because of
the high risk that Dan would be permanently deprived of
the car.

EMBEZZLEMENT

Embezzlement is the fraudulent conversion of another’s
property by one who was in lawful possession of it. A
conversion is any act that seriously interferes with the
owner’s rights in the property; such acts may include
exhausting the resources of the property, selling it, giv-
ing it away, or refusing to return it to its rightful
owner. The key distinction between larceny and embez-
zlement, therefore, is whether the thief is in lawful pos-
session of the property. Although both situations
concern misuse of the property of another, in embezzle-
ment, the thief lawfully possesses the property; in lar-
ceny, she does not.
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APPLYING THE LAW

Criminal Law

Facts Bivens worked as an accounts payable clerk for
C&N Construction. Every Wednesday morning, the site
foreman would call Bivens and give her the names of the
employees working on the job and the number of hours
they had worked. Bivens would then convey this informa-
tion to a paycheck processing company, which would
return unsigned payroll checks to C&N. After a desig-
nated officer of the company signed them, Bivens would
forward the checks to the job site for distribution by the
foreman. After working for the company for nearly eight
years, Bivens began sending false information to the pay-
roll service about employees and hours worked. The
resulting checks were typically payable to employees who
had worked for C&N in the recent past but who were not
active on the current job. Bivens would intercept these
“fake” checks after they were signed, forge the payees’
names, and either cash them or deposit them into her
bank account. Over a period of seventeen months, Bivens
diverted tens of thousands of dollars to herself by forging
more than 100 fake paychecks. She spent all but a few
hundred dollars of the money on meals and entertain-
ment, jewelry, clothing, and shoes. C&N'’s vice president
ultimately discovered Bivens's practice, fired her, and
notified the authorities of her conduct.

Issue Has Bivens committed the crime of embezzlement?

Rule of Law A crime consists of two elements: (1) actus
reus, or a wrongful act, and (2) mens rea, or criminal
intent. The crime of embezzlement occurs when a person
who is in lawful possession of another’s property inten-
tionally misuses the property or seriously interferes with
the owner’s rights in it. Possible defenses to a crime include
defense of person or property, duress, and mistake of fact.

Application The actus reus in this case is exercising wrong-
ful dominion and control over the property of another
while in legal possession of it. Bivens was lawfully in pos-
session of C&N'’s property in the form of the payroll checks.
While her job description certainly did not authorize her to
keep any of the checks or payroll funds for herself, Bivens's

FALSE PRETENSES

False pretenses is the crime of obtaining title to property of
another by making materially false representations of an
existing fact with knowledge of their falsity and with the
intent to defraud. Larceny does not cover this situation
because here the victim voluntarily transfers the property to
the thief. For example, a con artist who goes door to door

position at C&N did require her to record and transmit pay-
roll information as well as to handle the checks themselves.
While in legal possession of C&N paychecks, Bivens mis-
used or seriously interfered with C&N payroll funds. With-
out permission or right, she cashed some of the checks and
diverted to herself money that belonged to C&N. She has
committed the necessary wrongful act.

The next question is whether she had the requisite
state of mind. Bivens's paycheck scheme also reflects mens
rea, or subjective fault. Her conduct with regard to the
checks was clearly purposeful or intentional. While it
might be possible to make an error in transmitting em-
ployee names or hours worked occasionally, Bivens could
not have negligently transmitted incorrect information
about former employees in more than 100 instances.
Moreover, the fact she separated out the fake checks
from the genuine paychecks, surreptitiously took them
from work, falsely endorsed them with the names of the
former employee payees, and then cashed them and
spent the money indicates she intended to steal the funds.
This series of events benefiting Bivens could not possibly
have happened unintentionally or through carelessness
alone. Therefore the necessary mens rea is present.

Moreover, none of the defenses to a crime is appli-
cable here. Bivens was not acting to protect herself,
another person, or her property. Nor was she under du-
ress; she was not threatened with immediate, serious
bodily harm when she engaged in the paycheck scam.
Finally, there is nothing to indicate that Bivens was mis-
taken about C&N'’'s ownership of the payroll funds,
about the names or hours worked by employees any
given week, or that she could have mistakenly thought
she was expected to or permitted to falsify payroll
records so as to cause paychecks to be issued to former
employees, paychecks which she would then take and
cash for herself. Thus, Bivens has no valid legal defense.

Conclusion Bivens's conduct with regard to these
checks constitutes embezzlement.

and collects money by saying he is selling stereo equipment,
when he is not, is committing the crime of false pretenses.
Other specialized crimes that are similar to false pre-
tenses include mail, wire, and bank fraud as well as secur-
ities fraud. Mail fraud, unlike the crime of false pretenses,
does not require the victim to be actually defrauded; it
simply requires the defendant to use the mails (or private
carrier) to carry out a scheme that attempts to defraud
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others. Due to its breadth and ease of use, mail fraud has
been employed extensively by federal prosecutors. The
wire fraud statute prohibits the transmittal by wire, radio,
or television in interstate or foreign commerce of any in-
formation with the intent to defraud. The federal statute

The Legal Environment of Business Part II

prohibiting bank fraud makes it a crime knowingly to exe-
cute or attempt to execute a scheme to defraud a financial
institution or to obtain by false pretenses funds under the
control or custody of a financial institution. Securities
fraud is discussed in Chapter 40.

STATE OF SOUTH DAKOTA V. MORSE

SUPREME COURT OF SOUTH DAKOTA, 2008
753 N.W.2D 915, 2008 SD 66

http://caselaw.lp.findlaw.com/data/sd/cases/2008_53137_1805.pdf

FACTS Janice Heffron orally contracted with her neigh-
bor, Wyatt Morse, to convert her second-floor bedroom
into a bathroom in five weeks for $5,000. According to
Janice, Morse repeatedly stated that he could do it “easy,
quick, cheap.” Janice told her mother, Maxine Heffron,
who would finance the project, about Morse’s offer. Max-
ine and Janice then went to Morse’s home, where he
showed them the bathroom he had restored. Janice and
Maxine were impressed. Morse also told them that he had
plumbing experience, that his work would be above and
beyond code, and that the local inspector did not inspect
his work because he was so good. Maxine wanted to pay
using personal checks to assure a paper trail, but Morse
convinced her to pay him with cash. According to Janice,
he wanted to be paid in cash to avoid the Internal Revenue
Service. They agreed that Morse would convert the room
into a bathroom, install an antique claw-foot tub (one that
he would provide personally), put wainscoting on the
walls, install an old tin ceiling like the one in his bathroom,
and install crown molding.

Morse began work in January 2006. His efforts contin-
ued until the second week of March. He installed plumb-
ing fixtures and he removed the old water heater and
installed a new one. He ran a freeze-proof spigot outside
the house. He put in a bathroom vent with an antique vent
cover. He custom built a bathroom cabinet at no extra
cost to the Heffrons. He mounted wainscoting and crafted
a surrounding shelf with rope lighting. He put in a faux
tin ceiling, with crown molding and trim. He installed
water pipes and a new drain stack. The project took lon-
ger and cost more than originally agreed. Morse ran into
difficulties when he attempted to install a tankless water
heater that Maxine was aware took approximately two
weeks more of work. He was never able to install the tank-
less heater and ended up installing a traditional tanked
water heater. Morse also experienced problems with some
of the pipes he installed. Janice told him that they were
leaking. He repaired them and blamed the leaks on bad
batches of solder.

Maxine paid Morse somewhere between $6,000 and
$6,500 cash. In March 2006, Morse fell and aggravated
his already bad back. Before Janice and Maxine hired
him, Morse had told them that he had a back condition.
After his fall in March, he came to the job site less and
less. Then, after the second week in March he stopped
coming entirely. The Heffrons tried contacting him
through phone calls, personal visits, and certified mail.
He never responded. After Morse abandoned the project,
Janice contacted a licensed plumber, who examined
Morse’s work and gave Janice an estimate on the cost of
completing the project. The plumber pointed out several
deficiencies in Morse’s work. In particular, Morse incor-
rectly installed the water heater, the pipes for the sink,
lavatory, and bathtub. He used S-traps, illegal in South
Dakota, and improperly vented the floor drains. Because
he installed the water heater incorrectly, carbon monox-
ide was leaking into Janice’s home. In sum, Morse’s work
on the bathroom, in the opinion of the licensed plumber,
had no value to the home.

On October 12, 2006, Morse was indicted for grand
theft by deception in violation of SDCL 22-30A-3(1) and
SDCL 22-30A-3(3). A jury returned a guilty verdict. Morse
was sentenced to five years in prison. He appeals asserting
that the evidence was insufficient to sustain the verdict.

DECISION Judgment reversed.

OPINION: Morse argues that the State failed to prove
he had the requisite intent to defraud the Heffrons. He
does not dispute that the work he did on Janice’s home
was faulty and resulted in the Heffrons having to pay con-
siderably more in repairs. Nonetheless, he claims that his
faulty work created a classic breach of contract claim,
because when he entered into the agreement to remodel the
bathroom, he believed he was capable of doing quality
work and fully intended on completing the project. The
State, on the other hand, argues that Morse “created and
reinforced the false impression in the minds of Jan and
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Maxine Heffron that he was licensed to, and capable of,
installing a second floor bathroom.” More particularly, the
State contends that Morse “deceived” the Heffrons on his
ability to do the work, “misled” them with his statements
that his work would be above code, and “took actions
to further reinforce the false impression that he was able
to properly install the bathroom.”

Theft by deception is a specific intent crime. [Citation.]
Intent to defraud “‘means to act willfully and with the spe-
cific intent to deceive or cheat, ordinarily for the purpose
of either causing some financial loss to another or bringing
about some financial gain to one’s self.”” [Citation.] There-
fore, Morse must have had the “purpose to deceive.” [Cita-
tion.] ““It is only where [actors do] not believe what [they]
purposely caused [their victims] to believe, and where this
can be proved beyond a reasonable doubt, that [these
actors] can be convicted of theft.” [Citation.]

There are a number of cases involving construction con-
tracts where courts have found the evidence sufficient to
prove deceptive theft, or related criminal conduct. In those
cases, however, there was either circumstantial or direct
evidence to establish the requisite intent. For example, in
[citation], an appeals court held that the jury could infer
intent when at the time Cash obtained the money he had
no intention to complete the work because he took the
money and never performed. In State v. Rivers, the lowa
Supreme Court upheld the defendant’s conviction for theft
by deception because he had a pattern of deceptive con-
duct. [Citation.] Rivers was a self-employed contractor,
who obtained multiple remodeling jobs, took money as a
down payment, persuaded his customers to give him more
money, and then never completed the work. ***

Here, Morse was convicted of theft by deception,
defined in SDCL 22-30A-3. It states in part:

[a]lny person who obtains property of another by deception
is guilty of theft. A person deceives if, with intent to defraud,
that person:

(1) Creates or reinforces a false impression, including false
impressions as to law, value, intention, or other state of mind.
However, as to a person’s intention to perform a promise,
deception may not be inferred from the fact alone that that
person did not subsequently perform the promise; ...

(3) Fails to correct a false impression which the deceiver
previously created or reinforced, or which the deceiver knows
to be influencing another to whom the deceiver stands in a
fiduciary or confidential relationship; ...

The term, deceive, does not, however, include falsity as
to matters having no pecuniary significance or puffing by
statements unlikely to deceive reasonable persons.

Based on our review of the record, in a light most favor-
able to the verdict, Morse: (1) failed to complete the project
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in five weeks for $5,000 as promised; (2) performed work
that was not “above and beyond code” as promised; (3) lied
about obtaining a building permit; (4) lied about the rea-
sons he could not get the tankless water heater installed
and why the pipes were leaking; (5) returned the water
heater and did not give the $186 refund to Maxine;
(6) never provided Janice or Maxine receipts for materials
purchased; (7) quit working on the project prematurely
and without explanation; and (8) never responded to the
Heffrons’ attempts to contact him.

These facts do not prove the elements of theft by decep-
tion. There is no evidence that Morse had a purpose to
deceive or intended to defraud the Heffrons when he
agreed to remodel Janice’s bathroom. Although his work
was not above and beyond code, the State never argued
that Morse knew he would do faulty work. Janice and
Maxine both testified that Morse took them up to his
house and showed him the remodeling that he did to his
own bathroom. They both said they were impressed. It
cannot be inferred that Morse intended to defraud the
Heffrons because his work product was not up to code.

Moreover, the State never argued or presented evidence
that Morse took Maxine’s money with the intention of
never performing under their agreement. *** The parties
made their agreement in December 2005, and no one dis-
putes that Morse worked regularly on the project from
January 2006 until the second week of March. While
Morse failed to complete the project in five weeks for
$5,000 as promised, the State never claimed that he knew
it would take longer and charge more, and tricked the Hef-
frons into believing him. Neither Janice nor Maxine
claimed that Morse deceived them into paying him more
money when the project took longer than anticipated. ***

To sustain a conviction, each element of an offense
must be supported by evidence. [Citation.] Theft by decep-
tion is a specific intent crime, and therefore, the State was
required to prove beyond a reasonable doubt that Morse
had the specific intent to defraud the Heffrons when he
agreed to remodel the bathroom. Here the evidence
offered by the State “is so insubstantial and insufficient,
and of such slight probative value, that it is not proper to
make a finding beyond a reasonable doubt that [Morse]
committed all of the acts constituting the elements of the
offensel[.]”

INTERPRETATION An essential element of a crime

is the mental intent (mens rea) to commit the crime.

CRITICAL THINKING QUESTION When should

circumstantial evidence be permitted to prove a crime has
been committed? Explain.
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ROBBERY

Robbery is a larceny with two additional elements: (1) the
property is taken directly from the victim or in the imme-
diate presence of the victim and (2) the act is accomplished
through either force or the threat of force. The defendant’s
force or threat of force need not be against the person
from whom the property is taken. For example, a robber
threatens Sam that unless Sam opens up his employer’s
safe, the robber will shoot Maria.

Many statutes distinguish between simple robbery and
aggravated robbery. Robbery can be aggravated by any of
several factors, including (1) robbery with a deadly weapon,
(2) robbery where the robber has the intent to kill or would
kill if faced with resistance, (3) robbery that involves serious
bodily injury, or (4) robbery by two or more persons.

BURGLARY

At common law, burglary was defined as breaking and
entering the dwelling of another at night with the intent to
commit a felony. Modern statutes differ from the common
law definition. Many of them simply require that there be
(1) an entry (2) into a building (3) with the intent to com-
mit a felony in the building. Nevertheless, the modern stat-
utes vary so greatly it is nearly impossible to generalize.

EXTORTION AND BRIBERY

Although extortion and bribery are frequently confused,
they are two distinct crimes. Extortion, or blackmail as it
is sometimes called, is generally held to be the making of
threats for the purpose of obtaining money or property.
For example, Lindsey tells Jason that unless Jason pays
her $10,000, she will tell Jason’s customers that Jason was
once arrested for disturbing the peace. Lindsey has com-
mitted the crime of extortion. In a few jurisdictions, how-
ever, the crime of extortion occurs only if the defendant
actually causes the victim to relinquish money or property.

Bribery, on the other hand, is the offer of money or
property to a public official to influence the official’s

The Legal Environment of Business Part II

decision. The crime of bribery is committed when the ille-
gal offer is made, whether accepted or not. Thus, if Andrea
offered Edward, the mayor of Allentown, a 20 percent in-
terest in Andrea’s planned real estate development if
Edward would use his influence to have the development
proposal approved, Andrea would be guilty of criminal
bribery. In contrast, if Edward had threatened Andrea that
unless he received a 20 percent interest in Andrea’s devel-
opment, he would use his influence to prevent the approval
of the development, Edward would be guilty of criminal
extortion. Bribery of foreign officials is covered by the For-
eign Corrupt Practices Act, discussed in Chapter 40.

Some jurisdictions have gone beyond the traditional
bribery law to adopt statutes that make commercial bribery
illegal. Commercial bribery is the use of bribery to acquire
new business, obtain secret information or processes, or

obtain kickbacks.

FORGERY

Forgery is the intentional falsification or false making of a
document with the intent to defraud. Accordingly, if Wil-
liam prepares a false certificate of title to a stolen automo-
bile, he is guilty of forgery. Likewise, if an individual alters
some receipts in order to increase her income tax deduc-
tions, she has committed the crime of forgery. The most
common type of forgery is the signing of another’s name
to a financial document.

Bap CHECKS

All jurisdictions have enacted laws making it a crime to
issue bad checks; that is, writing a check when there is not
enough money in the account to cover the check. Most
jurisdictions simply require that the check be issued; they
do not require that the issuer receive anything in return for
the check. Also, though most jurisdictions require that
defendants issue a check with knowledge that they do not
have enough money to cover the check, a few jurisdictions
require only that there be insufficient funds.

STATE V. KELM

SUPERIOR COURT OF NEW JERSEY, 1996
289 N.J. SUPER. 55, 672 A.2D 1261CERT. DENIED, 146 N.J. 68, 679 A.2D 655, (1996)

http://lawlibrary.rutgers.edu/decisions/appellate/a1118-94.opn.html

FACTS On February 10, 1991, defendant Kelm secured
a loan for $6,000 from Ms. Joan Williams. Kelm told Wil-
liams that the loan was to finance a real estate transaction.
Five days later, Ms. Williams received a check drawn by

Kelm in the amount of $6,000 from Kelm’s attorney.
Although the check was dated February 15, 1991, Kelm
claims that she delivered the check to her attorney on Feb-
ruary 10, 1991. The following week, Ms. Williams learned
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the check was uncollectible. Subsequently, Williams
received assurances from Kelm but was unsuccessful in her
efforts to obtain money from the drawee’s bank. When
Williams deposited the check, it was returned with a nota-
tion that it should not be presented again and that no
account was on file. Bank records show that the account
was closed on March 8, 1991, and that it had negative bal-
ances since February 10, 1991. Following a jury trial, Kelm
was found guilty of issuing a bad check. Kelm appeals,
asserting that an intent to defraud is an element of the stat-
utory offense of issuing a bad check and that the statutory
provision exempts postdated checks.

DECISION The jury verdict is affirmed.

OPINION Bilder, J. The principal issue on appeal is
whether an intent to defraud the victim is an element of
N.J.S.A. 2C:21-5 (issuing a bad check). Defendant con-
tends that the issuance of a postdated check cannot be
found to be a violation of the criminal statute and that
proof of an intent to defraud is required for a conviction.
In support of that defendant relies heavily on a predecessor
bad check statute, N.J.S.A. 2A: 111-15, and case law inter-
preting that former law.
N.J.S.A. 2C:21-5, in pertinent part, reads as follows:

A person who issues or passes a check or similar sight order
for the payment of money, knowing that it will not be hon-
ored by the drawee, commits an offense ***. For the pur-
poses of this section as well as in any prosecution for theft
committed by means of a bad check, an issuer is presumed
to know that the check or money order (other than a post-
dated check or order) would not be paid, if:

(b) Payment was refused by the drawee for lack of funds,
upon presentation within 30 days after issue, and the issuer
failed to make good within 10 days after receiving notice of
that refusal or after notice has been sent to the issuer’s last
known address. Notice of refusal may be given to the issuer
orally or in writing in any reasonable manner by that
person.

Defendant’s reliance on N.J.S.A. 2A:111-15 (the old
bad check statute) is misplaced. The need to show that the
check was drawn “with intent to defraud” was specifically
set forth in the statute. N.J.S.A. 2C:21-5 does not contain
any such requirement, merely knowledge at the time the
check is issued or passed that it will not be honored by the
drawee. Cases involving the requirement of an intent to
defraud under the old statute are irrelevant.
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Defendant’s contention that the statute’s reference to a
postdated check exempts such checks from its operation is
similarly without merit. This provision merely excludes
postdated checks from the statutory presumption of
knowledge that the check will not be paid. When the
instrument is postdated the presumption is inapplicable;
the state must show that the drawer knew at the time the
postdated check was drawn that it would not be honored
on the later date when presented.

In his charge the trial judge instructed the jury as follows:

The State must prove the following elements beyond a rea-
sonable doubt in order to convict the defendant under this
[bad check] count. The State must prove that the defendant
knowingly issued or passed the check for the payment of
money and, two that the defendant knew at the time that
she issued or passed the check that it would not be honored
by the drawee. Two things must occur at the same time: the
defendant knowingly passed the check for the payment of
the money and knew at the time she gave the check over to
Mrs. Williams that it would not be honored by the bank.

There is some argument that has been made that the testi-
mony allows you and compels you to infer that there was a
postdated check situation. It is for you to determine when this
particular check was issued; was it issued on the fifteenth, the
date it was dated, or was it issued on the tenth? You should
examine the evidence carefully to determine whether or not
you can make such an inference. If you do come to the con-
clusion that the check was issued on the tenth, that is, that it
is a postdated check, then the element that the defendant
knew that it would not be honored by the bank requires
proof, again beyond a reasonable doubt, that the defendant
knew at the time the check was issued that it would not be
honored in the future on the fifteenth. *** Now, the state is
not required to prove under the statute that there was any
intent to defraud; the state need only prove that the defendant
knew that the check would not be honored in the future.

We are satisfied the jury was correctly instructed by this
charge.

INTERPRETATION Under the New Jersey statute,

the offense of issuing a bad check requires mere knowledge
at the time the check is issued or passed that the check will
not be honored by the drawee.

CRITICAL THINKING QUESTION What elements

do you believe are essential to a bad check law? Explain.

The defenses most relevant to white-collar crimes and crimes
against business include defense of property, duress, mistake
of fact, and entrapment. In some instances, a defense proves
the absence of a required element of the crime; other defenses
provide a justification or excuse that bars criminal liability.

Defenses to Crimes

Even though a defendant is found to have committed a crim-
inal act, he will not be convicted if he has a valid defense.
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DEFENSE OF PERSON OR PROPERTY

Individuals may use reasonable force to protect them-
selves, other individuals, and their property. This defense
enables a person to commit, without any criminal liabil-
ity, what otherwise would be considered the crime of
assault, battery, manslaughter, or murder. Under the ma-
jority rule, deadly force is never reasonable to protect
property because life is deemed more important than the
protection of property. For this reason, individuals can-
not use a deadly mechanical device, such as a spring gun,
to protect their property. If, however, the defender’s use
of reasonable force in protecting his property is met with
an attack upon his person, he then may use deadly force
if the attack threatens him with death or serious bodily
harm.

DURESS

A person who is threatened with immediate, serious bod-
ily harm to himself or another unless he engages in crimi-
nal activity has the valid defense of duress (sometimes
referred to as compulsion or coercion) to criminal conduct
other than murder. For example, Ann threatens to kill
Ben if Ben does not assist her in committing larceny. Ben
complies. Because of duress, he would not be guilty of the
larceny.

MisTAKE OF FAcT

If a person reasonably believes the facts surrounding an
act to be such that his conduct would not constitute a
crime, then the law will treat the facts as he reasonably
believes them to be. Accordingly, an honest and reasona-
ble mistake of fact will justify the defendant’s conduct. For
example, if Ann gets into a car that she reasonably believes
to be hers—the car is the same color, model, and year as
hers, is parked in the same parking lot, and is started by
her key—she will be relieved of criminal responsibility for
taking Ben’s automobile.

ENTRAPMENT

The defense of entrapment arises when a law enforcement
official induces a person to commit a crime when that
person would not have done so without the persuasion of
the police official. The rationale behind the rule, which
applies only to government officials and agents, not to
private individuals, is to prevent law enforcement officials
from provoking crime and from engaging in improper
conduct.

The Legal Environment of Business Part II

Criminal Procedure

Each of the states and the federal government have proce-
dures for initiating and coordinating criminal prosecutions.
In addition, the first ten amendments to the U.S. Constitu-
tion (called the Bill of Rights) guarantee many defenses and
rights of an accused. The Fourth Amendment prohibits
unreasonable searches and seizures to obtain incriminating
evidence. The Fifth Amendment requires indictment by a
grand jury for capital crimes, prevents double jeopardy, pro-
tects against self-incrimination, and prohibits deprivation of
life or liberty without due process of law. The Sixth Amend-
ment requires that an accused receive a speedy and public
trial by an impartial jury and that he be informed of the na-
ture of the accusation, be confronted with the witnesses
who testify against him, be given the power to obtain wit-
nesses in his favor, and have the right to competent counsel
for his defense. The Eighth Amendment prohibits excessive
bail, excessive fines, and cruel or unusual punishment.

Most state constitutions have similar provisions to pro-
tect the rights of accused persons. In addition, the Four-
teenth Amendment prohibits state governments from
depriving any person of life, liberty, or property without
due process of law. Moreover, the U.S. Supreme Court has
held that most of the constitutional protections just dis-
cussed apply to the states through the operation of the
Fourteenth Amendment.

Although various jurisdictions may differ in actual opera-
tional details, their criminal processes have a number of
common objectives. The primary purpose of the process in
any jurisdiction is the effective enforcement of the criminal
law, but this purpose must be accomplished within the limi-
tations imposed by other goals. These goals include advanc-
ing an adversary system of adjudication, requiring the
government to bear the burden of proof, minimizing both
erroneous convictions and the burdens of defense, respecting
individual dignity, maintaining the appearance of fairness,
and achieving equality in the administration of the process.

We will first discuss the steps in a criminal prosecution;
we will then focus on the major constitutional protections
for the accused in our system of criminal justice.

STEPS IN CRIMINAL PROSECUTION

Although the particulars of criminal procedure vary from
state to state, the following provides a basic overview.
After arrest, the accused is booked and appears before
the magistrate, commissioner, or justice of the peace,
where he is given formal notice of the charges and is
advised of his rights and where bail is set. Next, a prelim-
inary hearing is held to determine whether there is proba-
ble cause to believe the defendant is the one who
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committed the crime. The defendant is usually entitled to
be represented by counsel.

If the magistrate concludes that there is probable cause,
she will bind the case over to the next stage, which is either
an indictment or information, depending upon the juris-
diction. The federal system and about one-third of the
states require indictments for all felony prosecutions
(unless waived by the defendant), while the other states
permit, but do not mandate, indictments. A grand jury
issues an indictment or true bill if it finds sufficient evi-
dence to justify a trial on the charge brought. The grand
jury, which traditionally consists of no fewer than sixteen
and no more than twenty-three people, is not bound by
the magistrate’s decision at the preliminary hearing.
Unlike the preliminary hearing, the grand jury does not
hear evidence from the defendant, nor does the defendant
appear before the grand jury. In contrast, an information
is a formal accusation of a crime brought by a prosecuting
officer, not a grand jury. Such a procedure is used in mis-
demeanor cases and in some felony cases in those states
that do not require indictments. The indictment or infor-
mation at times precedes the actual arrest.

At the arraignment, the defendant is brought before the
trial court, where he is informed of the charge against him
and where he enters his plea. The arraignment must be held
promptly after the indictment or information has been filed.
If his plea is “not guilty,” the defendant must stand trial. He
is entitled to a jury trial for all felonies and for misdemean-
ors punishable by more than six months’ imprisonment.
Most states also permit a defendant to request a jury trial
for lesser misdemeanors. If the defendant chooses, however,
he may have his guilt or innocence determined by the court
sitting without a jury, which is called a “bench trial.”

A criminal trial is similar to a civil trial, but there are
some significant differences: (1) the defendant is presumed
innocent, (2) the burden of proof on the prosecution is to
prove criminal guilt beyond a reasonable doubt (proof
that is entirely convincing, satisfied to a moral certainty),
and (3) the defendant is not required to testify. The trial
begins with the selection of the jury and the opening state-
ments by the prosecutor and the attorney for the defense.
The prosecution presents evidence first; then the defendant
presents his evidence. At the conclusion of the testimony,
closing statements are made and the jury is instructed as to
the applicable law and retires to arrive at a verdict. If the
verdict is “not guilty,” the matter ends there. The state has
no right to appeal from an acquittal; and the accused, hav-
ing been placed in “jeopardy,” cannot be tried a second
time for the same offense. If the verdict is “guilty,” the
judge will enter a judgment of conviction and set the case
for sentencing. The defendant may make a motion for a
new trial, asserting that prejudicial error occurred at his
original trial, thus requiring a retrial of the case. He may
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appeal to a reviewing court, alleging error by the trial
court and asking for either his discharge or a remandment
of the case for a new trial.

FourRTH AMENDMENT

The Fourth Amendment, which protects all individuals
against unreasonable searches and seizures, is designed to
guard the privacy and security of individuals against arbi-
trary invasions by government officials. Although the
Fourth Amendment by its terms applies only to acts of the
federal government, the Fourteenth Amendment makes it
applicable to state government actions as well.

When a violation of the Fourth Amendment has
occurred, the general rule prohibits the introduction of the
illegally seized evidence at trial. The purpose of this exclu-
sionary rule is to discourage illegal police conduct and to
protect individual liberty, not to hinder the search for the
truth. Nonetheless, in recent years the Supreme Court has
limited the exclusionary rule.

To obtain a warrant to search a particular person, place,
or thing, a law enforcement official must demonstrate to a
magistrate that he has probable cause to believe that the
search will reveal evidence of criminal activity. Probable
cause means “[tlhe task of the issuing magistrate is simply
to make a practical, common-sense decision whether, given
all the circumstances set forth ... before him, ... there is a
fair probability that contraband or evidence of a crime will
be found in a particular place.” (Illinois v. Gates, 462 U.S.
213, 1983.) Even though the Fourth Amendment requires
that a search and seizure generally be made after a valid
search warrant has been obtained, in some instances a
search warrant is not necessary. For example, it has been
held that a warrant is not necessary where (1) there is hot
pursuit of a fugitive, (2) the subject of the search voluntar-
ily consents, (3) an emergency requires such action,
(4) there has been a lawful arrest, (5) evidence of a crime is
in plain view of the law enforcement officer, or (6) delay
would present a significant obstacle to the investigation.

FirTH AMENDMENT

The Fifth Amendment protects persons against self-
incrimination, double jeopardy, and being charged with a
capital or infamous crime except by grand jury indictment.
The prohibitions against self-incrimination and double
jeopardy also apply to the states through the due process
clause of the Fourteenth Amendment; however, the grand
jury clause does not.

The privilege against self-incrimination extends only to
testimonial evidence, not to physical evidence. The Fifth
Amendment privilege “protects an accused only from being
compelled to testify against himself, or otherwise provide
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* This right has not been applied to the states through the Fourteenth Amendment.

the state with evidence of a testimonial or communicative
nature.” Therefore, a person can be forced to stand in an
identification lineup, provide a handwriting sample, or take
a blood test. Significantly, the Fifth Amendment does not
protect the records of a business entity, such as a corpora-
tion or partnership; it applies only to papers of individuals.
Moreover, the Fifth Amendment does not prohibit exami-
nation of an individual’s business records as long as the
individual is not compelled to testify against himself.

The Fifth Amendment and the Fourteenth Amendment
also guarantee due process of law, which is basically the
requirement of a fair trial. All persons are entitled to have
the charges or complaints against them made publicly and
in writing, whether in civil or criminal proceedings, and are
to be given the opportunity to defend themselves against
such charges. In criminal prosecutions, due process includes
the right to counsel, to confront and cross-examine adverse
witnesses, to testify in one’s own behalf if desired, to pro-
duce witnesses and offer other evidence, and to be free from
any and all prejudicial conduct and statements.

Practical Advice

A defendant has the right not to testify against himself
and a jury cannot consider this against him.

SixTH AMENDMENT

The Sixth Amendment provides that the federal govern-
ment shall provide the accused with a speedy and public
trial by an impartial jury, inform him of the nature and
cause of the accusation, confront him with the witnesses
against him, have compulsory process for obtaining wit-
nesses in his favor, and allow him to obtain the assistance
of counsel for his defense. The Fourteenth Amendment
extends these guarantees to the states.

See Concept Review 6.2 for a presentation of the con-
stitutional protections provided the defendant in a crimi-
nal action.

Chapter Summary

Nature of Crimes

Definition any act or omission forbidden by public law

Essential Elements
e Actus reus wrongful or overt act

e Mens rea criminal intent or mental fault
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e Felony a serious crime
o Misdemeanor a less serious crime

Classification

Vicarious Liability liability imposed for acts of his or her employees if the employer directed,
participated in, or approved of the acts

Liability of a Corporation under certain circumstances a corporation may be convicted of crimes and
punished by fines

White-Collar Crime

Definition nonviolent crime involving deceit, corruption, or breach of trust
Computer Crime use of a computer to commit a crime

Racketeer Influenced and Corrupt Organizations Act federal law intended to stop organized crime
from infiltrating legitimate businesses

Crimes against Business

Larceny trespassory taking and carrying away of personal property of another with the intent to deprive
the victim permanently of the property

Embezzlement taking of another’s property by a person who was in lawful possession of the property

False Pretenses obtaining title to property of another by means of representations one knows to be
materially false, made with intent to defraud

Robbery committing larceny with the use or threat of force

Burglary under most modern statutes, an entry into a building with the intent to commit a felony
Extortion the making of threats to obtain money or property

Bribery offering money or property to a public official to influence the official’s decision

Forgery intentional falsification of a document in order to defraud

Bad Checks knowingly issuing a check without funds sufficient to cover the check

Defenses to Crimes

Defense of Person or Property individuals may use reasonable force to protect themselves, other
individuals, and their property

Duress coercion by threat of serious bodily harm is a defense to criminal conduct other than murder
Mistake of Fact honest and reasonable belief that conduct is not criminal is a defense

Entrapment inducement by a law enforcement official to commit a crime is a defense

Criminal Procedure

Steps in Criminal Prosecution generally include arrest, booking, formal notice of charges, preliminary
hearing to determine probable cause, indictment or information, arraignment, and trial

Fourth Amendment protects individuals against unreasonable searches and seizures

Fifth Amendment protects persons against self-incrimination, double jeopardy, and being charged with a
capital crime except by grand jury indictment
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Sixth Amendment provides the accused with the right to a speedy and public trial, the opportunity to
confront witnesses, the right to have compulsory process for obtaining witnesses, and the right to

oratory where it was believed that methamphetamine, or

counsel
L]
Questions
1. Sam said to Carol, “Kim is going to sell me a good used car “speed”—a controlled substance—was being manufactured
next Monday and then PII deliver it to you in exchange for illegally. Peter went to Mary’s home and said that he repre-
your computer but I’d like to have the computer now.” Rely- sented a large organization that was interested in obtaining
ing on this statement, Carol delivered the computer to Sam. methamphetamine. Peter offered to supply a necessary ingre-
Sam knew Kim had no car and would have none in the dient for the manufacture of the drug, which was very diffi-
future, and he had no such arrangement with her. The cult to obtain, in return for one-half of the drug produced.
appointed time of exchange passed, and Sam failed to deliver Mary agreed and processed the chemical given to her by
the car to Carol. Has a crime been committed? Discuss. Peter in Peter’s presence. Later Peter returned with a search
2. Sara, alawyer, drew a deed for Robert by which Robert was Warratr.lt anld arre§t<13dtMary.l\1>I4 ary was cthzérgte}(li Wclithf Val‘lOqu
to convey land to Rick. The deed was correct in every detail. HATeotes avsvh Vli)daNllons' ar.}lfa {1;/;61’)6 ¢ defemse o
Robert examined and verbally approved it but did not sign entrapment. Shou ary prevatt ¥
it. Then Sara erased Rick’s name and substituted her own. The police obtained a search warrant based on an affidavit
Robert subsequently signed the deed with all required legal that contained the following allegations: (a) Donald was
formalities without noticing the change. Was Sara guilty of seen crossing a state line on four occasions during a five-day
forgery? Discuss. period and going to a particular apartment; (b) telephone
3.  Ann took Bonnie’s watch without Bonnie knowing of the records disclosed that the apartment had two telephones;
theft. Bonnie subsequently discovered her loss and was (?) Donald had a reputation as a bookmaker and as an a580°
informed that Ann had taken the watch. Bonnie immediately clate of ga}mblers; and (d)“the Eedergl Bur'eau Of. Investlga’:
pursued Ann. Ann pointed a loaded pistol at Bonnie, who tion was informed by a ' conﬁdenpal rehabl.e informant
. . > that Donald was conducting gambling operations from the
in fear of bf ing shor, allowe'd A? n to escape. Was Ann guilty apartment. The affidavit did not indicate how the informant
of robbery? Of any other crime? knew of this information nor did it contain any information
4. Jones and Wilson were on trial, separately, for larceny of a about the reliability of the informant. When a search was
$1,000 bearer bond (payable to the holder of the bond, not made based on the warrant, evidence was obtained that
a named individual) issued by Brown, Inc. The common- resulted in Donald’s conviction of violating certain gambling
wealth’s evidence showed that the owner of the bond put it laws. Donald challenged the constitutionality of the search
in an envelope bearing his name and address and dropped it warrant. Were Donald’s constitutional rights violated?
accidentally in the street; that Jones found the envelope with Explain your answer.
the bond in it; that Jones could neither read nor write; that A national bank was robbed by a man with a small strip of
Jones presented the envelope and bond to Wilson, an edu- . . o
. o tape on each side of his face. An indictment was returned
cated man, and asked Wilson what he should do with it; that against David. David was then arrested, and counsel was
Wilson told Jones that the finder of lost property becomes inted ) him. T K l,t thout nofi
the owner of it; that Wilson told Jones that the bond was appointe , fO represent um. 1wo weeks fater, without notice
K to David’s lawyer, an agent with the Federal Bureau of
worth $100 but that the money could be collected only at I S d to h the two bank empl
the issuer’s home office; that Jones then handed the bond to erestlgatli?n arrgngf di o have d ¢ d E.VO anx ¢ hp oyees
Wilson, who redeemed it at the corporation’s home office ODSEIVE 4 Lneup > e lrﬁ; Dla Vic and Hve of six (f)t ef pris”
and received $1,000; and that Wilson gave Jones $100 of l(inzrsi] Eacbbpersmzi n Le mzl.lp wc()ire SLpS © htape, 35
the proceeds. What rulings? ha the robber, and eac was irected to repeat the words
Put the money in the bag,” as had the robber. Both of the
5. Truck drivers for a hauling company, while loading a desk, bank employees identified David as the robber. At David’s
found a $100 bill that had fallen out of the desk. They trial he was again identified by the two, in the courtroom,
agreed to get it exchanged for small bills and divide the pro- and the prior lineup identification was elicited on cross-ex-
ceeds. En route to the bank, one of them changed his mind amination by David’s counsel. David’s counsel moved the
and refused to proceed with the scheme, whereupon the court either to grant a judgment of acquittal or alternatively
other pulled a knife and demanded the bill. A police officer to strike the courtroom identifications on the ground that
intervened. What crimes have been committed? the lineup had violated David’s Fifth Amendment privilege
. ) against self-incrimination and his Sixth Amendment right to
6. Peter, an undercover police agent, was trying to locate a lab-

counsel. Decision?
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Case Problems

10.

Waronek owned and operated a trucking rig, transporting
goods for L.T.L. Perishables, Inc., of St. Paul, Minnesota.
He accepted an offer to haul a trailer load of beef from Illini
Beef Packers, Inc., in Joslin, Illinois, to Midtown Packing
Company in New York City. After his truck was loaded
with ninety-five forequarters and ninety-five hindquarters of
beef in Joslin, Waronek drove north to his home in Water-
town, Wisconsin, rather than east to New York. While in
Watertown, he asked employees of the Royal Meat Com-
pany to butcher and prepare four hindquarters of beef—two
for himself and two for his friends. He also offered to sell
ten hindquarters to one employee of the company at an
alarmingly reduced rate. The suspicious employee contacted
the authorities, who told him to proceed with the deal.
When Waronek arrived in New York with his load short
nineteen hindquarters, Waronek telephoned L.T.L. Perish-
ables in St. Paul. He notified them “that he was short nine-
teen hindquarters, that he knew where the beef went, and
that he would make good on it out of future settlements.”
L.T.L. told him to contact the New York police, but he
failed to do so. Shortly thereafter, he was arrested by the
Federal Bureau of Investigation and indicted for the embez-
zlement of goods moving in interstate commerce. Explain
whether Waronek was guilty of the crime of embezzlement.

Four separate cases involving similar fact situations were
consolidated because they presented the same constitutional
question. In each case, police officers, detectives, or prose-
cuting attorneys took a defendant into custody and interro-
gated him in a police station to obtain a confession. In none
of these cases did the officials fully and effectively advise
the defendant of his rights at the outset of the interrogation.
The interrogations produced oral admissions of guilt from
each defendant, as well as signed statements from three of
them, which were used to convict them at their trials. The
defendants appealed, arguing that the officials should have

11.

12.

warned them of their constitutional rights and the conse-
quences of waiving them before the questioning began. It
was contended that to permit any statements obtained with-
out such a warning violated their Fifth Amendment privilege
against self-incrimination. Were the defendants’ constitu-
tional rights violated? Discuss.

Officer Cyril Rombach of the Burbank Police Department,
an experienced and well-trained narcotics officer, applied
for a warrant to search several residences and automobiles
for cocaine, methaqualone, and other narcotics. Rombach
supported his application with information given to another
police officer by a confidential informant of unproven reli-
ability. He also based the warrant application on his own
observations made during an extensive investigation: known
drug offenders visiting the residences and leaving with small
packages as well as a suspicious trip to Miami by two of the
suspects. A state superior court judge in good faith issued a
search warrant to Rombach based on this information.
Rombach’s searches netted large quantities of drugs and
other evidence, which produced indictments of several sus-
pects on charges of conspiracy to possess and distribute co-
caine. The defendants moved to suppress the evidence on the
grounds that the search warrant was defective in that Rom-
bach had failed to establish the informant’s credibility.
Should the evidence be excluded or can it be placed into evi-
dence since the police and courts acted in good faith? Why?

Olivo was in the hardware area of a department store. A se-
curity guard saw him look around, take a set of wrenches,
and conceal it in his clothing. Olivo looked around once
more and proceeded toward an exit, passing several cash
registers. The guard stopped him short of the exit. Olivo
maintains that larceny is not legally established unless the
defendant leaves a place of business without paying for mer-
chandise in his possession. Is Olivo correct? Explain.
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Chapter 7

INTENTIONAL TORTS

Torts are infinitely various, not limited or confined, for there is nothing in nature but may be an instrument for mischief.

CHARLES PRATT (QuoTep in THE GUIDE To AMERICAN Law, vor. 10)

LEARNING OBJECTIVES

After reading this chapter you should be able to:

1. Identify and describe the torts that protect
against intentional harm to personal rights.

2. Explain the application of the various privileges
to defamation suits and how they are affected
by whether the plaintiff is (a) a public figure,
(b) a public official, or (¢) a private person.

Il forms of civil liability are either (1) voluntarily

assumed, as by contract, or (2) involuntarily

assumed, as imposed by law. Tort liability is of the
second type. Tort law gives persons relief from civil wrongs
or injuries to their persons, property, and economic inter-
ests. Examples include assault and battery, automobile acci-
dents, professional malpractice, and products liability. This
law has three principal objectives: (1) to compensate per-
sons who sustain harm or loss resulting from another’s con-
duct, (2) to place the cost of that compensation only on
those parties who should bear it, and (3) to prevent future
harms and losses. Thus, the law of torts reallocates losses
caused by human misconduct. In general, a tort is commit-
ted when (1) a duty owed by one person to another (2) is
breached, (3) proximately causing (4) injury or damage to
the owner of a legally protected interest.
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3. Describe and distinguish the four torts compris-
ing invasion of privacy.

4. Identify and describe the torts that protect
against harm to property.

5. Distinguish among interference with contractual
relations, disparagement, and fraudulent
misrepresentation.

Each person is legally responsible for the damages
proximately caused by his tortious conduct. Moreover, as
we will discuss in Chapter 30, businesses that conduct
their business activities through employees are also liable
for the torts their employees commit in the course of
employment. The tort liability of employers makes the
study of tort law essential to business managers.

Injuries may be inflicted intentionally, negligently, or
without fault (strict liability). We will discuss intentional
torts in this chapter and cover negligence and strict liabil-
ity in Chapter 8.

The same conduct may, and often does, constitute both
a crime and a tort. For example, let us assume that John-
son has committed an assault and battery against West.
For the commission of this crime, the state may take
appropriate action against Johnson. In addition, Johnson

Copyright 2010 Cengage Learning, Inc. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.



Chapter 7 Intentional Torts

has violated West’s right to be secure in his person, and so
has committed a tort against West. Regardless of the crim-
inal action brought by the state against Johnson, West
may bring a civil tort action against Johnson for damages.
But an act may be criminal without being tortious; by the
same token, an act may be a tort but not a crime.

In a tort action, the injured party sues to recover com-
pensation for the injury sustained as a result of the defend-
ant’s wrongful conduct. The purpose of tort law, unlike
criminal law, is to compensate the injured party, not to
punish the wrongdoer. In certain cases, however, courts
may award exemplary or punitive damages, which are
damages over and above the amount necessary to compen-
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sate the plaintiff. Where the defendant’s tortious conduct
has been intentional—or in some states, reckless—and
outrageous, showing malice or a fraudulent or evil motive,
most courts permit a jury to award punitive damages. The
allowance of punitive damages is designed to punish and
make an example of the defendant and thus deter others
from similar conduct.

Practical Advice

When bringing a lawsuit for an intentional tort,
consider whether it is appropriate to ask for punitive
damages.

PuiLir MoRrris USA v. WILLIAMS

SUPREME COURT OF THE UNITED STATES, 2007
549 U.S. 346, 127 S.CT. 1057, 166 L.ED. 2D 940

http://www.law.cornell.edu/supct/pdf/05-1256P.ZS

FACTS This lawsuit arises out of the death of Jesse Wil-
liams, a heavy cigarette smoker. Williams” widow repre-
sents his estate in this state lawsuit for negligence and
deceit against Philip Morris, the manufacturer of Marl-
boro, the brand that Williams smoked. A jury found that
Williams® death was caused by smoking; that Williams
smoked in significant part because he thought it was safe
to do so; and that Philip Morris knowingly and falsely led
him to believe that this was so. The jury found that both
Philip Morris and Williams were negligent and that Philip
Morris had engaged in deceit. In respect to deceit, it
awarded compensatory damages of about $821,000 along
with $79.5 million in punitive damages.

The trial judge subsequently found the $79.5 million
punitive damages award “excessive” and reduced it to $32
million. Both sides appealed. The Oregon Court of Appeals
rejected Philip Morris’ arguments and restored the $79.5
million jury award. Subsequently, the Oregon Supreme
Court rejected Philip Morris” arguments that the trial court
should have instructed the jury that it could not punish
Philip Morris for injury to persons not before the court,
and that the roughly 100:1 ratio of the $79.5 million puni-
tive damages award to the compensatory damages amount
was “grossly excessive.”

The U.S. Supreme Court granted Philip Morris certiorari
on its claims that (1) Oregon had unconstitutionally per-
mitted it to be punished for harming nonparty victims; and
(2) Oregon had in effect disregarded “the constitutional
requirement that punitive damages be reasonably related
to the plaintiff’s harm.”

DECISION The Oregon Supreme Court’s judgment is

vacated, and the case is remanded.

OPINION Breyer J. This Court has long made clear that
“punitive damages may properly be imposed to further a
State’s legitimate interests in punishing unlawful conduct
and deterring its repetition.” [Citations.| At the same time,
we have emphasized the need to avoid an arbitrary deter-
mination of an award’s amount. Unless a State insists upon
proper standards that will cabin the jury’s discretionary
authority, its punitive damages system may deprive a de-
fendant of “fair notice ... of the severity of the penalty that
a State may impose,” [citation]; it may threaten “arbitrary
punishments,” i.e., punishments that reflect not an “appli-
cation of law” but “a decisionmaker’s caprice,” [citation];
and, where the amounts are sufficiently large, it may
impose one State’s (or one jury’s) “policy choice,” say as to
the conditions under which (or even whether) certain prod-
ucts can be sold, upon “neighboring States” with different
public policies, [citation].

For these and similar reasons, this Court has found that
the Constitution imposes certain limits, in respect both to
procedures for awarding punitive damages and to amounts
forbidden as “grossly excessive.” [Citation]| (requiring judi-
cial review of the size of punitive awards); [citation]
(review must be de novo); [citation] (excessiveness decision
depends upon the reprehensibility of the defendant’s con-
duct, whether the award bears a reasonable relationship to
the actual and potential harm caused by the defendant to
the plaintiff, and the difference between the award and
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sanctions “authorized or imposed in comparable cases”);
[citation] (excessiveness more likely where ratio exceeds
single digits). Because we shall not decide whether the
award here at issue is “grossly excessive,” we need now
only consider the Constitution’s procedural limitations.

In our view, the Constitution’s Due Process Clause for-
bids a State to use a punitive damages award to punish a de-
fendant for injury that it inflicts upon nonparties or those
whom they directly represent, i.e., injury that it inflicts upon
those who are, essentially, strangers to the litigation. For
one thing, the Due Process Clause prohibits a State from
punishing an individual without first providing that individ-
ual with “an opportunity to present every available defense.”
[Citation.] Yet a defendant threatened with punishment for
injuring a nonparty victim has no opportunity to defend
against the charge, by showing, for example in a case such
as this, that the other victim was not entitled to damages
because he or she knew that smoking was dangerous or did
not rely upon the defendant’s statements to the contrary.

Finally, we can find no authority supporting the use of
punitive damages awards for the purpose of punishing a
defendant for harming others. We have said that it may be
appropriate to consider the reasonableness of a punitive
damages award in light of the potential harm the defend-
ant’s conduct could have caused. But we have made clear
that the potential harm at issue was harm potentially
caused the plaintiff. [Citation] (“We have been reluctant to
identify concrete constitutional limits on the ratio between
harm, or potential harm, to the plaintiff and the punitive
damages award”) ***

***Evidence of actual harm to nonparties can help to
show that the conduct that harmed the plaintiff also posed
a substantial risk of harm to the general public, and so was
particularly reprehensible—although counsel may argue in
a particular case that conduct resulting in no harm to
others nonetheless posed a grave risk to the public, or the
converse. Yet for the reasons given above, a jury may not
go further than this and use a punitive damages verdict to
punish a defendant directly on account of harms it is
alleged to have visited on nonparties.

***We therefore conclude that the Due Process Clause
requires States to provide assurance that juries are not asking

The Legal Environment of Business Part II

the wrong question, i.e., seeking, not simply to determine rep-
rehensibility, but also to punish for harm caused strangers.
EEEs

The instruction that Philip Morris said the trial court
should have given distinguishes between using harm to
others as part of the “reasonable relationship” equation
(which it would allow) and using it directly as a basis for
punishment. The instruction asked the trial court to tell the
jury that “you may consider the extent of harm suffered by
others in determining what [the] reasonable relationship is”
between Philip Morris” punishable misconduct and harm
caused to Jesse Williams, “[but] you are not to punish the de-
fendant for the impact of its alleged misconduct on other per-
sons, who may bring lawsuits of their own in which other
juries can resolve their claims. ...” [Citation.] And as the
Oregon Supreme Court explicitly recognized, Philip Morris
argued that the Constitution “prohibits the state, acting
through a civil jury, from using punitive damages to punish
a defendant for harm to nonparties.” [Citation. |

As the preceding discussion makes clear, we believe that
the Oregon Supreme Court applied the wrong constitu-
tional standard when considering Philip Morris’ appeal.
We remand this case so that the Oregon Supreme Court
can apply the standard we have set forth. Because the
application of this standard may lead to the need for a new
trial, or a change in the level of the punitive damages
award, we shall not consider whether the award is consti-
tutionally “grossly excessive.”

INTERPRETATION In most states, a jury may award
punitive damages if a defendant’s tortious conduct is inten-
tional and outrageous, but the amount of damages must
not be grossly excessive and may not punish the defendant
for harm caused to parties other than the plaintiff.

ETHICAL QUESTION s it ethical to impose punish-
ment in a civil case without the protections provided to
defendants in a criminal proceeding? Explain.

CRITICAL THINKING QUESTION Can juries be

adequately instructed to make the distinction required by
the U.S. Supreme Court? Explain.

Tort law is primarily common law, and, as we mentioned
in Chapter 1, the Restatements, prepared by the American
Law Institute (ALI), present many important areas of the
common law, including torts. You will recall that although
they are not law in themselves, the Restatements are highly
persuasive in the courts. Since then, the Restatement has
served as a vital force in shaping the law of torts. Between
1965 and 1978, the institute adopted and promulgated a
second edition of the Restatement of Torts, which revised

and superseded the First Restatement. This text will refer to
the second Restatement simply as the Restatement.

In 1996, the ALI approved the development of a new
Restatement, called Restatement Third, Torts: Liability for
Physical and Emotional Harm, which addresses the gen-
eral or basic elements of the tort action for liability for ac-
cidental personal injury and property damage but does
not cover liability for economic loss. This work will
replace comparable provisions in the Restatement Second,
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Torts. In 2005, a Proposed Final Draft was approved, but
the Institute has not yet published it in final form because
the project has been expanded to include chapters on emo-
tional harm and landowner liability. After that additional
work has been completed and approved, the Institute will
publish the final text of this Restatement.

Because this new Restatement applies to nonintentional
torts, it will be covered extensively in the next chapter and
it will be cited as the “Third Restatement.” A few of its
provisions, however, do apply to intentional torts and will
be included in this chapter. Comment ¢ to Section 5 of the
Third Restatement provides that the Second Restatement
remains largely authoritative in explaining the details of
specific intentional torts and their related defenses.

The Institute’s Restatement Third, Torts: Economic
Torts and Related Wrongs will update coverage on torts
that involve economic loss or pecuniary harm not resulting
from physical harm or physical contact to a person or
property. The Institute began this project in 2004, but as
of 2009 no part of the work has been approved; this pro-
ject is likely to last several more years before completion.

Intent, as used in tort law, does not require a hostile or
evil motive. Rather, it means that the actor desires to cause
the consequences of his act or that he believes the conse-
quences are substantially (almost) certain to result from it.
(See Figure 7-1, which illustrates intent.) The Third Restate-
ment provides that “[a] person acts with the intent to pro-
duce a consequence if: (a) the person acts with the purpose
of producing that consequence; or (b) the person acts know-
ing that the consequence is substantially certain to result.”

The following examples illustrate the definition of intent:
(1) If Mark fires a gun in the middle of the Mojave Desert,
he intends to fire the gun; but when the bullet hits Steven,

Figure 7-1

Does defendant
Intent

desire to cause
consequences?

Does defendant

believe consequences
are substantially
certain to result?

No Intent
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who is in the desert without Mark’s knowledge, Mark does
not intend that result. (2) Mark throws a bomb into Steven’s
office in order to kill Steven. Mark knows that Carol is in
Steven’s office and that the bomb is substantially certain to
injure Carol, although Mark has no desire to harm her.
Mark is, nonetheless, liable to Carol for any injury caused
Carol. Mark’s intent to injure Steven is transferred to Carol.

Infants (persons who have not reached the age of ma-
jority, which is eighteen years in almost all states) are held
liable for their intentional torts. The infant’s age and
knowledge, however, are critical in determining whether
the infant had sufficient intelligence to form the required
intent. Incompetents, like infants, are generally held liable
for their intentional torts.

Even though the defendant has intentionally invaded
the interests of the plaintiff, the defendant will not be
liable if such conduct was privileged. A defendant’s con-
duct is privileged if it furthers an interest of such social im-
portance that the law grants immunity from tort liability
for damage to others. Examples of privilege include self-
defense, defense of property, and defense of others. In
addition, the plaintiff’s consent to the defendant’s conduct
is a defense to intentional torts.

Harm to the Person

The law provides protection against harm to the person.
Generally, intentional torts to the person entitle the
injured party to recover damages for bodily harm, emo-
tional distress, loss or impairment of earning capacity, rea-
sonable medical expenses, and harm the tortious conduct
caused to property or business.

Yes

Yes T
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BATTERY

Battery is an intentional infliction of harmful or offensive
bodily contact. It may consist of contact causing serious
injury, such as a gunshot wound or a blow on the head
with a club. Or it may involve contact causing little or no
physical injury, such as knocking a hat off of a person’s
head or flicking a glove in another’s face. Bodily contact is
offensive if it would offend a reasonable person’s sense of
dignity. Such contact may be accomplished through the
use of objects, such as Gustav throwing a rock at Hester
with the intention of hitting her. If the rock hits Hester or
any other person, Gustav has committed a battery.

ASSAULT

Assault is intentional conduct by one person directed at
another that places the other in apprehension of imminent
(immediate) bodily harm or offensive contact. It is usually
committed immediately before a battery, but if the
intended battery fails, the assault remains. Assault is essen-
tially a mental rather than a physical intrusion. Accord-
ingly, damages for it may include compensation for fright
and humiliation. The person in danger of immediate bod-
ily harm must have knowledge of the danger and be appre-
hensive of its imminent threat to his safety.

FALSE IMPRISONMENT

The tort of false imprisonment or false arrest is the act of
intentionally confining a person against her will within
fixed boundaries if the person is conscious of the confine-
ment or harmed by it. Such restraint may be brought
about by physical force, the threat of physical force, or by
force directed against a person’s property. Damages for
false imprisonment may include compensation for loss of
time, physical discomfort, inconvenience, physical illness,
and mental suffering. Merely obstructing a person’s free-
dom of movement is not false imprisonment so long as a
reasonable alternative exit is available.

The Legal Environment of Business Part II

Merchants occasionally encounter potential liability for
false imprisonment when they seek to question a suspected
shoplifter. A merchant who detains an innocent person
may face a lawsuit for false imprisonment. However, most
states have statutes protecting the merchant, provided he
or she detains the suspect with probable cause, in a rea-
sonable manner, and for not more than a reasonable time.

Practical Advice

When detaining a suspected shoplifter, be careful to con-
form with the limitations of your state’s statutory privilege.

INFLICTION OF EMOTIONAL DISTRESS

Infliction of emotional distress occurs when a person by
extreme and outrageous conduct intentionally or reck-
lessly causes severe emotional distress to another, thereby
imposing liability upon himself for such emotional distress
as well as for any resulting bodily harm. Recklessness is
conduct that evidences a conscious disregard of or an
indifference to the consequences of the act committed. The
Third Restatement provides a more detailed definition:

A person acts recklessly in engaging in conduct if: (a) the
person knows of the risk of harm created by the conduct or
knows facts that make the risk obvious to another in the per-
son’s situation, and (b) the precaution that would eliminate
or reduce the risk involves burdens that are so slight relative
to the magnitude of the risk as to render the person’s failure
to adopt the precaution a demonstration of the person’s
indifference to the risk.

Damages may be recovered for severe emotional distress
even in the absence of any physical injury. This cause of
action does not protect a person from abusive language or
rudeness but rather from atrocious, intolerable conduct
beyond all bounds of decency. Examples of this tort include
sexual harassment on the job and outrageous and pro-
longed bullying tactics employed by creditors or collection
agencies attempting to collect a debt, or by insurance
adjusters trying to force a settlement of an insurance claim.

FERRELL V. MIKULA

COURT OF APPEALS OF GEORGIA, 2008, RECONSIDERATION DENIED, 2008
627 S.E.2D 7

FACTS On Friday night, August 6, 2006, eighteen-year
old Racquel Ferrell and thirteen-year-old Kristie Ferrell
went to Ruby Tuesday. After they ate and paid their bill,
the girls left the restaurant, got into their car, and drove

out of the parking lot. As they entered the highway, Rac-
quel noticed a black truck following her very closely with
its headlights on high. A marked police car by the side of
the road pulled onto the highway between the girls’ car
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and the following truck and pulled the car over. The officer
pulled Racquel out of the car, placed her in handcuffs, and
put her in the back seat of his patrol car. Another officer
removed Kristie from the car, placed her in handcuffs, and
put her in the back of another patrol car.

All of the police officers gathered to talk to the driver of
the truck that had been following the Ferrells, who turned
out to be a uniformed off-duty police officer working as a
security guard for Ruby Tuesday. The officer who arrested
Racquel returned to the patrol car where she was being
held and told her if she had not paid her Ruby Tuesday
bill, she was going to jail. She protested, and the officer
conferred again with the other officers, then returned to
the car and said, “It was a mistake.” He explained that the
manager at the restaurant had sent the off-duty officer after
them because he said the girls had not paid their bill, but
they did not fit the description of the two people who had
walked out without paying. The officers removed the
handcuffs from Racquel and Kristie and returned them to
their car. After asking for Racquel’s driver’s license and
obtaining information about both girls, the officer told
them they were free to go.

Christian Mikula had been an assistant manager for
about a month, and was the only manager at Ruby Tuesday
that night. One of the servers, Robert, reported that his cus-
tomers at Table 24 had a complaint, so Mikula talked to
the couple and told them he would “take care of” the food
item in question. The customers were a man and a woman
in their late twenties to early thirties. Mikula left the table
to discuss the matter with Robert, after which server Aaron
told Mikula that the patrons at Table 24 had left without
paying. Mikula looked at the table, confirmed they had not
left any money for the bill, and went out the main entrance.
He saw a car pulling out of the parking lot, and said to the
off-duty officer, “Hey, I think they just left without paying.”
The officer said, “Who, them?” Mikula said, “I think so,”
and the officer got up and went to his vehicle.

Mikula knew the officer was going to follow the people
in the car and would stop them, but did not ask the officer
if he had seen who got into the car. He did not give the offi-
cer a description of the people at Table 24, and did not
know the race, age, gender, or number of people in the car
being followed. He did not know if there were people in
any of the other cars in the parking lot. He did not ask any
other people in the restaurant if they had seen the people at
Table 24 leave the building, which had two exits. He did
not know how long the people had been gone before
Aaron told him they left, or whether another customer had
picked up money from Table 24. He could have tried to
obtain more information to determine whether the people
in the car he pointed out were the people who had been sit-
ting at Table 24, but did not do so.

Racquel Ferrell and the parents of Kristie Ferrell sued
Ruby Tuesday, Inc. and its manager, Christian Mikula, for
false imprisonment and intentional infliction of emotional
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distress. The trial court granted the defendants’ motion for
summary judgment on all counts. The Ferrells appealed.

DECISION Summary judgment on the claim for inten-
tional infliction of emotional distress is affirmed; summary
judgment on the claim for false imprisonment is reversed.

OPINION Barnes, C. J. In this case, the Ferrells were
detained without a warrant, and thus have a claim for false
imprisonment ***, [Citation.] “False imprisonment is the
unlawful detention of the person of another, for any length
of time, whereby such person is deprived of his personal lib-
erty.” [Citation.] “The only essential elements of the action
being the detention and its unlawfulness, malice and the
want of probable cause need not be shown.” [Citations.]
The evidence in this case clearly establishes that the Fer-
rells were detained. Although “‘imprisonment’ was originally
intended to have meant stone walls and iron bars, ... under
modern tort law an individual may be imprisoned when his
movements are restrained in the open street, or in a traveling
automobile.” [Citation.] Ruby Tuesday does not argue oth-
erwise, but instead argues that the evidence established suffi-
cient probable cause and the plaintiffs failed to establish that
Mikula acted with malice. But malice is not an element of
false imprisonment, ***. Further, *** the mere existence of
probable cause standing alone has no real defensive bearing
on the issue of liability [for false imprisonment]. [Citation.]

Arresting or procuring the arrest of a person without a
warrant constitutes a tort, “unless he can justify under
some of the exceptions in which arrest and imprisonment
without a warrant are permitted by law, [citations]”. Gen-
erally, one “who causes or directs the arrest of another by
an officer without a warrant may be held liable for false
imprisonment, in the absence of justification, and the bur-
den of proving that such imprisonment lies within an
exception rests upon the person ... causing the imprison-
ment.”[Citations.] ***

Accordingly, as the Ferrells have established an unlaw-
ful detention, the next issue to consider is whether Mikula
“caused” the arrest. Whether a party is potentially liable
for false imprisonment by “directly or indirectly urg[ing| a
law enforcement official to begin criminal proceedings” or
is not liable because he “merely relates facts to an official
who then makes an independent decision to arrest” is a fac-
tual question for the jury. [Citation.] The party need not
expressly request an arrest, but may be liable if his conduct
and acts “procured and directed the arrest.” [Citation.]

Here, Mikula told the officer that the car leaving the
parking lot contained people who left without paying for
their food, although he did not know or try to ascertain
who was in the car. He also knew the officer was going to
detain the people in the car and could have tried to stop
him, but made no attempt to do so. Accordingly, the trial
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court erred in granting summary judgment to the defend-
ants on the plaintiffs’ false imprisonment claim.

The Ferrells also contend that the trial court erred in
granting summary judgment to the defendants on their
claim for intentional infliction of emotional distress. The
elements of a cause of action for intentional infliction of
emotional distress are: (1) intentional or reckless conduct;
(2) that is extreme and outrageous; (3) a causal connection
between the wrongful conduct and the emotional distress;
and (4) severe emotional distress. [Citation.] Further,

[iability for this tort has been found only where the con-
duct has been so outrageous in character, and so extreme in
degree, as to go beyond all possible bounds of decency, and
to be regarded as atrocious, and utterly intolerable in a civi-
lized community. Generally, the case is one in which the
recitation of the facts to an average member of the commu-
nity would arouse his resentment against the actor, and
lead him to exclaim, “Outrageous!”

[Citation.]
In this case, the action upon which the Ferrells base their
emotional distress claim is being stopped by the police,

The Legal Environment of Business Part II

placed in handcuffs, and held in a patrol car for a short pe-
riod of time before being released. While this incident was
unfortunate, the question raised by the evidence was
whether the restaurant manager’s actions were negligent,
not whether he acted maliciously or his conduct was
extreme, atrocious, or utterly intolerable. Accordingly, the
trial court did not err in granting the defendants’ motion
for summary judgment on the Ferrells’ claim for inten-
tional infliction of emotional distress.

INTERPRETATION False imprisonment is the unlaw-
ful detention of the person of another, for any length of
time, whereby such person is deprived of his personal liberty
unless there is a legally recognized justification. Liability is
imposed under the tort of infliction of emotional distress for
intentional or reckless conduct that is extreme and outra-
geous and that causes severe emotional distress.

CRITICAL THINKING QUESTION Do you agree

that the manager’s conduct was negligent at most and thus
not reckless?

Harm to the Right of Dignity

The law also protects a person against intentional interfer-
ence with, or harm to, his right of dignity. This protection
covers a person’s reputation, privacy, and right to freedom
from unjustifiable litigation.

DEFAMATION

As we discussed in Chapter 4, the tort of defamation is a
false communication that injures a person’s reputation by
disgracing him and diminishing the respect in which he is
held. An example would be the publication of a false state-
ment that a person had committed a crime or had a loath-
some disease.

Elements of Defamation The elements of a defama-
tion action are (1) a false and defamatory statement
concerning another; (2) an unprivileged publication (com-
munication) to a third party; (3) depending on the status
of the defendant, negligence or recklessness on her part in
knowing or failing to ascertain the falsity of the statement;
and (4) in some cases, proof of special harm caused by the
publication. The burden of proof is on the plaintiff to
prove the falsity of the defamatory statement.

If the defamatory communication is handwritten, type-
written, printed, pictorial, or in any other medium with

similar communicative power, such as a television or radio
broadcast, it is designated as libel. If it is spoken or oral, it
is designated as slander. In either case, it must be commu-
nicated to a person or persons other than the one who is
defamed, a process referred to as its publication. Thus, if
Maurice writes a defamatory letter about Pierre’s charac-
ter that he hands or mails to Pierre, this is not a publica-
tion because it is intended only for Pierre. The publication
must have been intentional or the result of the defendant’s
negligence.

Any living person, as well as corporations, partner-
ships, and unincorporated associations, may be defamed.
Unless a statute provides otherwise, no action may be
brought for defamation of a deceased person.

A significant trend affecting business has been the
bringing of defamation suits against former employers by
discharged employees. It has been reported that such suits
account for approximately one-third of all defamation
lawsuits. The following case demonstrates the consequen-
ces of failing to be careful in discharging an employee.

Practical Advice

Consider whether you should provide employment
references for current and former employees, and if
you decide to do so, take care in what you say. See the
following “Business Law in Action” feature.
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f you own or manage a business, you can expect

employees to leave for a variety of reasons. When your
present or former employees apply for work elsewhere,
their potential new employers may well call you to verify
their employment history and ask your opinion of them
as employees. Should you give that information?

Many employers have stopped giving meaningful
references for former employees. Some employers verify
only employment dates and job titles of former employ-
ees. Others give no information at all. The reason? Fear
of liability for defamation and of incurring large legal
expenses to defend a lawsuit.

Are those fears justified? Does the benefit of minimizing
risk outweigh the cost of shutting down a legitimate and
valuable information system? Consider the following points:

e A number of the states have enacted statutes that pro-
vide varying degrees of protection against liability for
defamation to companies that give job references for
current or former employees.

e An employer is liable for a false statement only if she
was negligent in attempting to establish its truth.

e Employment references enjoy qualified privilege,
unless the employer communicates the statements to

people with no need to know their contents or pub-
lishes them out of spite.

e Employment references are valuable. Employers who
expect to get useful information about job applicants
should also be willing to give it.

You can reduce the risk of liability when giving
employment references if you:

e Endeavor to ensure that all statements you publish
about an employee are true. Your effort can be used
as a defense against negligence.

e Make sure you publish statements only to people with
a legitimate need to know (i.e., potential employers).

e Regulate the giving of references in your company. Make
sure people who work for you understand who may give
references and who may not. And make sure they know
that no one is ever to publish statements maliciously.

e Ask your existing employees to give you written con-
sent to provide references for them.

Source: From Ramona L. Paetzold and Steven L. Wilborn,
“Employer Irrationality and the Demise of Employment Referen-
ces”, American Business Law Journal 30, no. 1 (May 1992): 123-
42. Reprinted by permission of Blackwell Publishers, Ltd.

Frank B. HarLL & Co., INc. v. Buck

COURT OF APPEALS OF TEXAS, FOURTEENTH DISTRICT, 1984
678 S.W.2D 612, CERT. DENIED, 472 U.S., 1009, 105 S.CT. 2704, 86 L.ED.2D 720 (1985)

FACTS On June 1, 1976, Larry W. Buck, an established
salesman in the insurance business, began working for
Frank B. Hall & Co. In the course of the ensuing months,
Buck brought several major accounts to Hall and produced
substantial commission income for the firm. In October
1976, Mendel Kaliff, then president of Frank B. Hall &
Co. of Texas, informed Buck that his salary and benefits
were being reduced because of his failure to generate suffi-
cient income for the firm. On March 31, 1977, Kaliff and
Lester Eckert, Hall’s office manager, fired Buck. Buck was
unable to procure subsequent employment with another in-
surance firm. He hired an investigator, Lloyd Barber, to
discover the true reasons for his dismissal and for his
inability to find other employment.

Barber contacted Kaliff, Eckert, and Virginia Hilley, a
Hall employee, and told them he was an investigator and
was seeking information about Buck’s employment with

the firm. Barber conducted tape-recorded interviews with
the three in September and October of 1977. Kaliff accused
Buck of being disruptive, untrustworthy, paranoid, hostile,
untruthful, and of padding his expense account. Eckert
referred to Buck as “a zero” and a “classical sociopath”
who was ruthless, irrational, and disliked by other employ-
ees. Hilley stated that Buck could have been charged with
theft for certain materials he brought with him from his
former employer to Hall. Buck sued Hall for damages for
defamation and was awarded over $1.9 million by a jury—
$605,000 for actual damages and $1,300,000 for punitive
damages. Hall then brought this appeal.

DECISION Judgment for Buck affirmed.

OPINION Junell, J. Any act wherein the defamatory

matter is intentionally or negligently communicated to a
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third person is a publication. In the case of slander, the act
is usually the speaking of the words. Restatement (Second)
Torts § 577 comment a (1977). There is ample support in
the record to show that these individuals intentionally
communicated disparaging remarks to a third person. The
jury was instructed that “Publication means to communi-
cate defamatory words to some third person in such a way
that he understands the words to be defamatory A state-
ment is not published if it was unauthorized, invited or
procured by Buck and if Buck knew in advance the con-
tents of the invited communication.” In response to special
issues, the jury found that the slanderous statements were
made and published to Barber.

A defamer cannot escape liability by showing that,
although he desired to defame the plaintiff, he did not
desire to defame him to the person to whom he in fact
intentionally published the defamatory communication.
The publication is complete although the publisher is mis-
taken as to the identity of the person to whom the publica-
tion is made. Restatement (Second) of Torts § 577
comment | (1977). Likewise, communication to an agent of
the person defamed is a publication, unless the communi-
cation is invited by the person defamed or his agent.
Restatement § 577 comment e. We have already deter-
mined that the evidence is sufficient to show that Buck did
not know what Kaliff, Eckert or Hilley would say and that
he did not procure the defamatory statements to create a
lawsuit. Thus, the fact that Barber may have been acting at
Buck’s request is not fatal to Buck’s cause of action. There
is absolutely no proof that Barber induced Kaliff, Eckert or
Hilley to make any of the defamatory comments.

When an ambiguity exists, a fact issue is presented. The
court, by submission of proper fact issues, should let the
jury render its verdict on whether the statements were
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fairly susceptible to the construction placed thereon by the
plaintiff. [Citation.] Here, the jury found (1) Eckert made a
statement calculated to convey that Buck had been termi-
nated because of serious misconduct; (2) the statement was
slanderous or libelous; (3) the statement was made with
malice; (4) the statement was published; and (5) damage
directly resulted from the statement. The jury also found
the statements were not substantially true. The jury thus
determined that these statements, which were capable of a
defamatory meaning, were understood as such by Barber.
We hold that the evidence supports the award of actual
damages and the amount awarded is not manifestly unjust.
Furthermore, in responding to the issue on exemplary dam-
ages, the jury was instructed that exemplary damages must
be based on a finding that Hall “acted with ill will, bad
intent, malice or gross disregard to the rights of Buck.”
Although there is no fixed ratio between exemplary and
actual damages, exemplary damages must be reasonably
apportioned to the actual damages sustained. [Citation.]
Because of the actual damages [$605,000] and the abun-
dant evidence of malice, we hold that the award of punitive
damages [$1,300,000] was not unreasonable. ***

INTERPRETATION The key elements of defamation
are that the statements made are false, injure the plaintiff’s
reputation, and are published.

ETHICAL QUESTION Did Hall’s employees act ethi-

cally? Did Buck act ethically in hiring an investigator to
obtain the information? Explain.

CRITICAL THINKING QUESTION How should
a company respond to inquiries for information about for-
mer or current employees? Explain.

Defenses to Defamation Privilege is immunity from
tort liability granted when the defendant’s conduct fur-
thers a societal interest of greater importance than the
injury inflicted upon the plaintiff. Three kinds of privi-
leges apply to defamation: absolute, conditional, and
constitutional.

Absolute privilege, which protects the defendant regard-
less of his motive or intent, has been confined to those
few situations in which public policy clearly favors
complete freedom of speech. Such privilege includes (1)
statements made by participants in a judicial proceeding
regarding that proceeding; (2) statements made by mem-
bers of Congress on the floor of Congress and by members
of state and local legislative bodies; (3) statements made by
certain executive branch officers while performing their

governmental duties; and (4) statements regarding a third
party made between spouses when they are alone.

Qualified or conditional privilege depends on proper
use of the privilege. A person has a conditional privilege to
publish defamatory matter to protect her own legitimate
interests or, in some cases, the interests of another. Condi-
tional privilege also extends to many communications in
which the publisher and the recipient have a common in-
terest, such as letters of reference. Conditional privilege,
however, is forfeited by a publisher who acts in an exces-
sive manner, without probable cause, or for an improper
purpose.

The First Amendment to the U.S. Constitution guaran-
tees freedom of speech and freedom of the press. The U.S.
Supreme Court has applied these rights to the law of
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defamation by extending a form of constitutional privi-
lege to defamatory and false statements about public offi-
cials or public figures so long as it is done without malice.
For these purposes, malice is not ill will but clear and con-
vincing proof of the publisher’s knowledge of falsity or
reckless disregard of the truth. Thus, under constitutional
privilege, the public official or public figure must prove
that the defendant published the defamatory and false
comment with knowledge or in reckless disregard of the
comment’s falsity and its defamatory character. However,
in a defamation suit brought by a private person (one who
is neither a public official nor a public figure), the plaintiff
must prove that the defendant published the defamatory
and false comment with malice or negligence.

Congress enacted Section 230 of the Communications
Decency Act of 1996 (CDA) granting immunity to Internet
service providers (ISPs) from liability for defamation when
publishing information originating from a third party. A
court has interpreted this provision of the CDA as immu-
nizing an ISP that refused to remove or retract an allegedly
defamatory posting made on its bulletin board. The immu-
nity granted by the CDA to ISPs has spawned a number of
lawsuits urging ISPs to reveal the identities of subscribers
who have posted allegedly defamatory statements. To
date, ISPs have complied, generating additional litigation
by angry ISP patrons attempting to keep their identities
protected by asserting that their right to free speech is
being compromised.

Because Section 230 of the CDA grants immunity only
to ISPs, there is the possibility that employers will be held
liable for some online defamatory statements made by an
employee. Section 577(2) of the Restatement of Torts pro-
vides that a person who intentionally and unreasonably
fails to remove defamatory matter that she knows is exhib-
ited on property in her possession or under her control is
liable for its continued publication. Therefore, employers
in control of e-forums, such as electronic bulletin boards
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and chat rooms, should act quickly to remove any defama-
tory statement brought to their attention.

INvASsION OF PRrivacy

The invasion of a person’s right to privacy actually con-
sists of four distinct torts: (1) appropriation of a person’s
name or likeness; (2) unreasonable intrusion on the seclu-
sion of another; (3) unreasonable public disclosure of pri-
vate facts; or (4) unreasonable publicity that places
another in a false light in the public eye.

It is entirely possible and not uncommon for a person’s
right of privacy to be invaded in a manner entailing two or
more of these related torts. For example, Bart forces his
way into Cindy’s hospital room, takes a photograph of
Cindy, and publishes it to promote his cure for Cindy’s ill-
ness along with false statements about Cindy that would
be highly objectionable to a reasonable person. Cindy
would be entitled to recover on any or all of the four torts
comprising invasion of privacy.

Appropriation Appropriation is the unauthorized use
of another person’s name or likeness for one’s own bene-
fit, as, for example, in promoting or advertising a product
or service. The tort of appropriation, which seeks to pro-
tect the individual’s right to the exclusive use of his iden-
tity, is also known as the “right of publicity.” In the
example above, Bart’s use of Cindy’s photograph to pro-
mote Bart’s business constitutes the tort of appropriation.
The following case involving Vanna White is also an
example of appropriation.

Practical Advice

When using another person’s identity for your own pur-
poses, be sure to obtain that person’s written consent.

WHITE V. SAMSUNG ELECTRONICS

UNITED STATES COURT OF APPEALS, NINTH CIRCUIT, 1992
971 F.2D 1395, CERT. DENIED, 508 U.S. 951, 113 S.CT. 2443, 124 L.ED.2D 660 (1993)

FACTS Plaintiff, Vanna White, is the hostess of Wheel of
Fortune, one of the most popular game shows in television
history. Samsung Electronics and David Deutsch Associates
ran an advertisement for videocassette recorders that depicted
a robot dressed in a wig, gown, and jewelry chosen to resem-
ble White’s hair and dress. The robot was posed in a stance,

for which White is famous, next to a game board, which is
instantly recognizable as the Wheel of Fortune game show set.
The caption of the ad read: “Longest-running game show.
2012 AD.” Defendants referred to the ad as the “Vanna
White” ad. White neither consented to the ads, nor was she
paid for them. White sued Samsung and Deutsch under the
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California common law right of publicity. The district court
granted summary judgment against White on this claim.

DECISION Judgment reversed.

OPINION Goodwin, ]J. White argues that the district
court erred in granting summary judgment to defendants
on White’s common law right of publicity claim. In East-
wood v. Superior Court, [citation], the California court of
appeal stated that the common law right of publicity cause
of action “may be pleaded by alleging (1) the defendant’s
use of the plaintiff’s identity; (2) the appropriation of plain-
tif’s name or likeness to defendant’s advantage, commer-
cially or otherwise; (3) lack of consent, and (4) resulting
injury.” [Citation.] The district court dismissed White’s
claim for failure to satisfy Eastiwood’s second prong, reason-
ing that defendants had not appropriated White’s “name or
likeness” with their robot ad. We agree that the robot ad
did not make use of White’s name or likeness. However,
the common law right of publicity is not so confined.

The Eastwood court did not hold that the right of pub-
licity cause of action could be pleaded only by alleging an
appropriation of name or likeness. Eastwood involved an
unauthorized use of photographs of Clint Eastwood and of
his name. Accordingly, the Eastwood court had no occa-
sion to consider the extent beyond the use of name or like-
ness to which the right of publicity reaches. That court
held only that the right of publicity cause of action “may
be” pleaded by alleging, inter alia, appropriation of name
or likeness, not that the action may be pleaded only in
those terms.

The “name or likeness” formulation referred to in East-
wood originated not as an element of the right of publicity
cause of action, but as a description of the types of cases in
which the cause of action had been recognized. The source
of this formulation is Prosser, Privacy, 48 Cal.L.Rev. 383,
401-07 (1960), one of the earliest and most enduring artic-
ulations of the common law right of publicity cause of
action. In looking at the case law to that point, Prosser rec-
ognized that right of publicity cases involved one of two
basic factual scenarios: name appropriation, and picture or
other likeness appropriation. [Citation. ]

Even though Prosser focused on appropriations of name
or likeness in discussing the right of publicity, he noted that
“[i]t is not impossible that there might be appropriation of
the plaintiff’s identity, as by impersonation, without use of
either his name of his likeness, and that this would be an
invasion of his right of privacy.” [Citation.] At the time
Prosser wrote, he noted however, that “[nJo such case
appears to have arisen.” [Citation. |

Since Prosser’s early formulation, the case law has borne
out his insight that the right of publicity is not limited to
the appropriation of name or likeness. In Motschenbacher
v. R.J. Reynolds Tobacco Co., [citation], the defendant had
used a photograph of the plaintiff’s race car in a television
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commercial. Although the plaintiff appeared driving the
car in the photograph, his features were not visible. Even
though the defendant had not appropriated the plaintiff’s
name or likeness, this court held that plaintiff’s California
right of publicity claim should reach the jury.

In Midler, this court held that, even though the defend-
ants had not used Midler’s name or likeness, Midler had
stated a claim for violation of her California common law
right of publicity because “the defendants *** for their
own profit in selling their product did appropriate part of
her identity” by using a Midler sound-alike. [Citation.]

In Carson v. Here’s Johnny Portable Toilets, Inc., |cita-
tion], the defendant had marketed portable toilets under
the brand name “Here’s Johnny”—Johnny Carson’s signa-
ture “Tonight Show” introduction—without Carson’s per-
mission. The district court had dismissed Carson’s
Michigan common law right of publicity claim because the
defendants had not used Carson’s “name or likeness.”
[Citation.] In reversing the district court, the sixth circuit
found “the district court’s conception of the right of public-
ity *** too narrow” and held that the right was implicated
because the defendant had appropriated Carson’s identity
by using, inter alia, the phrase “Here’s Johnny.” [Citation.]

These cases teach not only that the common law right of
publicity reaches means of appropriation other than name
or likeness, but that the specific means of appropriation are
relevant only for determining whether the defendant has in
fact appropriated the plaintiff’s identity. The right of public-
ity does not require that appropriations of identity be
accomplished through particular means to be actionable. It
is noteworthy that the Midler and Carson defendants not
only avoided using the plaintiff’s name or likeness, but they
also avoided appropriating the celebrity’s voice, signature,
and photograph. The photograph in Motschenbacher did
include the plaintiff, but because the plaintiff was not visible
the driver could have been an actor or dummy and the anal-
ysis in the case would have been the same.

Although the defendants in these cases avoided the most
obvious means of appropriating the plaintiffs’ identities,
each of their actions directly implicated the commercial
interests which the right of publicity is designed to protect.
As the Carson court explained:

[tThe right of publicity has developed to protect the com-
mercial interest of celebrities in their identities. The theory
of the right is that a celebrity’s identity can be valuable in
the promotion of products, and the celebrity has an interest
that may be protected from the unauthorized commercial
exploitation of that identity *** If the celebrity’s identity is
commercially exploited, there has been an invasion of his
right whether or not his “name or likeness” is used.

[Citation.] It is not important how the defendant has
appropriated the plaintiff’s identity, but whether the de-
fendant has done so. Motschenbacher, Midler, and Carson
teach the impossibility of treating the right of publicity as
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guarding only against a laundry list of specific means of
appropriating identity. A rule which says that the right of
publicity can be infringed only through the use of nine dif-
ferent methods of appropriating identity merely challenges
the clever advertising strategist to come up with the tenth.

Indeed, if we treated the means of appropriation as dis-
positive in our analysis of the right of publicity, we would
not only weaken the right but effectively eviscerate it. The
right would fail to protect those plaintiffs most in need of
its protection. Advertisers use celebrities to promote their
products. The more popular the celebrity, the greater the
number of people who recognize her, and the greater the
visibility for the product. The identities of the most popular
celebrities are not only the most attractive for advertisers,
but also the easiest to evoke without resorting to obvious
means such as name, likeness, or voice.

Consider a hypothetical advertisement which depicts a
mechanical robot with male features, an African-American
complexion, and a bald head. The robot is wearing black
hightop Air Jordan basketball sneakers, and a red basket-
ball uniform with black trim, baggy shorts, and the num-
ber 23 (though not revealing “Bulls” or “Jordan” lettering).
The ad depicts the robot dunking a basketball one-handed,
stiff-armed, legs extended like open scissors, and tongue
hanging out. Now envision that this ad is run on television
during professional basketball games. Considered individ-
ually, the robot’s physical attributes, its dress, and its
stance tells us little. Taken together, they lead to the only
conclusion that any sports viewer who has registered a dis-
cernible pulse in the past five years would reach: the ad is
about Michael Jordan.

Viewed separately, the individual aspects of the adver-
tisement in the present case say little. Viewed together, they
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leave little doubt about the celebrity the ad is meant to
depict. The female shaped robot is wearing a long gown,
blond wig, and large jewelry. Vanna White dresses exactly
like this at times, but so do many other women. The robot
is in the process of turning a block letter on a game-board.
Vanna White dresses like this while turning letters on a
game-board but perhaps similarly attired Scrabble-playing
women do this as well. The robot is standing on what
looks to be the Wheel of Fortune game show set. Vanna
White dresses like this, turns letters, and does this on the
Wheel of Fortune game show. She is the only one. Indeed,
defendants themselves referred to their ad as the “Vanna
White” ad. We are not surprised.

Television and other media create marketable celebrity
identity value. Considerable energy and ingenuity are
expended by those who have achieved celebrity value to
exploit it for profit. The law protects the celebrity’s sole
right to exploit this value whether the celebrity has
achieved her fame out of rare ability, dumb luck, or a com-
bination thereof. We decline Samsung and Deutsch’s invi-
tation to permit the evisceration of the common law right
of publicity through means as facile as those in this case.
Because White has alleged facts showing that Samsung and
Deutsch had appropriated her identity, the district court
erred by rejecting, on summary judgment, White’s com-
mon law right of publicity claim.

INTERPRETATION The tort of appropriation pro-
tects a person’s exclusive right to exploit the value of her
identity.

CRITICAL THINKING QUESTION What are the
interests protected by this tort?

Intrusion Intrusion is the unreasonable and highly
offensive interference with the solitude or seclusion of
another. Such unreasonable interference includes improper
entry into another’s dwelling, unauthorized eavesdropping
on another’s private conversations, and unauthorized ex-
amination of another’s private papers and records. The
intrusion must be highly offensive or objectionable to a rea-
sonable person and must involve private matters. Thus,
there is no liability if the defendant examines public records
or observes the plaintiff in a public place. This form of inva-
sion of privacy is committed once the intrusion occurs—
publicity is not required.

Public Disclosure of Private Facts Under the tort
of public disclosure of private facts, liability is imposed for
publicity given to private information about another, if
the matter made public would be highly offensive and

objectionable to a reasonable person. Like intrusion, this
tort applies only to private, not public, information about
an individual; unlike intrusion, it requires publicity. Under
the Restatement, the publicity required differs in degree
from “publication” as used in the law of defamation. This
tort requires that private facts be communicated to the
public at large or that they become public knowledge,
whereas publication of a defamatory statement need be
made only to a single third party. Thus Kathy, a creditor
of Gary, will not invade Gary’s privacy by writing a letter
to Gary’s employer informing the employer of Gary’s fail-
ure to pay the debt, but Kathy would be liable if she
posted in the window of her store a statement that Gary
will not pay a debt owed to her. Some courts, however,
have allowed recovery where the disclosure was made to
only one person. Also, unlike defamation, this tort applies
to truthful private information if the matter published
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CONCEPT REVIEW 7-1
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Privacy
Appropriation Intrusion Public Disclosure False Light
Publicity Yes No Yes Yes
Private Facts No Yes Yes No
Offensiveness No Yes Yes Yes
Falsity No No No Yes

would be offensive and objectionable to a reasonable per-
son of ordinary sensibilities.

False Light The tort of false light imposes liability for
highly offensive publicity placing another in a false light if
the defendant knew that the matter publicized was false or
acted in reckless disregard of the truth. For example,
Edgar includes Jason’s name and photograph in a public
“rogues’ gallery” of convicted criminals. Because Jason
has never been convicted of any crime, Edgar is liable to
Jason for placing him in a false light.

As with defamation, the matter must be untrue; unlike
defamation, it must be “publicized,” not merely “pub-
lished.” Although the matter must be objectionable to a
reasonable person, it need not be defamatory. In many
instances, the same facts will give rise to actions both for
defamation and for false light.

Defenses The defenses of absolute, conditional, and
constitutional privilege apply to publication of any matter
that is an invasion of privacy to the same extent that such
defenses apply to defamation.

MisusE OF LEGAL PROCEDURE

Three torts comprise the misuse of legal procedure: mali-
cious prosecution, wrongful civil proceedings, and abuse
of process. Each protects an individual from being sub-
jected to unjustifiable litigation. Malicious prosecution
and wrongful civil proceedings impose liability for dam-
ages caused by improperly brought proceedings, includ-
ing harm to reputation, credit, or standing; emotional
distress; and the expenses incurred in defending against
the wrongfully brought lawsuit. Abuse of process consists
of using a legal proceeding (criminal or civil) to accom-
plish a purpose for which the proceeding is not designed.
This misuse of procedure applies even when there is
probable cause or when the plaintiff or prosecution suc-
ceeds in the litigation.

Harm to Property

The law also provides protection against invasions of a per-
son’s interests in property. Intentional harm to property
includes the torts of (1) trespass to real property, (2) nui-
sance, (3) trespass to personal property, and (4) conversion.

REAL PROPERTY

Real property is land and anything attached to it, such as
buildings, trees, and minerals. The law protects the posses-
sor’s rights to the exclusive use and quiet enjoyment of the
land. Accordingly, damages for harm to land include com-
pensation for the resulting diminution in the value of the
land, the loss of use of the land, and the discomfort caused
to the possessor of the land.

Trespass A person is liable for trespass to real property
if he intentionally (1) enters or remains on land in the pos-
session of another, (2) causes a thing or a third person to
so enter or remain, or (3) fails to remove from the land a
thing that he is under a duty to remove. Liability exists
even though no actual damage is done to the land.

It is no defense that the intruder acted under the mis-
taken belief of law or fact that he was not trespassing. If
the intruder intended to be on the particular property, his
reasonable belief that he owned the land or had permis-
sion to enter on it is irrelevant. However, an intruder is
not liable if his presence on the land of another is not
caused by his own actions. For example, if Shirley is
thrown onto Roy’s land by Jimmy, Shirley is not liable to
Roy for trespass, although Jimmy is.

A trespass may be committed on, beneath, or above the
surface of the land, although the law regards the upper air,
above a prescribed minimum altitude for flight, as a public
highway. No aerial trespass occurs unless the aircraft
enters into the lower reaches of the airspace and substan-
tially interferes with the landowner’s use and enjoyment.
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Nuisance A nuisance is a nontrespassory invasion of
another’s interest in the private use and enjoyment of land.
In contrast to trespass, nuisance does not require interfer-
ence with another’s right to exclusive possession of land
but imposes liability for significant and unreasonable
harm to another’s use or enjoyment of land. Examples of
nuisances include the emission of unpleasant odors,
smoke, dust, or gas, as well as the pollution of a stream,
pond, or underground water supply.

Practical Advice

In using, manufacturing, and disposing of dangerous,
noxious, or toxic materials, take care not to create a
nuisance.

PERSONAL PROPERTY

Personal property is any type of property other than an in-
terest in land. The law protects a number of interests in
the possession of personal property, including an interest
in the property’s physical condition and usability, an inter-
est in the retention of possession, and an interest in the
property’s availability for future use.

Trespass Trespass to personal property consists of the
intentional dispossession or unauthorized use of the per-
sonal property of another. Although the interference with
the right to exclusive use and possession may be direct or
indirect, liability is limited to instances in which the tres-
passer (1) dispossesses the other of the property; (2) sub-
stantially impairs the condition, quality, or value of the
property; or (3) deprives the possessor of use of the prop-
erty for a substantial time. For example, Albert parks his
car in front of his house. Later, Ronald pushes Albert’s car
around the corner. Albert subsequently looks for his car
but cannot find it for several hours. Ronald is liable to
Albert for trespass.

Conversion Conversion is an intentional exercise of
dominion or control over another’s personal property that
so seriously interferes with the other’s right of control as
justly to require the payment of full value for the property.
Thus, all conversions are trespasses, but not all trespasses
are conversions. Conversion may consist of the intentional
destruction of the personal property or the use of the prop-
erty in an unauthorized manner. For example, Barbara
entrusts an automobile to Ken, a dealer, for sale. After he
drives the car 8,000 miles on his own business, Ken is
liable to Barbara for conversion. On the other hand, in the
example in which Ronald pushed Albert’s car around the
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corner, Ronald would not be liable to Albert for conver-
sion.

Harm to Economic Interests

Economic interests comprise a fourth set of interests the
law protects against intentional interference. Economic or
pecuniary interests include a person’s existing and pro-
spective contractual relations, a person’s business reputa-
tion, a person’s name and likeness (previously discussed
under appropriation), and a person’s freedom from decep-
tion. In this section, we will discuss business torts—those
torts that protect a person’s economic interests.

INTERFERENCE WITH CONTRACTUAL
RELATIONS

Interference with contractual relations involves interfering
intentionally and improperly with the performance of a
contract by inducing one of the parties not to perform it.
(Contracts are discussed extensively in Part III of this text.)
The injured party may recover the economic loss resulting
from the breach of the contract. The law imposes similar
liability for intentional and improper interference with
another’s prospective contractual relation, such as a lease
renewal or financing for construction.

In either case, the rule requires that a person act with
the purpose or motive of interfering with another’s con-
tract or with the knowledge that such interference is sub-
stantially certain to occur as a natural consequence of her
actions. The interference may be by prevention through
the use of physical force or by threats. Frequently, the in-
terference is accomplished by inducement, such as the
offer of a better contract. For instance, Calvin may offer
Becky, an employee of Fran under a contract that has two
years left, a yearly salary of $5,000 per year more than the
contractual arrangement between Becky and Fran. If Cal-
vin is aware of the contract between Becky and Fran and
of the fact that his offer to Becky will interfere with that
contract, then Calvin is liable to Fran for intentional inter-
ference with contractual relations.

Practical Advice

Recognize that inducing another person’s employees to
breach a valid agreement not to compete or not to dis-
close confidential information may be improper inter-
ference with contractual relations.
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TEexaco, INc. v. PENNZOIL, Co.

COURT OF APPEALS OF TEXAS, FIRST DISTRICT, 1987
729 S.W.2D 768, CERT. DENI/ED, 485 U.S. 994, 108 S.CT. 1305, 99 L.ED.2D 686 (1988)

FACTS Pennzoil negotiated with Gordon Getty and the
J. Paul Getty Museum over the purchase by Pennzoil of all
the Getty QOil stock held by each. Gordon Getty, who was
also a director of Getty Oil, held about 40.2 percent of the
outstanding shares of Getty Oil. The Museum held 11.8
percent. On January 2, a Memorandum of Agreement was
drafted, setting forth the terms reached by Pennzoil, Gor-
don Getty, and the Museum. After increasing the offering
price to $110 per share plus a $5 “stub” or bonus, the
board of directors of Getty Oil voted on January 3 to
accept the Pennzoil deal. Accordingly, on January 4 both
Getty Oil and Pennzoil issued press releases, announcing
an agreement in principle on the terms of the Memoran-
dum of Agreement but at the higher price.

Having learned of the impending sale of Getty Oil stock
to Pennzoil, Texaco hurriedly called several in-house meet-
ings, and hired an investment banker as well, to determine a
feasible price range for acquiring Getty Oil. On January 3,
Texaco decided on $125 per share and authorized its offi-
cers to take any steps necessary to conclude a deal. Texaco
met first with a lawyer for the Museum, then with Gordon
Getty. Texaco stressed to Getty that if he hesitated in selling
his shares, he might be “locked out” in a minority position.
On January 6, the Getty Oil board of directors voted to
withdraw from the Pennzoil deal and unanimously voted to
accept the $125-per-share Texaco offer. Pennzoil sued and
won an award of $7.53 billion in compensatory damages
and $3 billion in punitive damages based on tortious inter-
ference with a contract. Texaco appealed.

DECISION Judgment of trial court affirmed.

OPINION Warren, J. New York law requires knowl-
edge by a defendant of the existence of contractual rights
as an element of the tort of inducing a breach of that con-
tract. [Citation.] However, the defendant need not have
full knowledge of all the detailed terms of the contract.
[Citations.]

The element of knowledge by the defendant is a ques-
tion of fact, and proof may be predicated on circumstantial
evidence. [Citation.] Since there was no direct evidence of
Texaco’s knowledge of a contract in this case, the question
is whether there was legally and factually sufficient circum-
stantial evidence from which the trier of fact reasonably
could have inferred knowledge.

We find that an inference could arise that Texaco had
some knowledge of Pennzoil’s agreement with the Getty

entities, given the evidence of Texaco’s detailed studies of
the Pennzoil plan, its knowledge that some members of the
Getty board were not happy with Pennzoil’s price, and its
subsequent formulation of strategy to “stop the [Pennzoil]
train” ***

3k ok

A necessary element of the plaintiff’s cause of action is a
showing that the defendant took an active part in persuad-
ing a party to a contract to breach it. [Citation.] Merely
entering into a contract with a party with the knowledge of
that party’s contractual obligations to someone else is not
the same as inducing a breach. [Citation.] It is necessary
that there be some act of interference or of persuading a
party to breach, for example by offering better terms or
other incentives, for tort liability to arise. [Citations.] The
issue of whether a defendant affirmatively took steps to
induce the breach of an existing contract is a question of
fact for the jury. [Citation.]

The evidence discussed above on Texaco’s calculated
formulation and implementation of its ideal strategy to ac-
quire Getty is also inconsistent with its contention that it
was merely the passive target of Getty’s aggressive solicita-
tion campaign and did nothing more than to accept terms
that Getty Oil and the Museum had proposed. The evi-
dence showed that Texaco knew it had to act quickly, and
that it had “24 hours” to “stop the train.” Texaco’s strategy
was to approach the Museum first, through its “key per-
son” Lipton, to obtain the Museum’s shares, and then to
“talk to Gordon.” It knew that the Trust instrument per-
mitted Gordon Getty to sell the Trust shares only to avoid
a loss, and it knew of the trustee’s fear of being left in a
powerless minority ownership position at Getty Oil. Tex-
aco notes indicated a deliberate strategy to “create concern
that he will take a loss;” “if there’s a tender offer and Gor-
don doesn’t tender, then he could wind up with paper”;
and “pressure.” This evidence contradicts the contention
that Texaco passively accepted a deal proposed by the
other parties.

ETHICAL QUESTION Did Getty or Texaco act

unethically? Explain.

CRITICAL THINKING QUESTION Does the pro-
tection afforded by this tort conflict with society’s interest
in free competition? Explain.
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Chapter 7

CONCEPT REVIEW 7-2

DISPARAGEMENT

The tort of disparagement or injurious falsehood
imposes liability upon one who publishes a false state-
ment that results in harm to another’s monetary interests
if the publisher knows that the statement is false or acts
in reckless disregard of its truth or falsity. This tort most
commonly involves intentionally false statements that
cast doubt on another’s right of ownership in or on the
quality of another’s property or products. Thus Simon,
while contemplating the purchase of a stock of merchan-
dise that belongs to Marie, reads an advertisement in a
newspaper in which Ernst falsely asserts he owns the
merchandise. Ernst has disparaged Marie’s property in
the goods.

Absolute, conditional, and constitutional privileges
apply to the same extent to the tort of disparagement
as they do to defamation. In addition, a competitor has
conditional privilege to compare her products favor-
ably with those of a rival, even though she does not
believe that her products are superior. No privilege
applies, however, if the comparison contains false
assertions of specific unfavorable facts about the com-
petitor’s property.
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Practical Advice

When commenting on the products or services offered by
a competitor, take care not to make any false statements.

The pecuniary loss an injured person may recover is
that which directly and immediately results from impair-
ment of the marketability of the property disparaged.
Damages may also be recovered for expenses necessary to
counteract the false publication, including litigation
expenses, the cost of notifying customers, and the cost of
publishing denials.

FRAUDULENT MISREPRESENTATION

Fraudulent misrepresentation imposes liability for the mone-
tary loss caused by a justifiable reliance on a misrepresenta-
tion of fact intentionally made for the purpose of inducing
the relying party to act. For example, Smith misrepresents to
Jones that a tract of land in Texas is located in an area
where oil drilling has recently commenced. Smith makes this
statement knowing it is not true. In reliance upon the state-
ment, Jones purchases the land from Smith. Smith is liable
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Ethical Dilemma

to Jones for intentional or fraudulent misrepresentation. . .

Although fraudulent misrepresentation is a tort action, it is Practical Advice

closely connected with contractual negotiations; we will dis- When describing your products or services, take care
cuss its relationship to contracts in Chapter 11. not to make any false statements.

Chapter Summary

Harm to the Person
Battery intentional infliction of harmful or offensive bodily contact
Assault intentional infliction of apprehension of immediate bodily harm or offensive contact
False Imprisonment intentional confining of a person against his or her will

Infliction of Emotional Distress extreme and outrageous conduct intentionally or recklessly causing
severe emotional distress
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Harm to the Right of Dignity
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Defamation false communication that injures a person’s reputation
e Libel written or electronically transmitted defamation

e Slander spoken defamation

Invasion of Privacy

e Appropriation unauthorized use of a person’s identity

e Intrusion unreasonable and highly offensive interference with the seclusion of another
e Public Disclosure of Private Facts highly offensive publicity of private information

e False Light highly offensive and false publicity about another

Misuse of Legal Procedure torts of malicious prosecution, wrongful civil proceeding, and abuse of
process that protect an individual from unjustifiable litigation

Harm to Property

Real Property land and anything attached to it

e Trespass to Real Property wrongfully entering on land of another
e Nuisance a nontrespassory interference with another’s use and enjoyment of land

Personal Property any property other than land

o Trespass to Personal Property an intentional taking or use of another’s personal property
e Conversion intentional exercise of control over another’s personal property

Harm to Economic Interests

Interference with Contractual Relations intentionally causing one of the parties to a contract not to

perform

Disparagement publication of false statements about another’s property or products

Fraudulent Misrepresentation a false statement, made with knowledge of its falsity, intended to induce

another to act

Questions

The Penguin intentionally hits Batman with his umbrella.
Batman, stunned by the blow, falls backward, knocking
Robin down. Robin’s leg is broken in the fall, and he cries
out, “Holy broken bat bones! My leg is broken.” Who, if
anyone, has liability to Robin? Why?

CEO was convinced by his employee, M. Ploy, that a cow-
orker, A. Cused, had been stealing money from the com-
pany. At lunch that day in the company cafeteria, CEO
discharged Cused from her employment, accused her of
stealing from the company, searched through her purse
over her objections, and finally forcibly escorted her to his
office to await the arrival of the police, whom he had his
secretary summon. Cused is indicted for embezzlement but
subsequently is acquitted upon establishing her innocence.
What rights, if any, does Cused have against CEO?

Ralph kisses Edith while she is asleep but does not waken
or harm her. Edith sues Ralph for battery. Has a battery
been committed?

4.

Claude, a creditor seeking to collect a debt, calls on Dianne
and demands payment in a rude and insolent manner.
When Dianne says that she cannot pay, Claude calls Dia-
nne a deadbeat and says that he will never trust Dianne
again. Is Claude liable to Dianne? If so, for what tort?

Lana, a ten-year-old child, is run over by a car negligently
driven by Mitchell. Lana, at the time of the accident, was
acting reasonably and without negligence. Clark, a news-
paper reporter, photographs Lana while she is lying in the
street in great pain. Two years later, Perry, the publisher of
a newspaper, prints Clark’s picture of Lana in his newspa-
per as a lead to an article concerning the negligence of chil-
dren. The caption under the picture reads: “They ask to be
killed.” Lana, who has recovered from the accident, brings
suit against Clark and Perry. What is the result?

The Saturday Evening Post featured an article entitled “The
Story of a College Football Fix,” characterized in the subti-
tle as “A Shocking Report of How Wally Butts and Bear
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Bryant Rigged a Game Last Fall.” Butts was athletic direc-
tor of the University of Georgia, and Bryant was head
coach of the University of Alabama. The article was based
on a claim by one George Burnett that he had accidentally
overheard a long-distance telephone conversation between
Butts and Bryant in the course of which Butts divulged in-
formation on plays Georgia would use in the upcoming
game against Alabama. The writer assigned to the story by
the Post was not a football expert, did not interview either
Butts or Bryant, and did not personally see the notes Bur-
nett had made of the telephone conversation. Butts admit-
ted that he had a long-distance telephone conversation
with Bryant but denied that any advance information on
prospective football plays was given. Has Butts been
defamed by the Post?

A patient confined in a hospital, Joan, has a rare disease
that is of great interest to the public. Carol, a television re-
porter, requests Joan to consent to an interview. Joan
refuses, but Carol, nonetheless, enters Joan’s room over
her objection and photographs her. Joan brings a suit
against Carol. Is Carol liable? If so, for what tort?

10.

The Legal Environment of Business Part II

Owner has a place on his land where he piles trash. The
pile has been there for three months. John, a neighbor of
Owner, without Owner’s consent or knowledge, throws
trash onto the trash pile. Owner learns that John has done
this and sues him. What tort, if any, has John committed?

Chris leaves her car parked in front of a store. There are
no signs that say Chris cannot park there. The store owner,
however, needs the car moved to enable a delivery truck to
unload. He releases the brake and pushes Chris’s car three
or four feet, doing no harm to the car. Chris returns and
sees that her car has been moved and is very angry. She
threatens to sue the store owner for trespass to her per-
sonal property. Can she recover?

Carr borrowed John’s brand-new Ford for the purpose of
going to the store. He told John he would be right back.
Carr then decided, however, to go to the beach while he
had the car. Can John recover from Carr the value of the
automobile? If so, for what tort?

Case Problems

11.

12.

13.

Marcia Samms claimed that David Eccles had repeatedly
and persistently called her at various hours, including late
at night, from May to December, soliciting her to have il-
licit sexual relations with him. She also claimed that on
one occasion Eccles came over to her residence to again
solicit sex and indecently exposed himself to her. Mrs. Samms
had never encouraged Eccles but had continuously repulsed
his “insulting, indecent, and obscene” proposals. She brought
suit against Eccles, claiming she suffered great anxiety and
fear for her personal safety and severe emotional distress,
demanding actual and punitive damages. Can she recover? If
so, for what tort?

National Bond and Investment Company sent two of its
employees to repossess Whithorn’s car after he failed to
complete the payments. The two repossessors located
Whithorn while he was driving his car. They followed him
and hailed him down in order to make the repossession.
Whithorn refused to abandon his car and demanded evi-
dence of their authority. The two repossessors became
impatient and called a wrecker. They ordered the driver of
the wrecker to hook Whithorn’s car and move it down the
street while Whithorn was still inside the vehicle. Whithorn
started the car and tried to escape, but the wrecker lifted the
car off the road and progressed seventy-five to one hundred
feet until Whithorn managed to stall the wrecker. Has
National Bond committed the tort of false imprisonment?

William Proxmire, a U.S. senator from Wisconsin, initiated
the “Golden Fleece of the Month Award” to publicize what
he believed to be wasteful government spending. The sec-

14.

ond of these awards was given to the federal agencies that
had for seven years funded Dr. Hutchinson’s research on
stress levels in animals. The award was made in a speech
Proxmire gave in the Senate; the text was also incorporated
into an advance press release that was sent to 275 members
of the national news media. Proxmire also referred to the
research again in two subsequent newsletters sent to
100,000 constituents and during a television interview.
Hutchinson then brought this action alleging defamation
resulting in personal and economic injury. Assuming that
Hutchinson proved that the statements were false and de-
famatory, would he prevail?

Capune was attempting a trip from New York to Florida
on an eighteen-foot-long paddleboard. The trip was being
covered by various media to gain publicity for Capune
and certain products he endorsed. Capune approached a
pier by water. The pier was owned by Robbins, who had
posted signs prohibiting surfing and swimming around
the pier. Capune was unaware of these notices and
attempted to continue his journey by passing under the
pier. Robbins ran up yelling and threw two bottles at
Capune. Capune was frightened and tried to maneuver his
paddleboard to go around the pier. Robbins then threw a
third bottle that hit Capune on the head. Capune had to
be helped out of the water and taken to the hospital. He
suffered a physical wound that required twenty-four
sutures and, as a result, had to discontinue his trip.
Capune brought suit in tort against Robbins. Is Robbins
liable? If so, for which tort or torts?
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Ralph Nader, who has been a critic of General Motors
Corp. for many years, claims that when General Motors
learned that Nader was about to publish a book entitled
Unsafe at Any Speed, criticizing one of its automobiles, the
company decided to conduct a campaign of intimidation
against him. Specifically, Nader claims that GMC (a) con-
ducted a series of interviews with Nader’s acquaintances,
questioning them about his political, social, racial, and reli-
gious views; (b) kept him under surveillance in public pla-
ces for an unreasonable length of time including close
observation of him in a bank; (c) caused him to be accosted
by women for the purpose of entrapping him into illicit
relationships; (d) made threatening, harassing, and obnox-
ious telephone calls to him; (e) tapped his telephone and
eavesdropped by means of mechanical and electronic
equipment on his private conversations with others; and (f)
conducted a “continuing” and harassing investigation of
him. Nader brought suit against GMC for invasion of pri-
vacy. Which, if any, of the alleged actions would constitute
invasion of privacy?

Bill Kinsey was charged with murdering his wife while
working for the Peace Corps in Tanzania. After waiting six
months in jail, he was acquitted at a trial that attracted
wide publicity. Five years later, while a graduate student at
Stanford University, Kinsey had a brief affair with Mary
Macur. He abruptly ended the affair by telling Macur he
would no longer be seeing her because another woman,
Sally Allen, was coming from England to live with him. A
few months later, Kinsey and Allen moved to Africa and
were subsequently married. Soon after Bill ended their
affair, Macur began a letter-writing campaign designed to
expose Bill and his mistreatment of her. Macur sent several
letters to both Bill and Sally Kinsey, their parents, their
neighbors, their parents’ neighbors, members of Bill’s dis-
sertation committee, other faculty, and the president of
Stanford University. The letters contained statements
accusing Bill of murdering his first wife, spending six
months in jail for the crime, being a rapist, and other ques-
tionable behavior. The Kinseys brought an action for inva-
sion of privacy, seeking damages and a permanent
injunction. Will the Kinseys prevail? If so, for what tort?

Plaintiff, John W. Carson, was the host and star of The
Tonight Show, a well-known television program broadcast
by the National Broadcasting Company. Carson also
appeared as an entertainer in nightclubs and theaters
around the country. From the time he began hosting The
Tonight Show, he had been introduced on the show each
night with the phrase “Here’s Johnny.” The phrase “Here’s
Johnny” is still generally associated with Carson by a sub-
stantial segment of the television viewing public. To earn
additional income, Carson began authorizing use of this
phrase by outside business ventures.

Defendant, Here’s Johnny Portable Toilets, Inc., is a
Michigan corporation engaged in the business of renting
and selling “Here’s Johnny” portable toilets. Defendant’s
founder was aware at the time he formed the corporation

18.

19.
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that “Here’s Johnny” was the introductory slogan for Car-
son on The Tonight Show. He indicated that he coupled
the phrase with a second one, “The World’s Foremost
Commodian,” to make “a good play on a phrase.” Carson
brought suit for invasion of privacy. Should Carson
recover? If so, for which tort?

Lemmie L. Ruffin, Jr., was an Alabama licensed agent for
Pacific Mutual Life Insurance and for Union Fidelity Life
Insurance Company. Union wrote group health insurance
policies for municipalities, while Pacific did not. Plaintiffs
Cleopatra Haslip, Cynthia Craig, Alma M. Calhoun, and
Eddie Hargrove were employees of Roosevelt City, Ala-
bama. Ruffin gave the city a single proposal for health and
life insurance for its employees, which the city approved.
Both companies provided the coverage; however, Union
provided the health insurance and Pacific provided the life
insurance. This packaging of coverage by two different
and unrelated insurers was not unusual. Union would send
its billings for health premiums to Ruffin at Pacific
Mutual’s office. The city clerk each month issued a check
for those premiums and sent it to Ruffin. Ruffin, however,
did not remit to Union the premium payments he received
from the city; instead, he misappropriated most of them.
When Union did not receive payment from the city, it sent
notices of lapsed health coverage to the plaintiffs, who did
not know that their health policies had been canceled.

Plaintiff Haslip was subsequently hospitalized and
because the hospital could not confirm her health cover-
age, it required her to make a partial payment on her bill.
Her physician, when he was not paid, placed her account
with a collection agency, which obtained against Haslip a
judgment that damaged her credit. Plaintiffs sued Pacific
Mutual and Ruffin for fraud. The case was submitted to a
jury, which was instructed that if it found liability for
fraud, it could award punitive damages. The jury returned
verdicts for the plaintiffs and awarded Haslip $1,040,000,
of which at least $840,000 was punitive damages. The
Supreme Court of Alabama affirmed the trial court’s judg-
ment. Pacific Mutual appealed. Decision?

Susan Jungclaus Peterson was a twenty-one-year-old stu-
dent at Moorhead State University who had lived most of
her life on her family farm in Minnesota. Though Susan
was a dean’s list student her first year, her academic per-
formance declined after she became deeply involved in an
international religious cult organization known locally as
The Way of Minnesota, Inc. The cult demanded an enor-
mous psychological and monetary commitment from
Susan. Near the end of her junior year, her parents became
alarmed by the changes in Susan’s physical and mental
well-being and concluded that she had been “reduced to a
condition of psychological bondage by The Way.” They
sought help from Kathy Mills, a self-styled “depro-
grammer” of minds brainwashed by cults.

On May 24, Norman Jungclaus, Susan’s father, picked
up Susan at Moorhead State. Instead of returning home,
they went to the residence of Veronica Morgel, where
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Kathy Mills attempted to deprogram Susan. For the first
few days of her stay, Susan was unwilling to discuss her
involvement. She lay curled in a fetal position in her bed-
room, plugging her ears and hysterically screaming and cry-
ing while her father pleaded with her to listen. By the third
day, however, Susan’s demeanor changed completely. She
became friendly and vivacious and communicated with her
father. Susan also went roller skating and played softball at
a nearby park over the following weekend. She spent the
next week in Columbus, Ohio, with a former cult member
who had shared her experiences of the previous week. While
in Columbus, she spoke daily by telephone with her fiancé,
a member of The Way, who begged her to return to the cult.
Susan expressed the desire to get her fiancé out of the orga-
nization, but a meeting between them could not be arranged
outside the presence of other members of The Way. Her
parents attempted to persuade Susan to sign an agreement
releasing them from liability for their actions, but Susan
refused. After nearly sixteen days of “deprogramming,”
Susan left the Morgel residence and returned to her fiancé
and The Way. Upon the direction of The Way ministry, she
brought an action against her parents for false imprison-
ment. Will Susan prevail? Explain.

Debra Agis was a waitress in a restaurant owned by the
Howard Johnson Company. On May 23, Roger Dionne,
manager of the restaurant, called a meeting of all wait-
resses at which he informed them “there was some stealing
going on.” Dionne also stated that the identity of the party
or parties responsible was not known and that he would
begin firing all waitresses in alphabetical order until the
guilty party or parties were detected. He then fired Debra
Agis, who allegedly “became greatly upset, began to cry,
sustained emotional distress, mental anguish, and loss of
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wages and earnings.” Mrs. Agis brought this complaint
against the Howard Johnson Company and Roger Dionne,
alleging that the defendants acted recklessly and outra-
geously, intending to cause emotional distress and anguish.
The defendants argued that damages for emotional distress
are not recoverable unless physical injury occurs as a result
of the distress. Will Agis be successful on her complaint?

The plaintiff, Edith Mitchell, was forcibly stopped as she
exited a Wal-Mart (defendant) store. The plaintiff, accom-
panied by her thirteen-year-old daughter, went through the
checkout and purchased several items at the defendant’s
store. As she exited, the plaintiff passed through an elec-
tronic antitheft device, which sounded an alarm. Robert
Canady, employed by the defendant as a “people greeter”
and security guard, forcibly stopped the plaintiff at the
exit, grabbed the plaintiff’s bag, and told her to step back
inside, but never touched the plaintiff or her daughter and
never threatened to touch either of them. Nevertheless, the
plaintiff described the security guard’s actions in her affi-
davit as “gruff, loud, rude behavior.” This security guard
removed every item the plaintiff had just purchased and
ran it through the security gate. One of the items still had a
security code unit on it, which an employee admitted could
have been overlooked by the cashier. When the security
guard finished examining the contents of the plaintiffs’
bag, he put it on the checkout counter. This examination
of her bag took ten or fifteen minutes. Once her bag had
been checked, no employee of defendant ever told plaintiff
she could not leave. The plaintiff was never threatened
with arrest. The plaintiff brought a tort action against the
Wal-Mart alleging false imprisonment, assault, battery,
and intentional infliction of emotional distress. Is the de-
fendant liable for any of these torts? Explain.
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Chapter 8

NEGLIGENCE AND STRICT
LIABILITY

Nothing is so easy as to be wise after the event.

B. BranweLr (1859)

LEARNING OBJECTIVES

After reading this chapter you should be able to:

1. List and describe the three required elements of
an action for negligence.

2. Explain the duty of care that is imposed on
(a) adults, (b) children, (c) persons with a
physical disability, (d) persons with a mental
deficiency, (e) persons with superior knowledge,
and (f) persons acting in an emergency.

hereas intentional torts deal with conduct that
w has a substantial certainty of causing harm,
negligence involves conduct that creates an
unreasonable risk of harm. The basis of liability for negli-
gence is the failure to exercise reasonable care under the cir-
cumstances for the safety of another person or his property,
which failure proximately causes injury to such person or
damage to his property, or both. Thus, if the driver of an
automobile intentionally runs down a person, she has com-
mitted the intentional tort of battery. If, on the other hand,
the driver hits and injures a person while driving with no
reasonable regard for the safety of others, she is negligent.
Strict liability is not based on the negligence or intent of
the defendant but rather on the nature of the activity in
which he or she is engaging. Under this doctrine, defendants
who engage in certain activities, such as keeping animals or

3. Differentiate among the duties that possessors of
land owe to trespassers, licensees, and invitees.

4. Identify the defenses that are available to a tort
action in negligence and those that are available
to a tort action in strict liability.

5. Identify and describe those activities giving rise
to a tort action in strict liability.

carrying on abnormally dangerous conditions, are held
liable for injuries they cause, even if they have exercised the
utmost care. The law imposes this liability in order to bring
about a just reallocation of loss, given that the defendant
engaged in the activity for his own benefit and probably is
better prepared than the plaintiff is to manage the risk inher-
ent in the activity through insurance or otherwise.

As mentioned in Chapter 7, in 2005 the American Law
Institute approved the Proposed Final Draft of the Restate-
ment Third, Torts: Liability for Physical and Emotional
Harm. This new Restatement addresses the general or basic
elements of the tort action for liability for accidental per-
sonal injury and property damage, but does not cover
liability for economic loss (the “Third Restatement”).
“Physical harm” is defined as bodily harm (physical injury,
illness, disease, and death) or property damage (physical
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impairment of real property or tangible personal property).
This chapter reflects the Third Restatement’s provisions.

. NEGLIGENCE

A person acts negligently if the person does not exercise
reasonable care under all the circumstances. Moreover,
the general rule is that a person is under a duty to all
others at all times to exercise reasonable care for the safety
of other persons and their property.

As the comments to the Third Restatement explain, an
action for negligence consists of five elements, each of
which the plaintiff must prove:

1. Duty of care: that a legal duty required the defendant to
conform to the standard of conduct established for the
protection of others;

2. Breach of duty: that the defendant failed to exercise rea-
sonable care;

3. Factual cause: that the defendant’s failure to exercise
reasonable care in fact caused the harm the plaintiff
sustained;

4. Harm: that the harm sustained is of a type protected
against negligent conduct; and

5. Scope of liability: that the harm sustained is within the
“scope of liability,” which historically has been referred
to as “proximate cause.”

We will discuss the first two elements in the next sec-
tion, “Breach of Duty of Care”; we will cover the last three
elements in subsequent sections.

Breach of Duty of Care

Negligence consists of conduct that creates an unreason-
able risk of harm. In determining whether a given risk of
harm was unreasonable, the following factors are consid-
ered: (1) the foreseeable probability that the person’s con-
duct will result in harm, (2) the foreseeable gravity or
severity of any harm that may follow, and (3) the burden
of taking precautions to eliminate or reduce the risk of
harm. Thus, the standard of conduct, which is the basis
for the law of negligence, is usually determined by a cost-
benefit or risk-benefit analysis.

REASONABLE PERSON STANDARD

The duty of care imposed by law is measured by the degree
of carefulness that a reasonable person would exercise in a
given situation. The reasonable person is a fictitious indi-
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vidual who is always careful and prudent and never negli-
gent. What the judge or jury determines a reasonable
person would have done in light of the facts revealed by
the evidence in a particular case sets the standard of con-
duct for that case. The reasonable person standard is thus
external and objective.

Children A child is a person below the age of majority,
which in almost all states has been lowered from twenty-
one to eighteen. The standard of conduct to which a child
must conform to avoid being negligent is that of a reason-
ably careful person of the same age, intelligence, and expe-
rience under all the circumstances. The law applies a test
that acknowledges these three factors, because children do
not have the judgment, intelligence, knowledge, and expe-
rience of adults. Moreover, children as a general rule do
not engage in activities entailing high risk to others, and
their conduct normally does not involve a potential for
harm as great as that of adult conduct. A child who
engages in a dangerous activity that is characteristically
undertaken by adults, however, such as flying an airplane
or driving a boat or car, is held in almost all states to the
standard of care applicable to adults.

Physical Disability If a person is ill or otherwise
physically disabled, the standard of conduct to which he
or she must conform to avoid being negligent is that of a
reasonably careful person with the same disability. Thus, a
blind person must act as a reasonable person who is blind.
However, the conduct of a person during a period of sud-
den incapacitation or loss of consciousness resulting from
physical illness is negligent only if the sudden incapacita-
tion or loss of consciousness was reasonably foreseeable to
the actor. Examples of sudden incapacitation include heart
attack, stroke, epileptic seizure, and diabetes.

Mental Disability A person’s mental or emotional
disability is not considered in determining whether con-
duct is negligent unless the person is a child. The defen-
dant is held to the standard of conduct of a reasonable
person who is not mentally or emotionally disabled, even
though the defendant is, in fact, incapable of conforming
to the standard. When a person’s intoxication is volun-
tary, it is not considered as an excuse for conduct that is
otherwise lacking in reasonable care.

Superior Skill or Knowledge If a person has skills
or knowledge beyond those possessed by most others, these
skills or knowledge are circumstances to be taken into
account in determining whether the person has acted with
reasonable care. Thus, persons who are qualified and who
practice a profession or trade that requires special skill and
expertise are required to use the same care and skill that
members of their profession or trade normally possess. This

Copyright 2010 Cengage Learning, Inc. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.



Chapter 8 Negligence and Strict Liability

standard applies to such professionals as physicians, den-
tists, attorneys, pharmacists, architects, accountants, and
engineers and to those who perform a skilled trade such as
an airline pilot, electrician, carpenter, and plumber. If a
member of a profession or skilled trade possesses greater
skill than that common to the profession or trade, she is
required to exercise that greater degree of skill.

Emergencies An emergency is a sudden and unex-
pected event that calls for immediate action and permits
no time for deliberation. In determining whether a defen-
dant’s conduct was reasonable, the fact that he was at the
time confronted with a sudden and unexpected emergency
is taken into consideration. The standard is still that of a
reasonable person under the circumstances—the emer-
gency is simply part of the circumstances. If, however, the
defendant’s own negligent or tortious conduct created the
emergency, he is liable for the consequences of this conduct
even if he acted reasonably in the resulting emergency sit-
uation. Moreover, failure to anticipate an emergency may
itself constitute negligence.

Violation of Statute The reasonable person standard
of conduct may be established by legislation or administra-
tive regulation. Some statutes do so by expressly imposing
civil liability on violators. Where a statute does not
expressly provide for civil liability, courts may adopt the

Figure 8-1
Negligence and Negligence per se

Does the statute
expressly provide
for civil liability?

Does D’s conduct
violate any statute?

Is the statute intended
to protect a class of
persons, which
includes P, from that
type of hazard and
harm?

D is liable if causation
and protected harm
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requirements of the statute as the standard of conduct if the
statute is designed to protect against the type of accident
the defendant’s conduct causes and the accident victim is
within the class of persons the statute is designed to protect.

If the statute is found to apply, the great majority of the
courts hold that an unexcused violation is negligence per
se; that is, the violation conclusively shows negligent con-
duct (breach of duty of care). In a minority of states, the
violation is considered merely to be evidence of negligence.
In either event, the plaintiff must also prove legal causa-
tion and injury.

For example, a statute enacted to protect employees
from injuries requires that all factory elevators be equipped
with specified safety devices. Arthur, an employee in Leo-
nard’s factory, and Marian, a business visitor to the factory,
are injured when the elevator falls because the safety devices
have not been installed. The court may adopt the statute
as a standard of conduct as to Arthur, and hold Leonard
negligent per se as to Arthur, but not as to Marian, because
Arthur, not Marian, is within the class of persons the statute
is intended to protect. Marian would have to establish that
a reasonable person in the position of Leonard under the
circumstances would have installed the safety device. (See
Figure 8-1 illustrating negligence and negligence per se.)

On the other hand, compliance with a legislative enact-
ment or administrative regulation does not prevent a

Was D’s conduct
reasonable under the
circumstances?

D is not
liable.

No No

are proven.
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finding of negligence if a reasonable person would have
taken additional precautions. For instance, driving at the
speed limit may not constitute due care when traffic or road
conditions require a lower speed. Legislative or administra-
tive rules normally establish minimum standards.

The Legal Environment of Business Part II

Practical Advice

Assess the potential liability for negligence arising from
your activities and obtain adequate liability insurance
to cover your exposure.

RYAN v. FRIESENHAHN

COURT OF APPEALS OF TEXAS, 1995
911 S.W.2D 113AFF'D, 41 TEX. SUP. J. 261, 960 S.W.2D 656 (1998)

FACTS Todd Friesenhahn, son of Nancy and Frederick
Friesenhahn, held an “open invitation” party at his par-
ents’ home that encouraged guests to “bring your own bot-
tle.” Sabrina Ryan attended the party, became intoxicated,
and was involved in a fatal accident after she left the party.
Sandra and Stephen Ryan, Sabrina’s parents, sued the
Friesenhahns for negligence, alleging that the Friesenhahns
were aware of the underage drinking at the party and of
Sabrina’s condition when she left the party. The trial court
granted summary judgment for the Friesenhahns.

DECISION jJudgment reversed.

OPINION Rickhoff, J. Negligence Per Se Accepting the
petition’s allegations as true, the Friesenhahns were aware
that minors possessed and consumed alcohol on their
property and specifically allowed Sabrina to become
intoxicated. The Texas Alcoholic Beverage Code provides
that one commits an offense if, with criminal negligence, he
“makes available an alcoholic beverage to a minor.” [Cita-
tion.] The exception for serving alcohol to a minor applies
only to the minor’s adult parent. [Citation.]

An unexcused violation of a statute constitutes negli-
gence per se if the injured party is a member of the class
protected by the statute. [Citation.] The Alcoholic Beverage
Code was designed to protect the general public and
minors in particular and must be liberally construed. [Cita-
tion.] We conclude that Sabrina is a member of the class
protected by the Code.

In viewing the Ryans’ allegations in the light most favor-
able to them, we find that they stated a cause of action
against the Friesenhahns for the violation of the Alcoholic
Beverage Code.

Common Law Negligence The elements of negligence
include (1) a legal duty owed by one person to another;
(2) breach of that duty; and (3) damages proximately
caused by the breach. [Citation.] To determine whether a
common law duty exists, we must consider several factors,
including risk, foreseeability, and likelihood of injury

weighed against the social utility of the defendant’s con-
duct, the magnitude of the burden of guarding against the
injury and consequences of placing that burden on the
defendant. [Citation.] We may also consider whether one
party has superior knowledge of the risk, and whether
one party has the right to control the actor whose conduct
precipitated the harm. [Citation.]

As the Supreme Court in [citation] explained, there are
two practical reasons for not imposing a third-party duty
on social hosts who provide alcohol to adult guests: first,
the host cannot reasonably know the extent of his guests’
alcohol consumption level; second, the host cannot reason-
ably be expected to control his guests’ conduct. [Citation.]
The Tyler court in [citation] relied on these principles in
holding that a minor “had no common law duty to avoid
making alcohol available to an intoxicated guest [another
minor| who he knew would be driving.” [Citation.]

We disagree with the Tyler court because the rationale
expressed [by the Supreme Court| in [citation] does not
apply to the relationship between minors, or adults and
minors. The adult social host need not estimate the extent
of a minor’s alcohol consumption because serving minors
any amount of alcohol is a criminal offense. [Citation.]
Furthermore, the social host may control the minor, with
whom there is a special relationship, analogous to that of
parent-child. [Citation.]

For similar reasons, we distinguish [citation], which
held that a social host has no duty to an intoxicated adult
guest who injures himself. The Amarillo court discussed
the social host’s inability to monitor adults and also noted
that statutes do not regulate the adults’ relationship.
[Citation.]

As this case demonstrates, serving minors alcohol cre-
ates a risk of injury or death. Under the pled facts, a jury
could find that the Friesenhahns, as the adult social hosts,
allowed open invitations to a beer bust at their house and
they could foresee, or reasonably should have foreseen,
that the only means of arriving at their property would be
by privately operated vehicles; once there, the most likely
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means of departure would be by the same means. That
adults have superior knowledge of the risk of drinking
should be apparent from the legislature’s decision to allow
persons to become adults on their eighteenth birthday for
all purposes but the consumption of alcohol. [Citations.]

While one adult has no general duty to control the
behavior of another adult, one would hope that adults
would exercise special diligence in supervising minors—
even during a simple swimming pool party involving
potentially dangerous but legal activities. We may have no
special duty to watch one adult to be sure he can swim, but
it would be ill-advised to turn loose young children without
insuring they can swim. When the “party” is for the pur-
pose of engaging in dangerous and illicit activity, the con-
sumption of alcohol by minors, adults certainly have a
greater duty of care. [Citation.]

We are aware that three of our former colleagues in
[citation], deferred to the legislature or the Supreme Court
to determine social policy regarding adult social hosts serv-
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ing adult guests. In view of the legislature’s determination
that minors are not competent to understand the effects of
alcohol, we find sufficient legislative intent to support our
holding that, taken from the pleadings before us, a duty
exists between the adult social host and the minor guest.
Accordingly, we find that the Ryans’ petition stated a
common-law cause of action.

INTERPRETATION A violation of a statute consti-

tutes negligence per se if the injured party is a member of
the class protected by the statute.

ETHICAL QUESTION When should a parent be held
liable for her child’s negligence? Explain.

CRITICAL THINKING QUESTION Should a court

extend social host liability for providing alcohol to an
adult guest? Explain?

Dury TO AcT

As stated above, the general rule is that a person is under a
duty to all others at all times to exercise reasonable care
for the safety of the others’ person and property. On the
other hand, except in special circumstances, a person who
has not created risk of harm to others ordinarily has no
duty of care to another. This rule applies even though the
person may be in a position to help another in peril. For
example, Adolf, an adult standing at the edge of a steep
cliff, observes a baby carriage with a crying infant in it
slowly heading toward the edge and certain doom. Adolf
could easily prevent the baby’s fall at no risk to his own
safety. Nonetheless, Adolf does nothing, and the baby falls
to its death. Adolf is under no legal duty to act and there-
fore incurs no liability for failing to do so.

Nonetheless, special relations between the parties may
impose a duty of reasonable care on the defendant to aid
or protect the other with respect to risks that arise within
the scope of the relationship. Thus, in the example above,
if Adolf were the baby’s parent or babysitter, Adolf
would be under a duty to act and therefore would be
liable for not taking action. The special relations giving
rise to the duty to aid or protect another include (1) a
common carrier with its passengers, (2) an innkeeper with
its guest, (3) an employer with its employees, (4) a school
with its students, (5) a landlord with its tenants with
respect to common areas under the landlord’s control,
(6) a business open to the public with its customers, and
(7) custodian with those in its custody including parents
with their children.

In addition, when a person’s prior conduct, even
though not tortious, creates a continuing risk of physical
harm, the person has a duty to exercise reasonable care to
prevent or minimize the harm. For example, Alice inno-
cently drives her car into Frank, rendering him uncon-
scious. Alice leaves Frank lying in the middle of the road,
where he is run over by a second car driven by Rebecca.
Alice is liable to Frank for the additional injuries inflicted
by Rebecca. Moreover, a person who begins a rescue by
taking charge of another who is imperiled and unable to
protect himself incurs a duty to exercise reasonable care
under the circumstances. Furthermore, a person who dis-
continues aid or protection is under a duty of reasonable
care not to leave the other in a worse position. For exam-
ple, Ann finds Ben drunk and stumbling along a dark side-
walk. Ann leads Ben halfway up a steep and unguarded
stairway, where she then abandons him. Ben attempts to
climb the stairs but trips and falls, suffering serious injury.
Ann is liable to Ben for having left him in a worse position.
Most states have enacted Good Samaritan statutes to en-
courage voluntary emergency care. These statutes vary
considerably, but they typically limit or disallow liability
for some rescuers under specified circumstances.

There are special relationships in which one person has
some degree of control over another person, including (1) a
parent with dependent children, and (2) an employer with
employees when the employment facilitates the employee’s
causing harm to third parties. The parent and the employer
each owe a duty of reasonable care under the circumstances
to third persons with regard to foreseeable risks that arise
within the scope of the relationship. Depending upon the
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circumstances, reasonable care may require controlling the
activities of the other person or merely providing a warning.
Generally, the duty of parents is limited to dependent chil-
dren; thus when children reach majority or are no longer de-
pendent, parents no longer have control and the duty of
reasonable care ceases. The duty of employers includes the
duty to exercise reasonable care in the hiring, training,
supervision, and retention of employees. This duty of
employers is independent of the vicarious liability of an
employer for an employee’s tortious conduct during the
course of employment, and extends to conduct by the em-
ployee that occurs both inside and outside the scope of

The Legal Environment of Business Part II

employment so long as the employment facilitates the em-
ployee causing harm to third parties. The Third Restate-
ment provides the following example of an employer’s duty:

Don is employed by Welch Repair Service, which knows
that Don had several episodes of assault in his previous
employment. Don goes to Traci’s residence, where he had
previously been dispatched by Welch, and misrepresents to
Traci that he is there on Welch business to check repairs
that had previously been made in Traci’s home. After Traci
admits Don, he assaults Traci. Welch is subject to a duty
under this subsection with regard to Don’s assault on Traci.

SoLDANO V. O’DANIELS

CALIFORNIA COURT OF APPEALS, FIFTH DISTRICT, 1983
141 CAL.APP.3D 443, 190 CAL.RPTR. 310

FACTS On August 9, the plaintiff’s father, Darrell
Soldano, was shot and killed at the Happy Jack Saloon.
The defendant owns and operates the Circle Inn, an eat-
ing establishment across the street from the Happy Jack
Saloon. On the night of the shooting, a patron of the
Happy Jack Saloon came into the Circle Inn and informed
the Circle Inn bartender that a man had been threatened at
Happy Jack’s. The patron requested that the Circle Inn
bartender either call the police or allow the patron to use
the Circle Inn phone to call the police. The bartender
refused either to make the call or to allow the Happy Jack
patron to use the phone. The plaintiff alleges that the
actions of the Circle Inn employee were a breach of the
legal duty that the Circle Inn owed to the decedent.
The defendant maintains that there was no legal obligation
to take any action, and therefore there was no duty owed
to the decedent. The trial court dismissed the case on the
defendant’s motion for summary judgment.

DECISION The appellate court reversed and remanded

the case for trial.

OPINION Andreen, J. There is a distinction, well
rooted in the common law, between action and nonaction.
[Citation.] It has found its way into the prestigious Restate-
ment Second of Torts (hereafter cited as “Restatement”),
which provides in section 314:

The fact that the actor realizes or should realize that action
on his part is necessary for another’s aid or protection does
nor of itself impose upon him a duty to take such action.

ok

As noted in [citation], the courts have increased the
instances in which affirmative duties are imposed not by

direct rejection of the common law rule, but by expanding
the list of special relationships which will justify departure
from that rule.

3k ok

Section 314A of the Restatement lists other special rela-
tionships which create a duty to render aid, such as that of
a common carrier to its passengers, an innkeeper to his
guest, possessors of land who hold it open to the public, or
one who has a custodial relationship to another. A duty
may be created by an undertaking to give assistance.
[Citation.]

Here there was no special relationship between the de-
fendant and the deceased. It would be stretching the con-
cept beyond recognition to assert there was a relationship
between the defendant and the patron from Happy Jack’s
Saloon who wished to summon aid. But this does not end
the matter.

It is time to re-examine the common law rule of nonli-
ability for nonfeasance in the special circumstances of the
instant case.

We turn now to the concept of duty in a tort case. The
[California] Supreme Court has identified certain factors to
be considered in determining whether a duty is owed to
third persons. These factors include:

the foreseeability of harm to the plaintiff, the degree of cer-
tainty that the plaintiff suffered injury, the closeness of the
connection between the defendant’s conduct and the injury
suffered, the moral blame attached to the defendant’s con-
duct, the policy of preventing future harm, the extent of the
burden to the defendant and consequences to the commu-
nity of imposing a duty to exercise care with resulting liabil-
ity for breach, and the availability, cost, and prevalence of
insurance for the risk involved. [Citation.]
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We examine those factors in reference to this case.
(1) The harm to the decedent was abundantly forseeable; it
was imminent. The employee was expressly told that a
man had been threatened. The employee was a bartender.
As such he knew it is foreseeable that some people who
drink alcohol in the milieu of a bar setting are prone to vio-
lence. (2) The certainty of decedent’s injury is undisputed.
(3) There is arguably a close connection between the
employee’s conduct and the injury: the patron wanted to
use the phone to summon the police to intervene. The
employee’s refusal to allow the use of the phone prevented
this anticipated intervention. If permitted to go to trial, the
plaintiff may be able to show that the probable response
time of the police would have been shorter than the time
between the prohibited telephone call and the fatal shot.
(4) The employee’s conduct displayed a disregard for
human life that can be characterized as morally wrong: he
was callously indifferent to the possibility that Darrell Sol-
dano would die as the result of his refusal to allow a person
to use the telephone. Under the circumstances before us the
bartender’s burden was minimal and exposed him to no
risk: all he had to do was allow the use of the telephone. It
would have cost him or his employer nothing. It could have
saved a life. (5) Finding a duty in these circumstances
would promote a policy of preventing future harm. A citi-
zen would not be required to summon the police but would
be required, in circumstances such as those before us, not
to impede another who has chosen to summon aid. (6) We
have no information on the question of the availability,
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cost, and prevalence of insurance for the risk, but note that
the liability which is sought to be imposed here is that of
employee negligence, which is covered by many insurance
policies. (7) The extent of the burden on the defendant was
minimal, as noted.
EEES

We acknowledge that defendant contracted for the use
of his telephone, and its use is a species of property. But if
it exists in a public place as defined above, there is no pri-
vacy or ownership interest in it such that the owner should
be permitted to interfere with a good faith attempt to use it
by a third person to come to the aid of another.

We conclude that the bartender owed a duty to the
plaintiff’s decedent to permit the patron from Happy Jack’s
to place a call to the police or to place the call himself. It
bears emphasizing that the duty in this case does not
require that one must go to the aid of another. That is not
the issue here. The employee was not the good samaritan
intent on aiding another. The patron was.

INTERPRETATION Although a person may not have

a duty to help another, in a case such as this, a person has
a duty not to hinder others who are trying to help.

CRITICAL THINKING QUESTION Should the
courts go beyond the rule of this case and impose an af-
firmative duty to go to the aid of another person who is in
peril if it can be done without endangerment? Explain.

DurTies oF POSSESSORS OF LAND

The right of possessors of land to use that land for their
own benefit and enjoyment is limited by their duty to do
so in a reasonable manner. By the use of their land, posses-
sors of land cannot cause unreasonable risks of harm to
others. Liability for breach of this obligation may arise
from conduct in any of the three areas of torts discussed in
this and the preceding chapter: intentional harm, negli-
gence, or strict liability. Most of these cases fall within the
classification of negligence.

In conducting activities on her land, the possessor of
land is required to exercise reasonable care to protect
others who are not on her property. For example, a prop-
erty owner who constructs a factory on her premises must
take reasonable care that it is not unreasonably dangerous
to people off the site.

The duty of a possessor of land to persons who come
on the land usually depends on whether those persons
are trespassers, licensees, or invitees. A few states have
abandoned these distinctions, however, and simply apply
ordinary negligence principles of foreseeable risk and

reasonable care. The Third Restatement will include chap-
ters on landowner liability, but the American Law Institute
has not yet approved them.

Duty to Trespassers A trespasser is a person who
enters or remains on the land of another without permis-
sion or privilege to do so. The lawful possessor of the land
is not liable to adult trespassers for his failure to maintain
the land in a reasonably safe condition. Nonetheless, the
lawful possessor is not free to inflict intentional injury on
a trespasser. Moreover, most courts hold that upon dis-
covery of the presence of trespassers on the land, the law-
ful possessor is required to exercise reasonable care for
their safety in carrying on her activities and to warn the
trespassers of potentially dangerous conditions that the
trespassers are not likely to discover.

Duty to Licensees A licensee is a person who is privi-
leged to enter or remain on land only by virtue of the lawful
possessor’s consent. Licensees include members of the pos-
sessor’s household, social guests, and salespersons calling at
private homes. A licensee will become a trespasser, however,
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if he enters a portion of the land to which he is not invited or
remains on the land after his invitation has expired.

The possessor owes a higher duty of care to licensees
than to trespassers. The possessor must warn the licensee
of dangerous activities and conditions (1) of which the
possessor has knowledge or reason to know and (2) the li-
censee does not and is not likely to discover. If he is not
warned, the licensee may recover if the activity or danger-
ous condition resulted from the possessor’s failure to exer-
cise reasonable care to protect him from the danger. To
illustrate: Henry invites a friend, Anne, to his place in the
country at 8 PM on a winter evening. Henry knows that a
bridge in his driveway is in a dangerous condition that is
not noticeable in the dark. Henry does not inform Anne of
this fact. The bridge gives way under Anne’s car, causing
serious harm to Anne. Henry is liable to Anne.

Some states have extended to licensees the same protec-
tion traditionally accorded invitees. A number of states
have included social guests in the invitee category.

Duty to Invitees An invitee is a person invited upon
land as a member of the public or for a business purpose.
A public invitee is a person who is invited to enter or
remain on land as a member of the public for a purpose
for which the land is held open to the public. Such invitees
include those who use public parks, beaches, or swimming
pools, as well as those who use governmental facilities,
such as a post office or an office of the recorder of deeds,
where business with the public is transacted openly. A
business visitor is a person invited to enter or remain on
premises for a purpose directly or indirectly concerning
business dealings with the possessor of the land, such as
one who enters a store or a worker who enters a residence
to make repairs.

With respect to the condition of the premises, the pos-
sessor of land is under a duty to exercise reasonable care

Figure 8-2
Duties of
Possessors
of Land

The Legal Environment of Business Part II
to protect invitees against dangerous conditions they are
unlikely to discover. This liability extends not only to
those conditions of which the possessor actually knows
but also to those of which she would discover by the exer-
cise of reasonable care. For example, David’s store has a
large glass front door that is well lighted and plainly visi-
ble. Maxine, a customer, mistakes the glass for an open
doorway and walks into the glass, injuring herself. David
is not liable to Maxine. If, on the other hand, the glass was
difficult to see and a person foreseeably might have mis-
taken the glass for an open doorway, then David would be
liable to Maxine if Maxine crashed into the glass while
exercising reasonable care.

These three kinds of duties are illustrated in Figure 8-2.

Practical Advice

Take care to inspect your premises regularly to detect
any dangerous conditions and either remedy the danger
or post prominent warnings of any dangerous conditions
you discover.

REs Ipsa LoQuITUR

A rule of circumstantial evidence has developed that per-
mits the jury to infer both negligent conduct and causation
from the mere occurrence of certain types of events. This
rule, called res ipsa loquitur, meaning “the thing speaks
for itself,” applies when the accident causing the plaintiff’s
physical harm is a type of accident that ordinarily happens
as a result of the negligence of a class of actors of which
the defendant is the relevant member. For example,
Camille rents a room in Leo’s motel. During the night, a
large piece of plaster falls from the ceiling and injures
Camille. In the absence of other evidence, the jury may

Duty to Invitee

Duty to Licensee

Duty to Trespasser
Not to injure intentionally

To warn of known dangerous conditions
which the licensee is unlikely to discover

To exercise reasonable care to protect against dangerous
conditions about which the possessor should know
and which the invitee is unlikely to discover
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Love v. HARDEE’S FOOD SYSTEMS, INC.

COURT OF APPEALS OF MISSOURI, EASTERN DISTRICT, DIVISION TWO, 2000
16 S.W.3D 739

http://caselaw.lp.findlaw.com/scripts/getcase.pl?court=mo&vol=/appeals/052000/&invol=5050200_2000

FACTS At about 3:15 pm on November 15, 1995, plain-
tiff, Jason Love, and his mother, Billye Ann Love, went to
the Hardee’s Restaurant in Arnold, Missouri, owned by
defendant, Hardee’s Food Systems, Inc. There were no
other customers in the restaurant between 3:00 pm and
4:00 pm, but two or three workmen were in the back doing
construction. The workmen reported that they did not use
the restroom and did not see anyone use the restroom. When
Jason went to use the restroom, he slipped on water on
the restroom floor. He fell backwards, hit his head, and
felt a shooting pain down his right leg. He found himself
lying in an area of dirty water, which soaked his clothes.
There were no barricades, warning cones, or anything else
that would either restrict access to the bathroom or warn
of the danger.

Jason stated after the fall that his back and leg were
“hurting pretty bad.” His mother reported the fall. The
supervisor filled out an accident report form, which
reported that the accident occurred at 3:50 pm. The super-
visor testified that the water appeared to have come from
someone shaking his hands after washing them. The
supervisor could not recall the last time the restroom had
been checked. Jason was taken to a hospital emergency
room. As a result of his injuries, he underwent two back
surgeries, missed substantial time from work, and suffered
from continuing pain and limitations on his physical
activities.

Hardee’s had a policy requiring that the restroom be
checked and cleaned every hour by a maintenance person,
who was scheduled to work until 3:00 pm, but normally
left at 1:00 pm. The supervisor could not recall whether the
maintenance person left at 1:00 pM or 3:00 M on Novem-
ber 15, and the defendant was unable to produce the time
clock report for that day.

It was also a store policy that whenever employees
cleaned the tables, they would check the restroom. If an
employee had to use the restroom, then that employee was
also supposed to check the restroom. The restaurant super-
visor did not ask if any employees had been in the rest-
room, or if they had checked it in the hour prior to the
accident, and did not know if the restroom was actually
inspected or cleaned at 3:00 pm. The restaurant had shift
inspection checklists on which the manager would report
on the cleanliness of the restrooms and whether the floors
were clean and dry. However, the checklists for November
15 were thrown away.

Jason Love filed a lawsuit against Hardee’s Food Sys-
tems, Inc. to recover damages for negligence. The jury
returned a verdict in the plaintiff’s favor in the amount of
$125,000.

DECISION The judgment of the trial court is affirmed.

OPINION Crane, J. In order to have made a submissi-
ble case, plaintiff had to show that defendant knew or, by
using ordinary care, could have known of the dangerous
condition and failed to use ordinary care to remove it, bar-
ricade it, or warn of it, and plaintiff sustained damage as a
direct result of such failure. [Citation.]

“In order to establish constructive notice, the condition
must have existed for a sufficient length of time or the facts
must be such that the defendant should have reasonably
known of its presence.” [Citation.] [Prior] cases *** placed
great emphasis on the length of time the dangerous condi-
tion had been present and held that times of 20 or 30
minutes, absent proof of other circumstances, were insuffi-
cient to establish constructive notice as a matter of law.
[Citations.]

Defendant’s liability is predicated on the foreseeability of
the risk and the reasonableness of the care taken, which is
a question of fact to be determined by the totality of the
circumstances, including the nature of the restaurant’s
business and the method of its operation. [Citations.]

In this case the accident took place in the restaurant’s
restroom which is provided for the use of employees and
customers. The cause of the accident was water, which is
provided in the restroom. The restaurant owner could rea-
sonably foresee that anyone using the restroom, customers
or employees, would use the tap water provided in the rest-
room and could spill, drop, or splash water on the floor.
Accordingly, the restaurant owner was under a duty to use
due care to guard against danger from water on the floor.

There was substantial evidence to support submissibil-
ity. First, there was evidence from which the jury could
infer that the water came from the use of the restroom. It
was on the floor of the restroom and the supervisor testi-
fied it appeared that someone had shaken water from his
hands on the floor.

Next, there was evidence from which the jury could
infer that, if the water was caused by a non-employee, the
water was on the floor for at least 50 minutes, or longer,
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because there was evidence that no other customers were
in the store to use the restroom after 3:00 p.m. and the
workmen on the site advised that they had not used
the restroom.

In addition, plaintiff adduced evidence from which the
jury could have found that defendants’ employees had
the opportunity to observe the hazard. The restroom was
to be used by the employees and was supposed to be
checked by them when they used it; employees cleaning
tables were supposed to check the restroom when they
cleaned the tables; and a maintenance man was supposed
to check and clean the restroom every hour.

There was evidence from which the jury could have
inferred that the maintenance man charged with cleaning
the restroom every hour did not clean the restroom at
3:00 pm as scheduled on the day of the accident. There
was testimony that the maintenance man usually left at
1:00 pm. The supervisor could not recall what time the
maintenance man left that day and defendant was unable
to produce the time clock reports for that day which
would have shown when the maintenance man clocked

The Legal Environment of Business Part II

out. This could have created a span of 2 hours and 50
minutes during which there was no employee working at
the restaurant whose primary responsibility was to clean
the restroom. [Citation.]

There was also evidence from which the jury could have
inferred that the restroom was not inspected by any em-
ployee who had the responsibility to inspect it during that
same time period. The supervisor testified that he could
not recall the last time the restroom had been checked and
did not ask any employees if they had been in the restroom
or had checked it in the hour before the accident. ***

INTERPRETATION The owner or possessor of prop-
erty is liable to an invitee if the owner knew or, by using
ordinary care, could have known of the dangerous condi-
tion and failed to use ordinary care to remove it, barricade
it, or warn of it, and the invitee sustained damage as a
direct result of such failure.

CRITICAL THINKING QUESTION Should cus-

tomers be required to look for dangers?

infer that the harm resulted from Leo’s negligence in per-
mitting the plaster to become defective. Leo is permitted,
however, to introduce evidence to contradict the inference
of negligence.

Factual Cause

Liability for the negligent conduct of a defendant requires
that the conduct in fact caused harm to the plaintiff. The
Third Restatement states: “Tortious conduct must be a
factual cause of physical harm for liability to be imposed.”
A widely applied test for causation in fact is the but-for
test: A person’s conduct is a cause of an event if the event
would not have occurred but for the person’s negligent
conduct. That is, conduct is a factual cause of harm when
the harm would not have occurred absent the conduct.
For instance, Arnold fails to erect a barrier around an
excavation. Doyle is driving a truck when its accelerator
becomes stuck. Arnold’s negligence is not a cause in fact
of Doyle’s death if the runaway truck would have crashed
through the barrier even if it had been erected. Similarly,
failure to install a proper fire escape to a hotel is not the
cause in fact of the death of a person who is suffocated by
the smoke while sleeping in bed during a hotel fire.

If the tortious conduct of Adam is insufficient by itself to
cause Paula’s harm, but when Adam’s conduct is combined
with the tortious conduct of Barry, the combined conduct
is sufficient to cause Paula’s harm, then Adam and Barry
are each considered a factual cause of Paula’s harm.

The but-for test, however, is not satisfied when there
are two or more causes, each of which is sufficient to bring
about the harm in question and each of which is active at
the time harm occurs. For example, Wilson and Hart neg-
ligently set fires that combine to destroy Kennedy’s prop-
erty. Either fire would have destroyed the property. Under
the but-for test, either Wilson or Hart, or both, could
argue that the fire caused by the other would have
destroyed the property and that he, therefore, is not liable.
The Third Restatement addresses this problem of multiple
sufficient causes by providing, “If multiple acts exist, each
of which alone would have been a factual cause under [the
but-for test] of the physical harm at the same time, each
act is regarded as a factual cause of the harm.” Under this
rule the conduct of both Wilson and Hart would be found
to be a factual cause of the destruction of Kennedy’s

property.

Scope of Liability (Proximate Cause)

As a matter of social policy, legal responsibility has not
followed all the consequences of a negligent act. Tort law
does not impose liability on a defendant for all harm factu-
ally caused by the defendant’s negligent conduct. Liability
has been limited—to a greater extent than with intentional
torts—to those harms that result from the risks that made
the defendant’s conduct tortious. This “risk standard” li-
mitation on liability also applies to strict liability cases.
The Third Restatement provides the following example:
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Richard, a hunter, finishes his day in the field and stops at
a friend’s house while walking home. His friend’s nine-year-
old daughter, Kim, greets Richard, who hands his loaded
shotgun to her as he enters the house. Kim drops the shot-
gun, which lands on her toe, breaking it. Although Richard
was negligent for giving Kim his shotgun, the risk that made
Richard negligent was that Kim might shoot someone with
the gun, not that she would drop it and hurt herself (the gun
was neither especially heavy nor unwieldy). Kim’s broken toe
is outside the scope of Richard’s liability, even though Rich-
ard’s tortious conduct was a factual cause of Kim’s harm.

FORESEEABILITY

Determining the liability of a negligent defendant for
unforeseeable consequences has proved to be troublesome
and controversial. The Restatement and many courts have
adopted the following position:

1. If the actor’s conduct is a substantial factor in bringing
about harm to another, the fact that the actor neither
foresaw nor should have foreseen the extent of the harm
or the manner in which it occurred does not prevent him
from being liable.

2. The actor’s conduct may be held not to be a legal cause
of harm to another where, after the event and looking
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back from the harm to the actor’s negligent conduct, it
appears to the court highly extraordinary that it should
have brought about the harm.

A comment to the Third Restatement explains that

the foreseeability test for proximate cause is essentially
consistent with the standard set forth in this [Restatement].
Properly understood, both the risk standard and a foresee-
ability test exclude liability for harms that were sufficiently
unforeseeable at the time of the actor’s tortious conduct
that they were not among the risks—potential harms—that
made the actor negligent. Negligence limits the require-
ment of reasonable care to those risks that are foreseeable.

For example, Steven, while negligently driving an auto-
mobile, collides with a car carrying dynamite. Steven is
unaware of the contents of the other car and has no reason
to know about them. The collision causes the dynamite to
explode, shattering glass in a building a block away. The
shattered glass injures Doria, who is inside the building.
The explosion also injures Walter, who is walking on
the sidewalk near the collision. Steven would be liable to
Walter because Steven should have realized that his negli-
gent driving might result in a collision that would endan-
ger pedestrians nearby. Doria’s harm, however, was
beyond the risks posed by Steven’s negligent driving and
he, accordingly, is not liable to Doria.

PALSGRAF V. LONG IsLAND RA1LROAD CoO.

COURT OF APPEALS OF NEW YORK, 1928
248 N.Y. 339, 162 N.E. 99

FACTS Palsgraf was on the railroad station platform
buying a ticket when a train stopped at the station. As it
began to depart, two men ran to catch it. After the first was
safely aboard, the second jumped onto the moving car.
When he started to fall, a guard on the train reached to grab
him and another guard on the platform pushed the man
from behind. They helped the man to regain his balance, but
in the process they knocked a small package out of his arm.
The package, which contained fireworks, fell onto the rails
and exploded. The shock from the explosion knocked over
a scale resting on the other end of the platform, and it
landed on Mrs. Palsgraf. She then brought an action against
the Long Island Railroad Company to recover for the inju-
ries she sustained. The railroad appealed from the trial and
appellate courts’ decisions in favor of Palsgraf.

DECISION Judgment for Palsgraf reversed.
OPINION Cardozo, C. J. The conduct of the defen-

dant’s guard, if a wrong in its relation to the holder of the

package, was not a wrong in its relation to the plaintiff,
standing far away. Relatively to her it was not negligence
at all. Nothing in the situation gave notice that the falling
package had in it the potency of peril to persons thus
removed. Negligence is not actionable unless it involves the
invasion of a legally protected interest, the violation of a
right. “Proof of negligence in the air, so to speak, will not
do.” [Citations.] “Negligence is the absence of care, accord-
ing to the circumstances.” [Citations. ]
3k %

If no hazard was apparent to the eye of ordinary vigilance,
an act innocent and harmless, at least to outward seeming,
with reference to her, did not take to itself the quality of a tort
because it happened to be wrong, though apparently not one
involving the risk of bodily insecurity, with reference to some
one else. “In every instance, before negligence can be predi-
cated of a given act, back of the act must be sought and found
a duty to the individual complaining, the observance of which
would have averted or avoided the injury.” [Citations. |

3k %
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A different conclusion will involve us, and swiftly too,
in a maze of contradictions. A guard stumbles over a pack-
age which has been left upon a platform. It seems to be a
bundle of newspapers. It turns out to be a can of dynamite.
To the eye of ordinary vigilance, the bundle is abandoned
waste, which may be kicked or trod on with impunity. Is a
passenger at the other end of the platform protected by the
law against the unsuspected hazard concealed beneath
the waste? If not, is the result to be any different, so far as
the distant passenger is concerned, when the guard stum-
bles over a valise which a truckman or a porter has left
upon the walk? The passenger far away, if the victim of a
wrong at all, has a cause of action, not derivative, but orig-
inal and primary. His claim to be protected against inva-
sion of his bodily security is neither greater nor less
because the act resulting in the invasion is a wrong to
another far removed. In this case, the rights that are said to
have been violated, the interests said to have been invaded,
are not even of the same order. The man was not injured in
his person nor even put in danger. The purpose of the act,
as well as its effect, was to make his person safe. If there
was wrong to him at all, which may very well be doubted,
it was wrong to a property interest only, the safety of his

The Legal Environment of Business Part II

package. Out of this wrong to property, which threatened
injury to nothing else, there has passed, we are told, to the
plaintiff by derivation or succession a right of action for
the invasion of an interest of another order, the right to
bodily security. The diversity of interests emphasizes the fu-
tility of the effort to build the plaintiff’s right upon the ba-
sis of a wrong to some one else. *** One who jostles one’s
neighbor in a crowd does not invade the rights of others
standing at the outer fringe when the unintended contact
casts a bomb upon the ground. The wrongdoer as to them
is the man who carries the bomb, not the one who explodes
it without suspicion of the danger.

INTERPRETATION Even if the defendant’s negligent
conduct in fact caused harm to the plaintiff, the defendant
is not liable if the defendant could not have foreseen injur-
ing the plaintiff or a class of persons to which the plaintiff
belonged.

CRITICAL THINKING QUESTION Should a per-

son be held liable for all injuries that her negligence in fact
causes? Explain.

SUPERSEDING CAUSE

An intervening cause is an event or act that occurs after
the defendant’s negligent conduct and with that negligence
causes the plaintiff’s harm. If the intervening cause is
deemed a superseding cause, it relieves the defendant of
liability for that harm.

For example, Carol negligently leaves in a public side-
walk a substantial excavation without a fence or warning
lights, into which Gary falls at night. Darkness is an inter-
vening, but not a superseding, cause of harm to Gary
because it is a normal consequence of the situation caused
by Carol’s negligence. Therefore, Carol is liable to Gary.
In contrast, if Carol negligently leaves an excavation in a
public sidewalk into which Barbara intentionally shoves
Gary, under the Second Restatement as a matter of law
Carol is not liable to Gary because Barbara’s conduct is a
superseding cause that relieves Carol of liability. The
Third Restatement rejects this exception to liability,
stating,

Whether Gary’s harm is within the scope of Carol’s
liability for her negligence is an issue for the factfinder.
The factfinder will have to determine whether the appro-
priate characterization of the harm to Gary is falling into
an unguarded excavation site or being deliberately pushed
into an unguarded excavation site and, if the latter,
whether it is among the risks that made Carol negligent.

An intervening cause that is a foreseeable or normal
consequence of the defendant’s negligence is not a super-
seding cause. Thus, a person who negligently places
another person or his property in imminent danger is
liable for the injury sustained by a third-party rescuer who
attempts to aid the imperiled person or his property. The
same is true of attempts by the endangered person to
escape the peril, as, for example, when a person swerves
off the road to avoid a head-on collision with an automo-
bile driven negligently on the wrong side of the road. It is
commonly held that a negligent defendant is liable for the
results of necessary medical treatment of the injured party,
even if the treatment itself is negligent.

Harm

The plaintiff must prove that the defendant’s negligent
conduct proximately caused harm to a legally protected
interest. Certain interests receive little or no protection
against such conduct, while others receive full protection.
The courts determine the extent of protection for a partic-
ular interest as a matter of law on the basis of social policy
and expediency. For example, negligent conduct that is the
proximate cause of harmful contact with the person of
another is actionable. Thus, if Bob while driving his car
negligently runs into Julie, a pedestrian, who is carefully
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PeTITION OF KINSMAN TRANSIT CO.

UNITED STATES COURT OF APPEALS, SECOND CIRCUIT, 1964
338 F.2D 708

FACTS The MacGilvray Shiras was a ship owned by the
Kinsman Transit Company. During the winter months when
Lake Erie was frozen, the ship and others moored at docks
on the Buffalo River. As oftentimes happened, one night an
ice jam disintegrated upstream, sending large chunks of ice
downstream. Chunks of ice began to pile up against the Shi-
ras, which at that time was without power and manned only
by a shipman. The ship broke loose when a negligently
constructed “deadman” to which one mooring cable was
attached pulled out of the ground. The “deadman” was oper-
ated by Continental Grain Company. The ship began mov-
ing down the S-shaped river stern first and struck another
ship, the Tewksbury. The Tewksbury also broke loose from
its mooring, and the two ships floated down the river to-
gether. Although the crew manning the Michigan Avenue
Bridge downstream had been notified of the runaway ships,
they failed to raise the bridge in time to avoid a collision
because of a mix-up in the shift changeover. As a result, both
ships crashed into the bridge and were wedged against the
bank of the river. The two vessels substantially dammed the
flow of the river, causing ice and water to back up and flood
installations as far as three miles upstream. The injured par-
ties brought this action for damages against Kinsman, Con-
tinental, and the city of Buffalo. The trial court found the
three defendants liable, and they appealed from that decree.

DECISION Decree of trial court affirmed as to liability.

OPINION Friendly, ]. The very statement of the case
suggests the need for considering Palsgraf v. Long Island
RR., [citation], and the closely related problem of liability
for unforeseeable consequences.

We see little similarity between the Palsgraf case and the
situation before us. The point of Palsgraf was that the
appearance of the newspaper-wrapped package gave no
notice that its dislodgement could do any harm save to itself
and those nearby, and this impact, perhaps with consequent
breakage, and not by explosion. In contrast, a ship inse-
curely moored in a fast flowing river is a known danger not
only to herself but to the owners of all other ships and struc-
tures down river, and to persons upon them. No one would
dream of saying that a shipowner who “knowingly and wil-
fully” failed to secure his ship at a pier on such a river “would
not have threatened” persons and owners of property down-
stream in some manner. The shipowner and the wharfinger
in this case having thus owed a duty of care to all within the
reach of the ship’s known destructive power, the impossibil-
ity of advance identification of the particular person who

would be hurt is without legal consequence. [Citations.]
Similarly the foreseeable consequences of the City’s failure
to raise the bridge were not limited to the Shiras and the
Tewksbury. Collision plainly created a danger that the bridge
towers might fall onto adjoining property, and the crash
of two uncontrolled lake vessels, one 425 feet and the other
525 feet long, into a bridge over a swift ice-ridden stream,
with a channel only 177 feet wide, could well result in a
partial damming that would flood property upstream.

All the claimants here met the Palsgraf requirement of
being persons to whom the actors owed a “duty of care,”
#**_ But this does not dispose of the alternative argument
that the manner in which several of the claimants were
harmed, particularly by flood damage, was unforeseeable
and that recovery for this may not be had—whether the
argument is put in the forthright form that unforeseeable
damages are not recoverable or is concealed under a for-
mula of lack of “proximate cause.”

Foreseeability of danger is necessary to render conduct
negligent; where as here the damage was caused by just those
forces whose existence required the exercise of greater care
than what was taken—the current, the ice, and the physical
mass of the Shiras, the incurring of consequences other and
greater than foreseen does not make the conduct less culpa-
ble or provide a reasoned basis for insulation. [Citation.]
The oft encountered argument that failure to limit liability
to foreseeable consequences may subject the defendant to a
loss wholly out of proportion to his fault seems scarcely con-
sistent with the universally accepted rule that the defendant
takes the plaintiff as he finds him and will be responsible for
the full extent of the injury even though a latent susceptibil-
ity of the plaintiff renders this far more serious than could
reasonably have been anticipated. [Citation.]

The weight of authority in this country rejects the limi-
tation of damages to consequences foreseeable at the time
of the negligent conduct when the consequences are
“direct,” and the damage, although other and greater than
expectable, is of the same general sort that was risked.

INTERPRETATION The unforeseeability of the exact
manner and extent of a loss will not limit liability where
the persons injured and the general nature of the damage
were foreseeable.

CRITICAL THINKING QUESTION Compare this

decision with that in the Palsgraf case and attempt to recon-
cile the two decisions.
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crossing the street, Bob is liable for physical injuries Julie
sustains as a result of the collision. On the other hand, if
Bob’s careless driving causes the car’s side view mirror to
brush Julie’s coat but results in no physical injuries to her
or damage to the coat, thus causing only offensive contact
with Julie’s person, Bob is not liable because Julie did not
sustain harm to a legally protected interest.

The courts traditionally have been reluctant to allow re-
covery for negligently inflicted emotional distress. This view
has gradually changed, and the majority of courts now hold
a person liable for negligently causing emotional distress if
bodily harm—such as a heart attack—results from the dis-
tress. And though, in the great majority of states, a defen-
dant is not liable for conduct resulting solely in emotional
disturbance, a few courts have recently allowed recovery of
damages for negligently inflicted emotional distress even in
the absence of resultant physical harm. The Third Restate-
ment will include chapters on liability for emotional harm,
but the American Law Institute has not yet approved them.

Figure 8-3
Defenses to a Negligence Action

Has the plaintiff
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Defenses to Negligence

Although a plaintiff has established by a preponderance of
the evidence all the required elements of a negligence
action, he may nevertheless fail to recover damages if the
defendant proves a valid defense. As a general rule, any
defense to an intentional tort is also available in an action
in negligence. In addition, certain defenses are available in
negligence cases that are not defenses to intentional torts.
These are contributory negligence, comparative negli-
gence, and assumption of risk. (See Figure 8-3 illustrating
the defenses to a negligence action.)

CONTRIBUTORY NEGLIGENCE

Contributory negligence is defined as conduct on the part of
the plaintiff that falls below the standard to which he should
conform for his own protection and that is a legal cause of

Is the defendant Defendant
negligent?

prevails

Defendant

assumed the risk? prevails
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Chapter 8 Negligence and Strict Liability
the plaintiff’s harm. The Third Restatement’s definition of
negligence as the failure of a person to exercise reasonable
care under all the circumstances applies to the contributory
negligence of the plaintiff. In those few jurisdictions that
have not adopted comparative negligence (Alabama, Mary-
land, North Carolina, Virginia, and D.C.), the contributory
negligence of the plaintiff, whether slight or extensive, pre-
vents him from recovering any damages from the defendant.
Notwithstanding the contributory negligence of the
plaintiff, if the defendant had a last clear chance to avoid
injury to the plaintiff but did not avail himself of such a
chance, the contributory negligence of the plaintiff does
not bar his recovery of damages.

COMPARATIVE NEGLIGENCE

The harshness of the contributory negligence doctrine has
caused all but a few states to reject its all-or-nothing rule
and to substitute the doctrine of comparative negligence,
which is also called comparative fault or comparative
responsibility. (In states adopting comparative negligence,
the doctrine of last clear chance has been abandoned.)
Approximately a dozen states have judicially or legis-
latively adopted “pure” comparative negligence systems.
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(The American Law Institute’s recently promulgated
Third Restatement of Torts: Apportionment of Liability
advocates this form of comparative negligence.) Under
pure comparative negligence damages are divided
between the parties in proportion to the degree of fault
or negligence found against them. For instance, Matthew
negligently drives his automobile into Nancy, who is
crossing against the light. Nancy sustains damages in the
amount of $10,000 and sues Matthew. If the trier of fact
(the jury or judge, depending on the case) determines that
Matthew’s negligence contributed 70 percent to Nancy’s
injury and that Nancy’s contributory negligence contrib-
uted 30 percent to her injury, then Nancy would recover
$7,000.

Most states have adopted the doctrine of “modified”
comparative negligence. Under modified comparative
negligence the plaintiff recovers as in pure comparative
negligence unless her contributory negligence was equal to
or greater than that of the defendant, in which case the
plaintiff recovers nothing. Thus, in the example above, if
the trier of fact determined that Matthew’s negligence and
Nancy’s contributory negligence contributed 40 percent
and 60 percent, respectively, to her injury, then Nancy
would not recover anything from Matthew.

MOORE V. KITSMILLER

COURT OF APPEALS OF TEXAS, TWELFTH DISTRICT, TYLER, 2006
201 S.W.3D 147 [REVIEW DENIED]

http://www.12thcoa.courts.state.tx.us/opinions/HTMLopinion.asp?OpinionID=7549

FACTS In the spring of 2001, Kitsmiller purchased a
house in Van Zandt County to use as rental property. In
mid-June, he hired B & H Shaw Company, Inc. (B & H) to
install a replacement septic tank in the back yard. The sep-
tic tank was located about two or three feet from a con-
crete stoop at the back door of the garage. B & H
mounded dirt over the septic tank and the lateral lines
going out from it upon completion. Sometime after B & H
installed the septic tank, Kitsmiller smoothed out the
mounds of dirt over the septic tank and lateral lines. Kits-
miller then leased the property to Moore and his wife on
July 27. Kitsmiller testified that he viewed the back yard
about a week or ten days prior to leasing the property to
the Moores and stated that the dirt around the septic sys-
tem looked firm.

On August 7, the Moores moved in. On August 11,
Moore and his wife went into the back yard for the first
time, and as he stepped off the stoop, he was unable to see
the ground and could only see his wife and the bag of trash

in his left arm. His wife testified that the ground looked
flat. Moore testified that he had only taken a few steps off
the stoop when his left leg sank into a hole, causing him to
fall forward into his wife. As he tried to steady himself with
his right foot, it hung and then sank, causing him to fall
backward on his head and back. Moore testified that the
injury to his back required surgery and affected his ability
to earn a living.

Moore filed suit against Kitsmiller and B & H. He sought
damages for past and future pain and suffering, past and
future mental anguish, past and future physical impairment,
and past and future loss of earning capacity. In their
answers to Moore’s suit, both Kitsmiller and B & H pleaded
the affirmative defense of contributory negligence.

During the jury trial, Moore testified Kitsmiller should
have notified him where the septic tank and lateral lines
were located and that the dirt should have remained
mounded over the tank and lines. Martin, an on-site septic
tank complaint investigator for both the Texas Commission
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on Environmental Quality and Van Zandt County, testified
that dirt should have been mounded over the septic tank
and lateral lines, so that when the dirt settled, there would
be no holes in the ground around the septic tank or lateral
lines.

The jury determined that (1) both Kitsmiller and Moore
were negligent, but B & H was not; (2) Kitsmiller was 51
percent negligent and Moore was 49 percent negligent; and
(3) Moore was entitled to $210,000.00 in damages. On
September 29, 2004, the trial court entered a judgment in
favor of Moore and against Kitsmiller in the amount of
$210,000.00 plus interest and costs. Applying comparative
negligence, the trial court entered a modified final judg-
ment on November 1, 2004, awarding Moore
$107,100.00 plus interest and costs based upon Moore’s
contributory negligence. Moore appealed all issues involv-
ing his contributory negligence.

DECISION The judgment of the trial court is affirmed.

OPINION Worthen, C.J.

*** Moore argues that his wife and Kitsmiller testified
that the back yard was flat at the time of the occurrence.
He contends that no one could have anticipated any danger
from walking into the yard. Therefore, Moore argues that
there is no evidence in the record to support the jury’s
determination that he was contributorily negligent.

Contributory negligence contemplates an injured per-
son’s failure to use ordinary care regarding his or her own
safety. [Citation.] This affirmative defense requires proof
that the plaintiff was negligent and that the plaintiff’s negli-
gence proximately caused his or her injuries. [Citation.]
Negligence requires proof of proximate cause. [Citation.]
Proximate cause requires proof of both cause in fact and
foreseeability. [Citation.] The test for cause in fact is whether
the negligent act or omission was a substantial factor in
bringing about an injury without which the harm would not
have occurred. [Citation.]| Foreseeability requires that a per-
son of ordinary intelligence should have anticipated the dan-
ger created by a negligent act or omission. [Citation. |

Because comparative responsibility involves measuring
the party’s comparative fault in causing the plaintiff’s inju-
ries, it necessitates a preliminary finding that the plaintiff
was in fact contributorily negligent. [Citation.] The stand-
ards and tests for determining contributory negligence or-
dinarily are the same as those for determining negligence,
and the rules of law applicable to the former are applicable
to the latter. [Citation.] The burden of proof on the whole
case is on the plaintiff. [Citation.] However, on special
issues tendered by the defendant presenting an affirmative
defense such as contributory negligence, the burden of
proof is on the defendant to prove the defense by a prepon-
derance of the evidence. [Citation.]

The Legal Environment of Business

When attacking the legal sufficiency of an adverse find-
ing on an issue on which the party did not have the burden
of proof, that party must demonstrate there is no evidence
to support the adverse finding. [Citation.] To evaluate the
legal sufficiency of the evidence to support a finding, we
must determine whether the proffered evidence as a whole
rises to a level that would enable reasonable and fair
minded people to differ in their conclusions. [Citation.] We
sustain a no evidence issue only if there is no more than a
scintilla of evidence proving the elements of the claim.
[Citation.] In making this determination, we must view the
evidence in the light most favorable to the verdict, crediting
favorable evidence if reasonable jurors could and disre-
garding contrary evidence unless reasonable jurors could
not. [Citation.] The trier of fact may draw reasonable and
logical inferences from the evidence. [Citation.] It is within
the province of the jury to draw one reasonable inference
from the evidence although another inference could have
been made. [Citation.]

Moore testified that when he stepped off the stoop into
the back yard for the first time on August 11, 2001, he
could only see his wife and the plastic bag of trash he was
carrying in his left hand. The jury was allowed to draw an
inference from this evidence that Moore was not watching
where he was walking. An individual must keep a proper
lookout where he is walking, and a jury is allowed to make
a reasonable inference that failure to do so was the proxi-
mate cause of his injuries. [Citation.] It was reasonable for
the jury to make an inference from Moore’s testimony that
his failure to keep a proper lookout where he was walking
contributed to the occurrence.

Moore contends that the only reasonable inference the
jury could have made was that, even if he had been watch-
ing where he was walking, he would not have been able to
avoid stepping in the holes because they were not visible to
the naked eye. The jury could have made that inference,
but chose not to do so. Shaw’s testimony that Martin’s
photographs showed the depressions could have been pres-
ent at the time of the occurrence could have led the jury to
believe that Moore’s contention was not a reasonable infer-
ence. We conclude that the jury made a reasonable infer-
ence from the evidence in finding Moore contributorily
negligent.

INTERPRETATION Where both the plaintiff and de-
fendant are negligent, under comparative negligence the
law apportions damages between the parties in proportion
to the degree of fault or negligence found against them.

CRITICAL THINKING QUESTION s it fair that

the plaintiff recovers damages despite being contributorily
negligent? Explain.
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AssuMPTION OF Risk

A plaintiff who has voluntarily and knowingly assumed the
risk of harm arising from the negligent or reckless conduct
of the defendant cannot recover for such harm. In express
assumption of the risk, the plaintiff expressly agrees to
assume the risk of harm from the defendant’s conduct. Usu-
ally, but not always, such an agreement is by contract.
Courts usually construe these exculpatory contracts strictly
and will hold that the plaintiff has assumed the risk only if
the terms of the agreement are clear and unequivocal. More-
over, some contracts for assumption of risk are considered
unenforceable as a matter of public policy. See Chapter 13.

In implied assumption of the risk the plaintiff voluntar-
ily proceeds to encounter a known danger. Thus, a specta-
tor entering a baseball park may be regarded as consenting
that the players may proceed with the game without taking
precautions to protect him from being hit by the ball. Most
states have abolished or modified the defense of implied
assumption of risk. Some have abandoned it entirely while
others have merged implied assumption of risk into their
comparative negligence systems.

Reflecting this general trend, the Third Restatement of
Torts: Apportionment of Liability has abandoned the doc-
trine of implied voluntary assumption of risk: it is no longer
a defense that the plaintiff was aware of a risk and volun-
tarily confronted it. But if a plaintiff’s conduct in the face of
a known risk is unreasonable it might constitute contribu-
tory negligence, thereby reducing the plaintiff’s recovery
under comparative negligence. This new Restatement limits
the defense of assumption of risk to express assumption of
risk, which consists of a contract between the plaintiff and
another person to absolve the other person from liability
for future harm. Contractual assumption of risk may occur
by written agreement, express oral agreement, or conduct
that creates an implied-in-fact contract, as determined by
the applicable rules of contract law. Some contractual
assumptions of risk, however, are not enforceable under
other areas of substantive law or as against public policy.

Practical Advice

Consider having customers and clients sign waivers of
liability and assumption of risk forms, but realize that
many courts limit their effectiveness.

. STRICT LIABILITY

In some instances, a person may be held liable for injuries
he has caused even though he has not acted intentionally
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or negligently. Such liability is called strict liability, abso-
lute liability, or liability without fault. The courts have
determined that certain types of otherwise socially desira-
ble activities pose sufficiently high risks of harm regardless
of how carefully they are conducted, and that therefore
those who carry on these activities should bear the cost of
any harm that such activities cause. The doctrine of strict
liability is not based on any particular fault of the defend-
ant but on the nature of the activity in which he or she is

engaging.

Activities Giving Rise to
Strict Liability

We will discuss in this section the following activities that
give rise to strict liability: (1) performing abnormally dan-
gerous activities and (2) keeping animals. In addition, strict
liability is imposed upon other activities. For example,
nearly all states have imposed a limited form of strict prod-
uct liability upon manufacturers and merchants who sell
goods in a defective condition unreasonably dangerous to
the user or consumer. This topic is covered in Chapter 22.

ABNORMALLY DANGEROUS ACTIVITIES

A person who carries on an abnormally dangerous activity
is subject to strict liability for physical harm resulting from
the activity. The Third Restatement provides that “An ac-
tivity is abnormally dangerous if: (1) the activity creates a
foreseeable and highly significant risk of physical harm
even when reasonable care is exercised by all actors; and
(2) the activity is not one of common usage.” The court
determines whether an activity is abnormally dangerous
by applying these factors. Activities to which the rule has
been applied include collecting water or sewage in such
quantity and location as to make it dangerous; storing
explosives or flammable liquids in large quantities; blast-
ing or pile driving; crop dusting; drilling for or refining oil
in populated areas; and emitting noxious gases or fumes
into a settled community. On the other hand, courts have
refused to apply the rule where the activity is a “natural”
use of the land, such as drilling for oil in the oil fields of
Texas or transmitting gas through a gas pipe or electricity
through electric wiring.

Practical Advice

Determine if any of your activities involve abnormally
dangerous activities for which strict liability is imposed
and be sure to obtain adequate insurance.
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KLEIN V. PYRODYNE CORPORATION

SUPREME COURT OF WASHINGTON, 1991
117 WASH.2D 1, 810 P.2D 917

FACTS Pyrodyne Corporation contracted to display the
fireworks at the Western Washington State Fairgrounds in
Puyallup, Washington, on July 4, 1987. During the fire-
works display, one of the five-inch mortars was knocked
into a horizontal position. A shell inside ignited and dis-
charged, flying five hundred feet parallel to the earth and
exploding near the crowd of onlookers. Danny and Mar-
ion Klein were injured by the explosion. Mr. Klein suffered
facial burns and serious injuries to his eyes. The parties
provided conflicting explanations for the improper dis-
charge, and because all the evidence had exploded, there
was no means of proving the cause of the misfire. The
Kleins brought suit against Pyrodyne under the theory of
strict liability for participating in an abnormally dangerous
activity.

DECISION Judgment for the Kleins.

OPINION Guy, J. The modern doctrine of strict liabil-
ity for abnormally dangerous activities derives from
Fletcher v. Rylands, [citation], in which the defendant’s
reservoir flooded mine shafts on the plaintiff’s adjoining
land. Rylands v. Fletcher has come to stand for the rule
that “the defendant will be liable when he damages
another by a thing or activity unduly dangerous and
inappropriate to the place where it is maintained, in the
light of the character of that place and its surroundings.”
[Citation.]

The basic principle of Rylands v. Fletcher has been
accepted by the Restatement (Second) of Torts (1977).
[Citation.] Section 519 of the Restatement provides that
any party carrying on an “abnormally dangerous activity”
is strictly liable for ensuing damages. The test for what con-
stitutes such an activity is stated in section 520 of the
Restatement. Both Restatement sections have been adopted
by this court, and determination of whether an activity is
an “abnormally dangerous activity” is a question of law.
[Citations.]

Section 520 of the Restatement lists six factors that
are to be considered in determining whether an activity is
“abnormally dangerous.” The factors are as follows:
(a) existence of a high degree of risk of some harm to the
person, land or chattels of others; (b) likelihood that the
harm that results from it will be great; (c) inability to
eliminate the risk by the exercise of reasonable care;
(d) extent to which the activity is not a matter of com-
mon usage; (e) inappropriateness of the activity to the
place where it is carried on; and (f) extent to which its

value to the community is outweighed by its dangerous
attributes. Restatement (Second) of Torts § 520 (1977).
As we previously recognized in [citation], the comments
to section 520 explain how these factors should be eval-
uated: Any one of them is not necessarily sufficient of
itself in a particular case, and ordinarily several of them
will be required for strict liability. On the other hand, it
is not necessary that each of them be present, especially if
others weigh heavily. Because of the interplay of these
various factors, it is not possible to reduce abnormally
dangerous activities to any definition. The essential ques-
tion is whether the risk created is so unusual, either
because of its magnitude or because of the circumstances
surrounding it, as to justify the imposition of strict liabil-
ity for the harm that results from it, even though it is car-
ried on with all reasonable care. Restatement (Second) of
Torts § 520, comment f (1977). Examination of these
factors persuades us that fireworks displays are abnor-
mally dangerous activities justifying the imposition of
strict liability.

We find that the factors stated in clauses (a), (b), and (c)
are all present in the case of fireworks displays. Any time a
person ignites aerial shells or rockets with the intention of
sending them aloft to explode in the presence of large
crowds of people, a high risk of serious personal injury or
property damage is created. That risk arises because of the
possibility that a shell or rocket will malfunction or be mis-
directed. Furthermore, no matter how much care pyrotech-
nicians exercise, they cannot entirely eliminate the high
risk inherent in setting off powerful explosives such as fire-
works near crowds.

The factor expressed in clause (d) concerns the extent
to which the activity is not a matter “of common
usage.” The Restatement explains that “[a]n activity is a
matter of common usage if it is customarily carried on
by the great mass of mankind or by many people in the
community.” Restatement (Second) of Torts § 520, com-
ment i (1977). As examples of activities that are not
matters of common usage, the Restatement comments
offer driving a tank, blasting, the manufacture, storage,
transportation, and use of high explosives, and drilling
for oil. The deciding characteristic is that few persons
engage in these activities. Likewise, relatively few per-
sons conduct public fireworks displays. Therefore, pre-
senting public fireworks displays is not a matter of
common usage.
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The factor stated in clause (e) requires analysis of the
appropriateness of the activity to the place where it was
carried on. In this case, the fireworks display was con-
ducted at the Puyallup Fairgrounds. Although some loca-
tions—such as over water—may be safer, the Puyallup
Fairgrounds is an appropriate place for a fireworks show
because the audience can be seated at a reasonable distance
from the display. Therefore, the clause (e) factor is not
present in this case.

The factor stated in clause (f) requires analysis of the
extent to which the value of fireworks to the community
outweighs its dangerous attributes. We do not find that
this factor is present here. This country has a long-
standing tradition of fireworks on the 4th of July. That
tradition suggests that we as a society have decided that
the value of fireworks on the day celebrating our national
independence and unity outweighs the risks of injuries
and damage.
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In sum, we find that setting off public fireworks displays
satisfies four of the six conditions under the Restatement
test; that is, it is an activity that is not “of common usage”
and that presents an ineliminably high risk of serious
bodily injury or property damage. We therefore hold that
conducting public fireworks displays is an abnormally
dangerous activity justifying the imposition of strict
liability.

INTERPRETATION The courts impose strict liability
for harm resulting from an abnormally dangerous activity,
as determined in light of the place, time, and manner in
which the activity was conducted.

CRITICAL THINKING QUESTION If an activity

is abnormally dangerous, should the law abolish it?
Explain.

KEEPING OF ANIMALS

Strict liability for harm caused by animals existed at com-
mon law and continues today with some modification. As
a general rule, those who possess animals for their own
purposes do so at their peril and must protect against
harm those animals may cause to people and property.

Trespassing Animals Owners and possessors of
animals, except for dogs and cats, are subject to strict
liability for any physical harm their animals cause by
trespassing on the property of another. There are two
exceptions to this rule: (1) keepers of animals are not
strictly liable for animals incidentally straying upon land
immediately adjacent to a highway on which they are
being lawfully driven, although the owner may be liable
for negligence if he fails to control them properly and
(2) in some western states, keepers of farm animals,
typically cattle, are not strictly liable for harm caused
by their trespassing animals that are allowed to graze
freely.

Nontrespassing Animals Owners and possessors
of wild animals are subject to strict liability for physical
harm caused by such animals, whether or not they are
trespassing. Accordingly the owner or possessor is liable
even if she has exercised reasonable care in attempting
to restrain the wild animal. Wild animals are defined as
those that, in the particular region in which they are
kept, are known to be likely to inflict serious damage
and that cannot be considered safe, no matter how

domesticated they are. The Third Restatement has a sim-
ilar definition: “A wild animal is an animal that belongs
to a category of animals that have not been generally
domesticated and that are likely, unless restrained, to
cause personal injury.” The court determines whether a
category of animals is wild. Animals included in this cat-
egory are bears, lions, elephants, monkeys, tigers, deer,
and raccoons. On the other hand, iguanas, pigeons, and
manatees are not considered wild animals because they
do not pose a risk of causing substantial personal
injury.

Domestic animals are those animals that are tradi-
tionally devoted to the service of humankind and that
as a class are considered safe. Examples of domestic
animals are dogs, cats, horses, cattle, and sheep. Own-
ers and possessors of domestic animals are subject to
strict liability if they knew, or had reason to know, of
an animal’s dangerous tendencies abnormal for the ani-
mal’s category. The animal’s dangerous propensity must
be the cause of the harm. For example, a keeper is not
liable for a dog that bites a human merely because he
knows that the dog has a propensity to fight with other
dogs. On the other hand, a person whose 150-pound
Old English sheepdog has a propensity to jump enthusi-
astically on visitors would be liable for any damage
caused by the dog’s playfulness. About half of the
states statutorily impose strict liability in dog cases even
where the owner or possessor does not know, and did
not have reason to know, of the dog’s dangerous
tendencies.
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Defenses to Strict Liability

Because the strict liability of one who carries on an
abnormally dangerous activity or keeps animals is not
based on his negligence, the ordinary contributory negli-
gence of the plaintiff is not a defense to such liability.
The law in imposing strict liability places the full
responsibility for preventing harm on the defendant.
Nevertheless, some states apply the doctrine of compara-
tive negligence to some types of strict liability. The
Third Restatement provides that if the plaintiff has been
contributorily negligent in failing to take reasonable pre-
cautions, the plaintiff’s recovery in a strict-liability claim
for physical harm caused by abnormally dangerous
activities or keeping of animals is reduced in accordance
with the share of comparative responsibility assigned to
the plaintiff.

Under the Second Restatement of Torts voluntary
assumption of risk is a defense to an action based on strict
liability. If the owner of an automobile knowingly and vol-
untarily parks the vehicle in a blasting zone, he may not
recover for harm to his automobile. The assumption of risk,
however, must be voluntary. Where blasting operations are

Ethical Dilemma

The Legal Environment of Business Part II
established, for example, the possessor of nearby land is
not required to move away and may recover for harm suf-
fered.

The Third Restatement of Torts: Apportionment of
Liability has abandoned the doctrine of implied voluntary
assumption of risk in tort actions generally: it is no longer
a defense that the plaintiff was aware of a risk and volun-
tarily confronted it. This new Restatement limits the
defense of assumption of risk to express assumption of
risk, which consists of a contract between the plaintiff and
another person to absolve the other person from liability
for future harm.

The Third Restatement: Liability for Physical and Emo-
tional Harm recognizes a limitation on strict liability for
abnormally dangerous activities and keeping of animals
when the victim suffers harm as a result of exposure to the
animal or activity resulting from the victim’s securing
some benefit from that exposure. The Third Restatement
gives the following example: “if the plaintiff is a veterinar-
ian or a groomer who accepts an animal such as a dog
from the defendant, the plaintiff is deriving financial bene-
fits from the acceptance of the animal, and is beyond the
scope of strict liability, even if the dog can be deemed
abnormally dangerous.”

FACTS John Campbell, age twenty-two, was recently
hired as a management trainee for the Stanton Hotel. The
Stanton features a health club, swimming pool, ski slopes,
and boating facilities. The management trainee program is
an eighteen-month program during which the trainees rotate
jobs to gain exposure to all phases of hotel operations.
There is no formal orientation, and each trainee is randomly
assigned to jobs.

John’s first assignment was at the restaurant/bar working
with Mr. Arnold, a bartender who was fifty years old and
quite experienced. Mr. Arnold commented to John that John
was lucky to be working the bar during the skiing season. Mr.
Arnold explained that skiers frequently come in from the
slopes to warm up. He told John that all tips are shared
equally and that the more it snows and the colder it gets, the
better the bar business.

One day, John observed that Mr. Arnold was serving
drinks to two young men who appeared to be about twenty-
two or twenty-three. John overheard the men planning to
ski an hour or so more and then drive over to meet friends
at a neighboring hotel. One of the men appeared self-

What Are the Obligations of a Bartender to His Patrons?

contained and unaffected by the drinks. His friend, however,
was gradually getting louder, although he was not making a
disturbance.

John noticed that Mr. Arnold had already served three
rounds of bourbon to the men. When Mr. Arnold was prepar-
ing the fourth round, John said to him, “Don’t you think
they’ve had enough? They’re going back on the slopes.”
Mr. Arnold replied, “Kid, you’ve got a lot to learn.”

Social, Policy, and Ethical Considerations
1. What action, if any, should John take?

2. What are the potential risks to the two men who are
drinking? Are public safety issues involved?

3. What management policies should the hotel institute with
regard to its liquor policies and athletic operations?

4. Do the drinking companions bear an ethical responsibility
for each other’s drinking?

5. How should society balance the interests of freedom of
business and individual conduct (i.e., drinking) with the
competing interests of protecting public safety?
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Chapter Summary

NEGLIGENCE

Breach of Duty of Care

Definition of Negligence conduct that falls below the standard established by law for the protection of
others against unreasonable risk of harm

Reasonable Person Standard degree of care that a reasonable person would exercise under all the

circumstances

e Children must conform to conduct of a reasonable person of the same age, intelligence, and
experience under all the circumstances

e Physical Disability a disabled person’s conduct must conform to that of a reasonable person under
the same disability

e Mental Disability a mentally disabled person is held to the reasonable person standard of a
reasonable person who is not mentally deficient

e Superior Skill or Knowledge if a person has skills or knowledge beyond those possessed by most
others, these skills or knowledge are circumstances to be taken into account in determining whether
the person has acted with reasonable care

e Emergencies the reasonable person standard applies, but an unexpected emergency is considered part
of the circumstances

e Violation of Statute if the statute applies, the violation is negligence per se in most states

Duty to Act a person is under a duty to all others at all times to exercise reasonable care for the safety
of the others’ person and property; however, except in special circumstances, no one is required to aid
another in peril

Duties of Possessors of Land

® Duty to Trespassers not to injure intentionally

e Duty to Licensees to warn of known dangerous conditions licensees are unlikely to discover for
themselves

e Duty to Invitees to exercise reasonable care to protect invitees against dangerous conditions possessor
should know of but invitees are unlikely to discover

Res Ipsa Loquitur permits the jury to infer both negligent conduct and causation

Factual Cause and Scope of Liability

Harm

Factual Cause the defendant’s conduct is a factual cause of the harm when the harm would not have
occurred absent the conduct

Scope of Liability (Proximate Cause) Liability is limited to those harms that result from the risks that

made the defendant’s conduct tortious

e Foreseeability excludes liability for harms that were sufficiently unforeseeable at the time of the
defendant’s tortious conduct that they were not among the risks that made the defendant negligent

e Superseding Cause an intervening act that relieves the defendant of liability

Burden of Proof plaintiff must prove that defendant’s negligent conduct caused harm to a legally
protected interest

Harm to Legally Protected Interest courts determine which interests are protected from negligent
interference
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Defenses to Negligence

Contributory Negligence failure of a plaintiff to exercise reasonable care for his own protection, which
in a few states prevents the plaintiff from recovering anything

Comparative Negligence damages are divided between the parties in proportion to their degree of
negligence; applies in almost all states

Assumption of Risk plaintiff’s express consent to encounter a known danger; some states still apply
implied assumption of the risk

StricT LiABILITY

Activities Giving Rise to Strict Liability
Definition of Strict Liability liability for nonintentional and nonnegligent conduct

Abnormally Dangerous Activity strict liability is imposed for any activity that (1) creates a foreseeable
and highly significant risk of harm and (2) is not one of common usage

Keeping of Animals strict liability is imposed for wild animals and usually for trespassing domestic
animals

Defenses to Strict Liability
Contributory Negligence is not a defense to strict liability
Comparative Negligence some states apply this doctrine to some strict liability cases

Assumption of Risk express assumption of risk is a defense to an action based upon strict liability; some
states apply implied assumption of risk to strict liability cases

Questions

A statute that requires railroads to fence their tracks is con-
strued as intended solely to prevent injuries to animals
straying onto the right-of-way. B & A Railroad Company
fails to fence its tracks. Two of Calvin’s cows wander onto
the track. Nellie is hit by a train. Elsie is poisoned by weeds
growing beside the track. For which cow(s), if any, is B & A
Railroad Company liable to Calvin? Why?

Martha invites John to come to lunch. Martha knows that
her private road is dangerous to travel, having been heavily
eroded by recent rains. She doesn’t warn John of the condi-
tion, reasonably believing that he will notice the deep ruts
and exercise sufficient care. John’s attention, while driving
over, is diverted from the road by the screaming of his child,
who has been stung by a bee. He fails to notice the condi-
tion of the road, hits a rut, and skids into a tree. If John is
not contributorily negligent, is Martha liable to John?

Nathan is run over by a car and left lying in the street.
Sam, seeing Nathan’s helpless state, places him in his car
for the purpose of taking him to the hospital. Sam drives

negligently into a ditch, causing additional injury to
Nathan. Is Sam liable to Nathan?

Vance was served liquor while he was an intoxicated patron
of the Clear Air Force Station Noncommissioned Officers’
Club. He later injured himself as a result of his intoxication.
An Alaska state statute makes it a crime to give or to sell lig-
uor to intoxicated persons. Vance has brought an action
seeking damages for the injuries he suffered. Could Vance
successfully argue that the United States was negligent per
se by its employee’s violation of the statute?

A statute requires all vessels traveling on the Great Lakes
to provide lifeboats. One of Winston Steamship Com-
pany’s boats is sent out of port without a lifeboat. Perry, a
sailor, falls overboard in a storm so heavy that had there
been a lifeboat it could not have been launched. Perry
drowns. Is Winston liable to Perry’s estate?

Lionel is negligently driving an automobile at excessive
speed. Reginald’s negligently driven car crosses the center
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Negligence and Strict Liability

line of the highway and scrapes the side of Lionel’s car,
damaging its fenders. As a result, Lionel loses control of his
car, which goes into the ditch, wrecking the car and causing
personal injuries to Lionel. What can Lionel recover?

Ellen, the owner of a baseball park, is under a duty to the
entering public to provide a reasonably sufficient number
of screened seats to protect those who desire such protec-
tion against the risk of being hit by batted balls. Ellen fails
to do so.

a. Frank, a customer entering the park, is unable to find a
screened seat and, although fully aware of the risk, sits
in an unscreened seat. Frank is struck and injured by a

batted ball. Is Ellen liable?

b. Gretchen, Frank’s wife, has just arrived from Germany
and is viewing baseball for the first time. Without ask-
ing any questions, she follows Frank to a seat. After the
batted ball hits Frank, it caroms into Gretchen, injuring
her. Is Ellen liable to Gretchen?

CC Railroad is negligent in failing to give warning of the
approach of its train to a crossing and thereby endangers
Larry, a blind man who is about to cross. Mildred, a
bystander, in a reasonable effort to save Larry, rushes onto
the track to push Larry out of danger. Although Mildred acts
as carefully as possible, she is struck and injured by the train.

a. Can Mildred recover from Larry?
b. Can Mildred recover from CC Railroad?

10.

167

Two thugs in an alley in Manhattan held up an unidenti-
fied man. When the thieves departed with his posses-
sions, the man quickly gave chase. He had almost caught
one when the thief managed to force his way into an
empty taxicab stopped at a traffic light. The Peerless
Transport Company owned the cab. The thief pointed
his gun at the driver’s head and ordered him to drive on.
The driver started to follow the directions while closely
pursued by a posse of good citizens, but then suddenly
jammed on the brakes and jumped out of the car to
safety. The thief also jumped out, but the car traveled
on, injuring Mrs. Cordas and her two children. The Cor-
dases then brought an action for damages, claiming that
the cab driver was negligent in jumping to safety and
leaving the moving vehicle uncontrolled. Was the cab
driver negligent? Explain.

Timothy keeps a pet chimpanzee that is thoroughly
tamed and accustomed to playing with its owner’s chil-
dren. The chimpanzee escapes, despite every precaution
to keep it on the owner’s premises. It approaches a group
of children. Wanda, the mother of one of the children,
erroneously thinking the chimpanzee is about to attack
the children, rushes to her child’s assistance. In her hurry
and excitement, she stumbles and falls, breaking her leg.
Can Wanda recover from Timothy for her personal
injuries?

Case Problems

11.

12.

Hawkins slipped and fell on a puddle of water just inside
the automatic door to the H. E. Butt Grocery Company’s
store. The water had been tracked into the store by cus-
tomers and blown through the door by a strong wind. The
store manager was aware of the puddle and had mopped it
up several times earlier in the day. Still, no signs had been
placed to warn store patrons of the danger. Hawkins
brought an action to recover damages for injuries sus-
tained in the fall. Was the store negligent in its conduct?

Escola, a waitress, was injured when a bottle of Coca-Cola
exploded in her hand while she was putting it into the res-
taurant’s cooler. The bottle came from a shipment that had
remained under the counter for thirty-six hours after being
delivered by the bottling company. The bottler had sub-
jected the bottle to the method of testing for defects com-
monly used in the industry, and there is no evidence that
Escola or anyone else did anything to damage the bottle
between its delivery and the explosion. Escola brought an
action against the bottler for damages. Because she is
unable to show any specific acts of negligence on its part,
she seeks to rely on the doctrine of res ipsa loquitur. Should
she be able to recover on this theory? Explain.

13.

14.

Hunn injured herself when she slipped and fell on a loose
plank while walking down some steps. The night before,
while entering the hotel, she had noticed that the steps
were dangerous, and although she knew from her earlier
stays at the hotel that another exit was available, she chose
that morning to leave via the dangerous steps. The hotel
was aware of the hazard, as one of three other guests who
had fallen that night had reported his accident to the desk
clerk then on duty. Still, there were no cautionary signs on
the steps to warn of the danger, and they were not roped
off or otherwise excluded from use. Hunn brought an
action against the hotel for injuries she sustained as a result
of her fall. Should she recover? Explain.

Fredericks, a hotel owner, had a dog named Sport that he
had trained as a watchdog. When Vincent Zarek, a guest
at the hotel, leaned over to pet the dog, it bit him.
Although Sport had never bitten anyone before, Fredericks
was aware of the dog’s violent tendencies and, therefore,
did not allow it to roam around the hotel alone. Vincent
brought an action for injuries sustained when the dog bit
him. Is Fredericks liable for the actions of his dog?
Explain.
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15.

16.

17.

18.

19.

Led Foot drives his car carelessly into another car. The sec-
ond car contains dynamite, a fact which Led had no way
of knowing. The collision causes an explosion that shatters
a window of a building half a block away on another
street. The flying glass inflicts serious cuts on Sally, who is
working at a desk near the window. The explosion also
harms Vic, who is walking on the sidewalk near the point
of the collision. Toward whom is Led Foot negligent?

A foul ball struck Marie Uzdavines on the head while she
was watching the Metropolitan Baseball Club (The Mets)
play the Philadelphia Phillies at the Mets” home stadium in
New York. The ball came through a hole in a screen
designed to protect spectators sitting behind home plate.
The screen contained several holes that had been repaired
with baling wire, a lighter weight wire than that used in the
original screen. Although the manager of the stadium makes
no formal inspections of the screen, his employees do try to
repair the holes as they find them. Weather conditions, rust
deterioration, and baseballs hitting the screen are the chief
causes of these holes. The owner of the stadium, the city of
New York, leases the stadium to the Mets and replaces the
entire screen every two years. Uzdavines sued the Mets for
negligence under the doctrine of res ipsa loquitur. Is this an
appropriate case for res ipsa loquitur? Explain.

Two-year-old David Allen was bitten by Joseph White-
head’s dog while he was playing on the porch at the Allen
residence. Allen suffered facial cuts, a severed muscle in his
left eye, a hole in his left ear, and scarring over his fore-
head. Through his father, David sued Whitehead, claiming
that, as owner, Whitehead is responsible for his dog’s
actions. Whitehead admitted that (a) the dog was large,
mean-looking, and frequently barked at neighbors; (b) the
dog was allowed to roam wild; and (c) the dog frequently
chased and barked at cars. He stated, however, that (a) the
dog was friendly and often played with his and neighbors’
children; (b) he had not received previous complaints
about the dog; (c¢) the dog was neither aggressive nor
threatening; and (d) the dog had never bitten anyone
before this incident. Is Whitehead liable?

Larry VanEgdom, in an intoxicated state, bought alcoholic
beverages from the Hudson Municipal Liquor Store in
Hudson, South Dakota. An hour later, VanEgdom, while
driving a car, struck and killed Guy William Ludwig, who
was stopped on his motorcycle at a stop sign. Lela Walz,
as special administrator of Ludwig’s estate, brought an
action against the city of Judson, which operated the liquor
store, for the wrongful death of Ludwig. Walz alleged that
the store employee was negligent in selling intoxicating
beverages to VanEgdom when he knew or could have
observed that VanEgdom was drunk. Decision?

Carolyn Falgout accompanied William Wardlaw as a
social guest to Wardlaw’s brother’s camp. After both par-
ties had consumed intoxicating beverages, Falgout walked
onto a pier that was then only partially completed. Ward-

20.

21.

The Legal Environment of Business Part II

law had requested that she not go on the pier. Falgout said,
“Don’t tell me what to do,” and proceeded to walk on the
pier. Wardlaw then asked her not to walk past the com-
pleted portion of the pier. She ignored his warnings and
walked to the pier’s end. When returning to the shore,
Falgout got her shoe caught between the boards. She fell,
hanging by her foot, with her head and arms in the water.
Wardlaw rescued Falgout, who had seriously injured her
knee and leg. She sued Wardlaw for negligence. Decision?

Joseph Yania, a coal strip-mine operator, and Boyd Ross
visited a coal strip-mining operation owned by John Bigan
to discuss a business matter with Bigan. On Bigan’s prop-
erty there were several cuts and trenches he had dug to
remove the coal underneath. While there, Bigan asked the
two men to help him pump water from one of these cuts in
the earth. This particular cut contained water eight to ten
feet in depth with sidewalls or embankments sixteen to
eighteen feet in height. The two men agreed, and the proc-
ess began with Ross and Bigan entering the cut and stand-
ing at the point where the pump was located. Yania stood
at the top of one of the cut’s sidewalls. Apparently, Bigan
taunted Yania into jumping into the water from the top of
the sidewall—a height of sixteen to eighteen feet. As a
result, Yania drowned. His widow brought a negligence
action against Bigan. She claims that Bigan was negligent
“(1) by urging, enticing, taunting, and inveigling Yania to
jump into the water; (2) by failing to warn Yania of a dan-
gerous condition on the land; and (3) by failing to go to
Yania’s rescue after he jumped into the water.” Was Bigan
negligent?

Rebecca S. Dukat arrived at Mockingbird Lanes, a bowl-
ing alley in Omaha, Nebraska, at approximately 6 pMm to
bowl in her league game. The bowling alley’s parking lot
and adjacent sidewalk were snow- and ice-covered.
Dukat proceeded to walk into the bowling alley on the
only sidewalk provided in and out of the building. She
testified that she noticed the sidewalk was icy. After
bowling three games and drinking three beers, Dukat left
the bowling alley at approximately 9 pm. She retraced
her steps on the same sidewalk, which was still ice-cov-
ered and in a condition that, according to Frank
Jameson, general manager of Mockingbird Lanes, was
“unacceptable” if the bowling alley were open to custom-
ers. As Dukat proceeded along the sidewalk to her car,
she slipped, attempted to catch herself by reaching to-
ward a car, and fell. She suffered a fracture of both
bones in her left ankle as well as a ruptured ligament.
Dukat sued Leiserv, Inc., doing business as Mockingbird
Lanes, alleging that Leiserv was negligent in failing to
keep the sidewalk in a reasonably safe condition, in fail-
ing to warn her of a dangerous condition, and in failing
to take adequate and reasonable measures to protect her.
Leiserv alleged two affirmative defenses: (1) Dukat was
contributorily negligent, and (2) Dukat had assumed the
risk of injury. Decision?
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Chapter 9

INTRODUCTION TO
CONTRACTS

A promise is a debt, and I certainly wish to keep all my promises to the letter; I can give no better advice.
THE Man oF Law in THE CANTERBURY TALES, GEOFFREY CHAUCER (14TH CENTURY)

LEARNING OBJECTIVES

After reading this chapter you should be able to:

1. Distinguish between contracts that are covered
by the Uniform Commercial Code and those
covered by the common law.

2. List the essential elements of a contract.

3. Distinguish among (a) express and implied con-
tracts; (b) unilateral and bilateral contracts;
(c) valid, void, voidable, and unenforceable

very business enterprise, whether large or small,

must enter into contracts with its employees, its

suppliers of goods and services, and its customers
in order to conduct its business operations. Thus, contract
law is an important subject for the business manager. Con-
tract law is also basic to fields of law treated in other parts
of this book, such as agency, partnerships, corporations,
sales of personal property, commercial paper, and secured
transactions.

Even the most common transaction may involve many
contracts. For example, in a typical contract for the sale of
land, the seller promises to transfer title, or right of owner-
ship, to the land; and the buyer promises to pay an agreed-
upon purchase price. In addition, the seller may promise

170

agreements; and (d) executed and executory
contracts.

4. Explain the doctrine of promissory estoppel.

Identify the three elements of enforceable quasi
contract and explain how it differs from a
contract.

to pay certain taxes, and the buyer may promise to assume
a mortgage on the property or to pay the purchase price to
a creditor of the seller. If the parties have lawyers, they
very likely have contracts with these lawyers. If the seller
deposits the proceeds of the sale in a bank, he enters into a
contract with the bank. If the buyer rents the property, he
enters into a contract with the tenant. When one of the
parties leaves his car in a parking lot to attend to any of
these matters, he assumes a contractual relationship with
the owner of the lot. In short, nearly every business trans-
action is based on contract and the expectations the
agreed-upon promises create. It is, therefore, essential that
you know the legal requirements for making binding
contracts.
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Chapter 9 Introduction to Contracts

Development of the Law
of Contracts

Contract law, like the law as a whole, is not static. It has
undergone—and is still undergoing—enormous changes.
In the nineteenth century, almost total freedom in forming
contracts was the rule. However, contract formation also
involved many technicalities, and the courts imposed con-
tract liability only when the parties complied strictly with
the required formalities.

During the twentieth century, many of the formalities
of contract formation were relaxed. Today, contractual
obligations are usually recognized whenever the parties
clearly intend to be bound. In addition, an increasing
number of promises are now enforced in certain circum-
stances, even though such promises do not comply
strictly with the basic requirements of a contract. In
brief, the twentieth century left its mark on contract law
by limiting the absolute freedom of contract and, at the
same time, by relaxing the requirements of contract for-
mation. Accordingly, we can say that it is considerably
easier now both to get into a contract and to get out of
one.

CoMMON Law

Contracts are primarily governed by state common law.
An orderly presentation of this law is found in the Restate-
ments of the Law of Contracts, a valuable authoritative
reference work extensively relied on and quoted in
reported judicial opinions.

Tue UNirForM CoOMMERCIAL CODE

The sale of personal property is a large part of commer-
cial activity. Article 2 of the Uniform Commercial Code
(the Code, or UCC) governs such sales in all states except
Louisiana. A sale consists of the passing of title to goods
from seller to buyer for a price. A contract for sale
includes both a present sale of goods and a contract to sell
goods at a future time. The Code essentially defines goods
as tangible personal property. Personal property is any
property other than an interest in real property (land).
For example, the purchase of a television set, an automo-
bile, or a textbook is a sale of goods. All such transactions
are governed by Article 2 of the Code, but where the
Code has not specifically modified general contract law,
the common law of contracts continues to apply. In other
words, the law of sales is a specialized part of the general
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law of contracts, and the law of contracts governs unless
specifically displaced by the Code. See Pittsley v. Houser
in Chapter 19.

Amendments to Article 2 were promulgated in 2003 to
accommodate electronic commerce and to reflect develop-
ment of business practices, changes in other law, and other
practical issues. To date, no states have adopted them.
However, at least thirty-four of the states have adopted
the 2003 Revisions to Article 1, which applies to all of the
articles of the Code.

TyrEs or CoNTRACTS OUTSIDE THE CODE

General contract law (common law) governs all contracts
outside the scope of the Code. Such contracts play a signif-
icant role in commercial activities. For example, the Code
does not apply to employment contracts, service contracts,
insurance contracts, contracts involving real property
(land and anything attached to it, including buildings),
and contracts for the sale of intangibles such as patents
and copyrights. These transactions continue to be gov-
erned by general contract law. Figure 9-1 summarizes the
types of law governing contracts.

See Fox v. Mountain West Electric, Inc., later in this
chapter.

Definition of Contract

Put simply, a contract is a binding agreement that the
courts will enforce. The Restatement, Second, of Contracts
more precisely defines a contract as “a promise or a set of
promises for the breach of which the law gives a remedy,
or the performance of which the law in some way recog-
nizes a duty.” A promise manifests or demonstrates the
intention to act or to refrain from acting in a specified
manner.

Those promises that meet all of the essential require-
ments of a binding contract are contractual and will be
enforced. All other promises are not contractual, and
usually no legal remedy is available for a breach of, or a
failure to properly perform, these promises. (The rem-
edies provided for breach of contract, which include
compensatory damages, equitable remedies, reliance
damages, and restitution, are discussed in Chapter 18.)
Thus, a promise may be contractual (and therefore bind-
ing) or noncontractual. In other words, all contracts are
promises, but not all promises are contracts, as illustrated
by Figure 9-2.
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Figure 9-1
Law Governing
Contracts

Sale of goods?

The
1.

Figure 9-2
Contractual and
Noncontractual
Promises

Requirements of a Contract

four basic requirements of a contract are as follows:

Mutual assent. The parties to a contract must manifest
by words or conduct that they have agreed to enter into
a contract. The usual method of showing mutual assent
is by offer and acceptance.

Consideration. Each party to a contract must intention-
ally exchange a legal benefit or incur a legal detriment as
an inducement to the other party to make a return
exchange.

. Legality of object. The purpose of a contract must

not be criminal, tortious, or otherwise against public
policy.

Non-
contractual
promises

-

Contracts Part III

Specific provision
of UCC applicable?

UCC governs

General contract
law governs

4. Capacity. The parties to a contract must have contrac-
tual capacity. Certain persons, such as adjudicated
incompetents, have no legal capacity to contract, while
others, such as minors, incompetent persons, and intoxi-
cated persons, have limited capacity to contract. All
others have full contractual capacity.

In addition, though in a limited number of instances a
contract must be evidenced by a writing to be enforceable,
in most cases an oral contract is binding and enforceable.
Moreover, there must be an absence of invalidating con-
duct, such as duress, undue influence, misrepresentation,
or mistake. (See Figure 9-3.) As the following case shows,
a promise meeting all of these requirements is contractual
and legally binding. However, if any requirement is
unmet, the promise is noncontractual. We will consider
these requirements separately in succeeding chapters.

All promises

Contractual
promises

Enforceable
noncontractual
promises
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Figure 9-3 No
Validity of
Agreements

Mutual Assent?

Void or Voidable

Unenforceable

No
Consideration?

No
Yes

Invalidating Conduct?
No

Subject Matter Legal?
No Statute of Frauds

Satisfied?

Valid Contract

STEINBERG V. CHICAGO MEDICAL SCHOOL

ILLINOIS COURT OF APPEALS, 1976
41 ILL.APP.3D 804, 354 N.E.2D 586

FACTS Robert Steinberg applied for admission to the
Chicago Medical School as a first-year student and paid an
application fee of $15. The school, a private educational
institution, rejected his application. Steinberg brought an
action against the school, claiming that it did not evaluate
his and other applications according to the academic en-
trance criteria printed in the school’s bulletin. Instead, he

argues, the school based its decisions primarily on nonaca-
demic considerations, such as family connections between
the applicant and the school’s faculty and members of its
board of trustees and the ability of the applicant or his
family to donate large sums of money to the school. Stein-
berg asserts that by evaluating his application according to
these unpublished criteria, the school breached the contract

Copyright 2010 Cengage Learning, Inc. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.



174

it had created when it accepted his application fee. The trial
court granted the defendant’s motion to dismiss, and Stein-
berg appealed.

DECISION Trial court’s dismissal reversed and case
remanded.

OPINION Dempsey, J. A contract is an agreement
between competent parties, based upon a consideration
sufficient in law, to do or not do a particular thing. It is a
promise or a set of promises for the breach of which the
law gives a remedy, or the performance of which the law in
some way recognizes as a duty. [Citation.] A contract’s
essential requirements are: competent parties, valid subject
matter, legal consideration, mutuality of obligation and
mutuality of agreement. Generally, parties may contract
in any situation where there is no legal prohibition, since
the law acts by restraint and not by conferring rights.
[Citation.] However, it is basic contract law that in order
for a contract to be binding the terms of the contract
must be reasonably certain and definite. [Citation.]

A contract, in order to be legally binding, must be based
on consideration. [Citation.] Consideration has been
defined to consist of some right, interest, profit or benefit
accruing to one party or some forbearance, disadvantage,
detriment, loss or responsibility given, suffered, or under-
taken by the other. [Citation.] Money is a valuable consid-
eration and its transfer or payment or promises to pay it or
the benefit from the right to its use, will support a contract.

In forming a contract, it is required that both parties
assent to the same thing in the same sense [citation] and
that their minds meet on the essential terms and conditions.
[Citation.] Furthermore, the mutual consent essential to
the formation of a contract must be gathered from the lan-
guage employed by the parties or manifested by their
words or acts. The intention of the parties gives character
to the transaction, and if either party contracts in good
faith he is entitled to the benefit of his contract no matter
what may have been the secret purpose or intention of the
other party. [Citation.]

Steinberg contends that the Chicago Medical School’s
informational brochure constituted an invitation to make
an offer; that his subsequent application and the submis-
sion of his $15 fee to the school amounted to an offer; that

Contracts Part III

the school’s voluntary reception of his fee constituted an
acceptance and because of these events a contract was cre-
ated between the school and himself. He contends that the
school was duty bound under the terms of the contract to
evaluate his application according to its stated standards
and that the deviation from these standards not only
breached the contract, but amounted to an arbitrary selec-
tion which constituted a violation of due process and equal
protection. He concludes that such a breach did in fact take
place each and every time during the past ten years that the
school evaluated applicants according to their relationship
to the school’s faculty members or members of its board
of trustees, or in accordance with their ability to make or
pledge large sums of money to the school. Finally, he
asserts that he is a member and a proper representative
of the class that has been damaged by the school’s practice.

The school counters that no contract came into being
because informational brochures, such as its bulletin, do
not constitute offers, but are construed by the courts to be
general proposals to consider, examine and negotiate. The
school points out that this doctrine has been specifically
applied in Illinois to university informational publications.

3k ok

We agree with Steinberg’s position. We believe that he
and the school entered into an enforceable contract; that
the school’s obligation under the contract was stated in the
school’s bulletin in a definitive manner and that by accept-
ing his application fee—a valuable consideration—the
school bound itself to fulfill its promises. Steinberg
accepted the school’s promises in good faith and he was
entitled to have his application judged according to the
school’s stated criteria.

INTERPRETATION An agreement meeting all of

the requirements of a contract is binding and legally
enforceable.

ETHICAL QUESTION s it ethical for a school to

consider any factors other than an applicant’s merit?
Explain.

CRITICAL THINKING QUESTION Should the

courts resolve this type of dispute on the basis of contract
law? Explain.

Classification of Contracts

Contracts can be classified according to various character-
istics, such as method of formation, content, and legal
effect. The standard classifications are (1) express or
implied contracts; (2) bilateral or unilateral contracts;
(3) valid, void, voidable, or unenforceable contracts; and

(4) executed or executory contracts. These classifications
are not mutually exclusive. For example, a contract may
be express, bilateral, valid, and executory.

Express AND IMPLIED CONTRACTS

Parties to a contract may indicate their assent either in
words or by conduct implying such willingness. For
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instance, a regular customer known to have an account at
a drugstore might pick up an item at the drugstore, show
it to the clerk, and walk out. This is a perfectly valid con-
tract. The clerk knows from the customer’s conduct that
she is buying the item at the specified price and wants it
charged to her account. Her actions speak as effectively as
words. Such a contract, formed by conduct, is an implied
or, more precisely, an implied in fact contract; in contrast,
a contract in which the parties manifest assent in words is
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an express contract. Both are contracts, equally enforcea-
ble. The difference between them is merely the manner in
which the parties manifest their assent.

Practical Advice
Whenever possible, try to use written express contracts
that specify all of the important terms rather than using
implied in fact contracts.

Fox v. MOUNTAIN WEST ELECTRIC, INC.

SUPREME COURT OF IDAHO, 2002
137 IDAHO 703, 52 P.3D 848; REHEARING DENIED, 2002

http://caselaw.lp.findlaw.com/data2/idahostatecases/sc/1026/fox8.pdf

FACTS Lockheed Martin Idaho Technical Company
(LMITCO) requested bids for a comprehensive fire alarm
system in its twelve buildings located in Idaho Falls. Moun-
tain West Electric (MWE) was in the business of installing
electrical wiring, conduit and related hookups, and attach-
ments. Fox provided services in designing, drafting, testing,
and assisting in the installation of fire alarm systems. The
parties decided that it would be better for them to work to-
gether with MWE taking the lead on the project. The par-
ties prepared a document defining each of their roles and
jointly prepared a bid. MWE was awarded the LMITCO
fixed-price contract. In May 1996, Fox began performing
various services at the direction of MWE’s manager.

During the course of the project, many changes and
modifications to the LMITCO contract were made. MWE
and Fox disagreed on the procedure for the compensation
of the change orders. MWE proposed a flow-down proce-
dure, whereby Fox would receive whatever compensation
LMITCO decided to pay MWE. Fox found this unaccept-
able and suggested a bidding procedure to which MWE
objected. Fox and MWE could not reach an agreement
upon a compensation arrangement with respect to change
orders. Fox left the project on December 9, 1996, after
delivering the remaining equipment and materials to
MWE. MWE contracted with Life Safety Systems to com-
plete the LMITCO project.

Fox filed a complaint in July 1998 seeking money owed
for materials and services provided to MWE by Fox. MWE
answered and counterclaimed seeking monetary damages
resulting from the alleged breach of the parties’ agreement
by Fox. The district court found in favor of MWE holding
that an implied-in-fact contract existed. Fox appealed.

DECISION The

affirmed.

decision of the district court is

OPINION Walters, J.

ImpLED-IN-FACT CONTRACT
This Court has recognized three types of contractual rela-
tionships:

First is the express contract wherein the parties expressly
agree regarding a transaction. Secondly, there is the implied
in fact contract wherein there is no express agreement, but
the conduct of the parties implies an agreement from which
an obligation in contract exists. The third category is called
an implied in law contract, or quasi contract. However, a
contract implied in law is not a contract at all, but an obliga-
tion imposed by law for the purpose of bringing about jus-
tice and equity without reference to the intent or the
agreement of the parties and, in some cases, in spite of an
agreement between the parties. It is a non-contractual obli-
gation that is to be treated procedurally as if it were a con-
tract, and is often refered (sic) to as quasi contract, unjust
enrichment, implied in law contract or restitution.

[Citation.]

“An implied in fact contract is defined as one where
the terms and existence of the contract are manifested by
the conduct of the parties with the request of one party
and the performance by the other often being inferred
from the circumstances attending the performance.” [Cita-
tion.] The implied-in-fact contract is grounded in the par-
ties” agreement and tacit understanding. [Citation.] “The
general rule is that where the conduct of the parties allows
the dual inferences that one performed at the other’s
request and that the requesting party promised payment,
then the court may find a contract implied in fact.”
[Citations. ]

[UCC §] 1-205(1) defines “course of dealing” as “a
sequence of previous conduct between the parties to a par-
ticular transaction which is fairly to be regarded as
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establishing a common basis of understanding for inter-
preting their expressions and other conduct.”

Although the procedure was the same for each change
order, in that MWE would request a pricing from Fox for
the work, which was then presented to LMITCO, each
party treated the pricings submitted by Fox for the change
orders in a different manner. This treatment is not suffi-
cient to establish a meeting of the minds or to establish a
course of dealing when there was no “common basis of
understanding for interpreting [the parties’| expressions”
under [UCC §] 1-205(1).

*#%* After a review of the record, it appears that the district
court’s findings are supported by substantial and competent,
albeit conflicting, evidence. This Court will not substitute its
view of the facts for the view of the district court.

Using the district court’s finding that pricings submitted
by Fox were used by MWE as estimates for the change
orders, the conclusion made by the district court that an
implied-in-fact contract allowed for the reasonable com-
pensation of Fox logically follows and is grounded in the
law in Idaho. [Citation.]

This Court holds that the district court did not err in
finding that there was an implied-in-fact contract using the
industry standard’s flow-down method of compensation
for the change orders rather than a series of fixed price
contracts between MWE and Fox.

UNirorM CoMMERCIAL CODE

Fox contends that the district court erred by failing to con-
sider previous drafts of the proposed contract between the
parties to determine the terms of the parties’ agreement. Fox
argues the predominant factor of this transaction was the
fire alarm system, not the methodology of how the system
was installed, which would focus on the sale of goods and,
therefore, the Uniform Commercial Code (“UCC”) should
govern. Fox argues that in using the UCC various terms were
agreed upon by the parties in the prior agreement drafts,
including terms for the timing of payments, payments to
Fox’s suppliers and prerequisites to termination.

MWE contends that the UCC should not be used, de-
spite the fact that goods comprised one-half of the contract
price, because the predominant factor at issue is services
and not the sale of goods. MWE points out that the pri-
mary issue is the value of Fox’s services under the change
orders and the cost of obtaining replacement services after
Fox left the job. MWE further argues that the disagreement
between the parties over material terms should prevent the
court from using UCC gap fillers. Rather, MWE contends
the intent and relationship of the parties should be used to
resolve the conflict.

This Court in [citation], pointed out “in determining
whether the UCC applies in such cases, a majority of courts
look at the entire transaction to determine which aspect,
the sale of goods or the sale of services, predominates.”

Contracts

[Citation.] It is clear that if the underlying transaction to
the contract involved the sale of goods, the UCC would
apply. [Citation.] However, if the contract only involved
services, the UCC would not apply. [Citation.] This Court
has not directly articulated the standard to be used in
mixed sales of goods and services, otherwise known as
hybrid transactions.

The Court of Appeals in Pittsley v. Houser, [citation],
focused on the applicability of the UCC to hybrid transac-
tions. The court held that the trial court must look at the
predominant factor of the transaction to determine if the
UCC applies. [Citation.]

The test for inclusion or exclusion is not whether they
are mixed, but, granting that they are mixed, whether their
predominant factor, their thrust, their purpose, reasonably
stated, is the rendition of service, with goods incidentally
involved (e.g., contract with artist for painting) or is a
transaction of sale, with labor incidentally involved (e.g.,
installation of a water heater in a bathroom). This test
essentially involves consideration of the contract in its en-
tirety, applying the UCC to the entire contract or not at all.

[Citation.] This Court agrees with the Court of Appeals’
analysis and holds that the predominant factor test should
be used to determine whether the UCC applies to transac-
tions involving the sale of both goods and services.

One aspect that the Court of Appeals noted in its opin-
ion in Pittsley, in its determination that the predominant
factor in that case was the sale of goods, was that the pur-
chaser was more concerned with the goods and less con-
cerned with the installation, either who would provide it or
the nature of the work. MWE and Fox decided to work on
this project together because of their differing expertise.
MWE was in the business of installing electrical wiring,
while Fox designed, tested and assisted in the installation
of fire alarm systems, in addition to ordering specialty
equipment for fire alarm projects.

The district court found that the contract at issue in this
case contained both goods and services; however, the pre-
dominant factor was Fox’s services. The district court
found that the goods provided by Fox were merely inciden-
tal to the services he provided, and the UCC would provide
no assistance in interpreting the parties’ agreement.

This Court holds that the district court did not err in
finding that the predominant factor of the underlying
transaction was services and that the UCC did not apply.

INTERPRETATION An implied-in-fact contract is
formed by the conduct of the parties; where a contract pro-
vides for both goods and services, the common law applies
if the predominant factor of the contract is the provision of
services.

CRITICAL THINKING QUESTION Why should
the legal rights of contracting parties depend on whether a
contract is or is not for the sale of goods?
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B1LATERAL AND UNILATERAL CONTRACTS

In the typical contractual transaction, each party makes at
least one promise. For example, if Adelle says to Byron, “If
you promise to mow my lawn, I will pay you $10,” and
Byron agrees to mow Adelle’s lawn, Adelle and Byron
have made mutual promises, each agreeing to do some-
thing in exchange for the promise of the other. When a
contract is formed by the exchange of promises, each party
is under a duty to the other. This kind of contract is called
a bilateral contract, because each party is both a promisor
(a person making a promise) and a promisee (the person
to whom a promise is made).

promises to
pay $10
Promisor > Promisee
Promisee i Promisor
promises to
mow lawn

But suppose that only one of the parties makes a prom-
ise. Adelle says to Byron, “If you will mow my lawn, I will
pay you $10.” A contract will be formed when Byron has
finished mowing the lawn and not before. At that time,
Adelle becomes contractually obligated to pay $10 to
Byron. Adelle’s offer was in exchange for Byron’s act of
mowing the lawn, not for his promise to mow it. Because
Byron never made a promise to mow the lawn, he was
under no duty to mow it. This is a unilateral contract
because only one of the parties has made a promise.

Promisor Promisee

promises to pay $10
>
n < n
Y
mows lawn

Thus, whereas a bilateral contract results from the
exchange of a promise for a return promise, a unilateral con-
tract results from the exchange of a promise either for per-
forming an act or for refraining from doing an act. Where it
is not clear whether a unilateral or bilateral contract has
been formed, the courts presume that the parties intended a
bilateral contract. Thus, if Adelle says to Byron, “If you will

mow my lawn, I will pay you $10,” and Byron replies, “OK,
Iwill mow your lawn,” a bilateral contract is formed.

Practical Advice
Because it is uncertain whether the offeree in a unilat-
eral contract will choose to perform, use bilateral con-
tracts wherever possible.
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VaLip, VoiD, VOIDABLE, AND
UNENFORCEABLE CONTRACTS

By definition a valid contract is one that meets all of the
requirements of a binding contract. It is an enforceable
promise or agreement.

A void contract is an agreement that does not meet all
of the requirements of a binding contract. Thus, it is no
contract at all; it is merely a promise or an agreement that
has no legal effect. An example of a void agreement is an
agreement entered into by a person whom the courts have
declared incompetent.

A voidable contract, on the other hand, though defec-
tive, is not wholly lacking in legal effect. A voidable
contract is a contract; however, because of the manner
in which the contract was formed or a lack of capacity
of a party to it, the law permits one or more of the par-
ties to avoid the legal duties the contract creates. If the
contract is voided, both of the parties are relieved of
their legal duties under the agreement. For instance,
through intentional misrepresentation of a material fact
(fraud), Thomas induces Regina to enter into a contract.
Regina may, upon discovery of the fraud, notify Thomas
that by reason of the misrepresentation, she will not per-
form her promise, and the law will support Regina.
Although the contract induced by fraud is not void, it is
voidable at the election of Regina, the defrauded party.
Thomas, the fraudulent party, may make no such elec-
tion. If Regina elects to avoid the contract, Thomas will
be released from his promise under the agreement,
although he may be liable for damages under tort law
for fraud.

A contract that is neither void nor voidable may none-
theless be unenforceable. An unenforceable contract is
one for the breach of which the law provides no remedy.
For example, a contract may be unenforceable because of
a failure to satisfy the requirements of the statute of
frauds, which requires certain kinds of contracts to be
evidenced by a writing to be enforceable. Also, the statute
of limitations imposes restrictions on the time during
which a party has the right to bring a lawsuit for breach
of contract. After the statutory time period has passed, a
contract is referred to as unenforceable, rather than void
or voidable. Figure 9-3 lists the requirements of a binding
contract and the consequences of failing to satisfy each
requirement.

Practical Advice

Be careful to avoid entering into void, voidable, and
unenforceable contracts.
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ExeEcuTED AND ExEcuTORY CONTRACTS

A contract that has been fully carried out by all of the parties
to it is an executed contract. Strictly speaking, an executed
contract is no longer a contract, because all of the duties
under it have been performed; but having a term for such a
completed contract is useful. By comparison, the term exec-
utory contract applies to contracts that are still partially or
entirely unperformed by one or more of the parties.

Promissory Estoppel

As a general rule, promises are not enforceable if they
do not meet all the requirements of a contract. Neverthe-
less, in certain circumstances, the courts enforce noncon-
tractual promises under the doctrine of promissory
estoppel in order to avoid injustice. A noncontractual

Contracts Part III

promise is enforceable when it is made under circum-
stances that should lead the promisor reasonably to
expect that the promisee, in reliance on the promise,
would be induced by it to take definite and substantial
action or to forbear, and the promisee does take such
action or does forbear (see Figure 9-2). For example,
Gordon promises Constance not to foreclose for a period
of six months on a mortgage Gordon owns on Constan-
ce’s land. Constance then expends $100,000 to construct
a building on the land. His promise not to foreclose
is binding on Gordon under the doctrine of promissory
estoppel.

Practical Advice

Take care not to make promises on which others may
detrimentally rely.

SKEBBA V. KAscH

COURT OF APPEALS OF WISCONSIN, 2006
2006 WI APP 232, 724 N.W.2D 408; REVIEW DENIED, 2007 WI 59

http://www.wicourts.gov/ca/opinion/DisplayDocument.html?content=html|&seqNo=26899

FACTS Kasch and his brother owned M. W. Kasch Co.
Kasch hired Skebba as a sales representative, and over the
years promoted him first to account manager, then to cus-
tomer service manager, field sales manager, vice president of
sales, senior vice president of sales and purchasing, and finally
to vice president of sales. When M. W. Kasch Co. experienced
serious financial problems in 1993, Skebba was approached
by another company to leave Kasch and work for them.
When Skebba told Kasch he was accepting the new opportu-
nity, Kasch asked what it would take to get him to stay.
Skebba told Kasch that he needed security for his retirement
and family and would stay if Kasch agreed to pay Skebba
$250,000 if one of these three conditions occurred: (1) the
company was sold; (2) Skebba was lawfully terminated; or
(3) Skebba retired. Kasch agreed to this proposal and prom-
ised to have the agreement drawn up. Skebba turned down
the job opportunity and stayed with Kasch from December
1993 through 1999 when the company assets were sold.
Over the years, Skebba repeatedly but unsuccessfully
asked Kasch for a written summary of this agreement. Even-
tually, Kasch sold the business receiving $5.1 million dollars
for his 51 percent share of the business. Upon the sale of the
business, Skebba asked Kasch for the $250,000 Kasch had
previously promised to him. Kasch refused and denied ever
having made such an agreement. Instead, Kasch gave

Skebba a severance agreement which had been drafted by
Kasch’s lawyers in 1993. This agreement promised two
years of salary continuation on the sale of the company, but
only if Skebba was not hired by the successor company. The
severance agreement also required a set-off against the sal-
ary continuation of any sums Skebba earned from any activ-
ity during the two years of the severance agreement. Skebba
sued, alleging breach of contract and promissory estoppel.

The jury found there was no contract, but that Kasch
had made a promise upon which Skebba relied to his detri-
ment, that the reliance was foreseeable, and that Skebba
was damaged in the amount of $250,000. The trial court
concluded that, based on its reading of applicable case law,
it could not specifically enforce the promise the jury found
Kasch made to Skebba because there were other ways to
measure damages. The trial court held that since Skebba
could not establish what he had lost by relying on Kasch’s
promise he had not proved his damages.

DECISION Order of trial court reversed and case

remanded.

OPINION Kessler, J. Kasch did #ot promise to pay
Skebba more than Skebba would have earned at the job
Skebba turned down. Kasch did not promise that total
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income to Skebba would be greater than in the turned-down
job, no matter how long he remained with Kasch. Kasch
only promised that if Skebba stayed, Kasch would pay
Skebba $ 250,000 (the sum Skebba wanted for his retire-
ment), at the earliest of (1) Kasch selling the business,
(2) Skebba retiring, or (3) Skebba being lawfully terminated.
Skebba stayed. Kasch sold the business while Skebba was
still employed by Kasch. Kasch refused to pay as promised.

The purpose of promissory estoppel is to enforce prom-
ises where the failure to do so is unjust. U.S. Oil Co., Inc. v.
Midwest Auto Care Servs., [citation]. In this case, the trial
court specifically relied on parts of [the] Hoffman [case]| in
determining that specific performance of the promise could
not be awarded and in concluding that Skebba had not
properly established damages. Hoffman was the first case
in Wisconsin to adopt promissory estoppel. *** [T]he
Hoffman court explained its adoption of a cause of action
based on promissory estoppel as grounded in section 90 of
the Restatement of Contracts which:

does not impose the requirement that the promise giving rise
to the cause of action must be so comprehensive in scope as
to meet the requirements of an offer that would ripen into a
contract if accepted by the promisee. Rather the conditions
imposed are:

1. Was the promise one which the promisor should reason-
ably expect to induce action or forbearance of a definite
and substantial character on the part of the promisee?

2. Did the promise induce such action or forbearance?

3. Can injustice be avoided only by enforcement of the
promise?

[Citation.]

The Hoffman court explains that the first two of these
requirements are facts to be found by a jury or other fact-
finder, while the third is a policy decision to be made by
the court. [Citations.] In making this policy decision, a
court must consider a number of factors in determining
whether injustice can only be avoided by enforcement of
the promise. U.S. Oil, [citation]. The court in U.S. Oil
adopted those considerations set forth in the Restatement
(Second) of Contracts § 139(2), (1981):

a. the availability and adequacy of other remedies, particu-
larly cancellation and restitution;

b. the definite and substantial character of the action or
forbearance in relation to the remedy sought;

c. the extent to which the action or forbearance corrobo-
rates evidence of the making and terms of the promise, or
the making and terms are otherwise established by clear
and convincing evidence;

d. the reasonableness of the action or forbearance; [and]

e. the extent to which the action or forbearance was fore-
seeable by the promisor.

[Citation.]
The record does not indicate that the trial court here
applied the considerations our supreme court announced
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in U.S. Oil. Instead, the trial court apparently relied on the
Hoffman court’s discussion of various damage theories that
the court explained might be appropriate once the determi-
nation had been made to enforce the promise by applica-
tion of promissory estoppel. ***

A court, in fashioning a remedy, can consider any equi-
table or legal remedy which will “prevent injustice.” ***

As later commentators have noted, Wisconsin, with its
landmark Hoffman decision, is one of a small group of
states which recognizes that to fulfill the purpose of prom-
issory estoppel—i.e., prevent injustice—a court must be
able to fashion a remedy that restores the promisee to
where he or she would be if the promisor had fulfilled the
promise. [Citation.] In this case, Skebba performed—he
remained at M.W. Kasch—in reliance on Kasch’s promise
to pay $250,000 to him if one of three conditions occurred.
Kasch enjoyed the fruits of Skebba’s reliance—he kept on a
top salesperson to help the company through tough finan-
cial times and he avoided the damage that he believed
Skebba’s leaving could have had on M.W. Kasch’s reputa-
tion in the industry. Accordingly, to prevent injustice, the
equitable remedy for Skebba to receive is Kasch’s specific
performance promised-payment of the $250,000.

The record in this case, considered in light of the U.S.
Oil tests and the jury’s findings, compels specific perform-
ance of the promise because otherwise Kasch will enjoy all
of the benefits of induced reliance while Skebba will be
deprived of that which he was promised, with no other
available remedy to substitute fairly for the promised
reward. *** [In short, every factor this court requires to be
considered supports enforcement of the promise through
promissory estoppel. The trial court submitted the promis-
sory estoppel cause of action to the jury. The jury con-
cluded that the promise had been made, that Skebba relied
on the promise to his detriment, and that such reliance was
foreseeable by Kasch. The jury also found that Skebba’s
damages were the amount Skebba testified Kasch promised
to pay Skebba if he was still employed when the company
was sold, that is, $250,000.%**

*#% In this case, specific performance is the necessary
enforcement mechanism to prevent injustice for Skebba’s reli-
ance on the promise the jury found Kasch had made to him.

INTERPRETATION The courts will enforce a prom-
ise that the promisor should reasonably expect to induce
detrimental reliance by the promisee if the promisee takes
such action and justice requires enforcement.

ETHICAL QUESTION Did Kasch act ethically?
Explain.

CRITICAL THINKING QUESTION What could

Skebba have done to better protect his interests? Explain.
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Quasi Contracts

In addition to express and implied in fact contracts, there
are implied in law or quasi contracts, which were not
included in the previous classification of contracts for the
reason that a quasi (meaning “as if”) contract is not a con-
tract at all but based in restitution. The term quasi contract
is used because the remedy granted for quasi contract is sim-
ilar to one of the remedies available for breach of contract.
A quasi contract is not a contract because it is based
neither on an express nor on an implied promise. Rather,
a contract implied in law or quasi contract is an obligation
imposed by law to avoid injustice. For example, Willard
by mistake delivers to Roy a plain, unaddressed envelope
containing $100 intended for Lucia. Roy is under no con-
tractual obligation to return it, but Willard is permitted to

Contracts Part III

recover the $100 from Roy. The law imposes a quasi-
contractual obligation on Roy in order to prevent his
unjust enrichment at the expense of Willard. Such a recov-
ery requires three essential elements: (1) a benefit con-
ferred upon the defendant (Roy) by the plaintiff (Willard);
(2) the defendant’s (Roy’s) appreciation or knowledge of
the benefit; and (3) acceptance or retention of the benefit
by the defendant (Roy) under circumstances making it
inequitable for him to retain the benefit without compen-
sating the plaintiff for its value.

Not infrequently, quasi contracts are used to provide a
remedy when the parties enter into a void contract, an
unenforceable contract, or a voidable contract that is
avoided. In such a case, the law of quasi contracts will
determine what recovery is permitted for any performance
rendered by the parties under the invalid, unenforceable,
or invalidated agreement.

WEICHERT CoO. REALTORS V. RYAN

SUPREME COURT OF NEW JERSEY, 1992
128 N.J. 427, 608 A.2D 280

FACTS In March 1987, William Tackaberry, a real
estate agent for Weichert Co. Realtors, informed Thomas
Ryan, a local developer, that he knew of property Ryan
might be interested in purchasing. Ryan indicated he was
interested in knowing more about the property. Tacka-
berry disclosed the property’s identity and the seller’s pro-
posed price. Tackaberry also stated that the purchaser
would have to pay Weichert a 10 percent commission.
Tackaberry met with the property owner and gathered in-
formation concerning the property’s current leases,
income, expenses, and development plans. Tackaberry also
collected tax and zoning documents relevant to the prop-
erty. In a face-to-face meeting on April 4, Tackaberry gave
Ryan the data he had gathered and presented Ryan with a
letter calling for a 10 percent finder’s fee to be paid to Wei-
chert by Ryan upon “successfully completing and closing
of title.” Tackaberry arranged a meeting, held three days
later, where Ryan contracted with the owner to buy the
land. Ryan refused, however, to pay the 10 percent finder’s
fee to Weichert. The trial and appellate courts found that
Ryan and Weichert had entered into a binding contract.
Ryan appealed.

DECISION Judgment for Weichert modified and
remanded to the trial court to determine the amount of
plaintiff’s recovery.

OPINION This case presents two issues: whether Ryan
and Tackaberry entered into an enforceable agreement

and, if not, whether Weichert is entitled to recover the rea-
sonable value of Tackaberry’s services on a theory of quan-
tum meruit. The record is insufficient to support a finding
that Tackaberry and Ryan mutually manifested assent to
the essential terms of the contract. First, Ryan never
expressly assented to the terms of Tackaberry’s offer.
Although Ryan expressed interest in learning more about
the property, neither his expression of interest nor his
agreement to meet with Tackaberry to learn more about
the transaction was sufficient to establish the “unqualified
acceptance” necessary to manifest express assent. More-
over, Ryan refused to agree to the 10 percent figure during
the April meeting and thereafter consistently rejected that
term. Thus, the parties never formed an express contract.
In some circumstances, courts will allow recovery even
though the parties’ words and actions are insufficient to
manifest an intention to agree to the proffered terms. Re-
covery based on a quasi contract, sometimes referred to as
a contract implied in law, is wholly unlike recovery based
on an express or implied in fact contract in that the law
imposes it for the purpose of bringing about justice without
reference to the parties’ intentions. Applying that principle,
courts have allowed quasi-contractual recovery for services
rendered when a party confers a benefit with a reasonable
expectation of payment. That type of quasi-contractual re-
covery, known as quantum meruit, entitles the performing
party to recoup the reasonable value of the services he has
rendered. In this case, Tackaberry furnished Ryan with in-
formation about the property with an expectation that
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Ryan would pay a brokerage fee, and Ryan himself admit-
ted at trial that he had always intended to compensate
Tackaberry for his services. To deny Tackaberry compen-
sation for services rendered would unjustly enrich Ryan.
The commission amount should be determined on the basis
of proofs showing the reasonable value of Tackaberry’s
services, including evidence of customary brokers’ fees for
similar transactions.

CONCEPT REVIEW 9-1

Business Law 1n Action
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INTERPRETATION The courts impose a quasi-
contractual obligation to pay the reasonable value of a
benefit conferred in order to avoid unjust enrichment.

CRITICAL THINKING QUESTION Why does the

law allow a recovery in quasi contract?
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Chapter Summary

Development of the Law of Contracts
Definition of Contract a binding agreement that the courts will enforce

Common Law most contracts are primarily governed by state common law, including contracts
involving employment, services, insurance, real property (land and anything attached to it), patents,
and copyrights

The Uniform Commercial Code Article 2 of the UCC governs the sales of goods
e Sale the transfer of title from seller to buyer
e Goods tangible personal property (personal property is all property other than an interest in land)

Requirements of a Contract

Mutual Assent the parties to a contract must manifest by words or conduct that they have agreed to
enter into a contract

Consideration each party to a contract must intentionally exchange a legal benefit or incur a legal
detriment as an inducement to the other party to make a return exchange

Legality of Object the purpose of a contract must not be criminal, tortious, or otherwise against public
policy

Capacity the parties to a contract must have contractual capacity

Classification of Contracts

Express and Implied Contracts

e Implied in Fact Coniract contract where the agreement of the parties is inferred from their
conduct

e Express Contract an agreement that is stated in words either orally or in writing

Bilateral and Unilateral Contracts
e Bilateral Contract contract in which both parties exchange promises
e Unilateral Contract contract in which only one party makes a promise

Valid, Void, Voidable, and Unenforceable Contracts

e Valid Contract one that meets all of the requirements of a binding contract

e Void Contract no contract at all; without legal effect

e Voidable Contract contract capable of being made void

e Unenforceable Contract contract for the breach of which the law provides no remedy

Executed and Executory Contracts
e Executed Contract contract that has been fully performed by all of the parties
e Executory Contract contract that has yet to be fully performed

Promissory Estoppel
Definition a doctrine enforcing some noncontractual promises

Requirements a promise made under circumstances that should lead the promisor reasonably to expect
that the promise would induce the promisee to take definite and substantial action, and the promisee
does take such action

Remedy a court will enforce the promise to the extent necessary to avoid injustice
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Definition an obligation not based upon contract that is imposed by law to avoid injustice; also called

an implied in law contract

Requirements a court will impose a quasi contract when (1) the plaintiff confers a benefit upon the
defendant, (2) the defendant knows or appreciates the benefit, and (3) the defendant’s retention of the

benefit is inequitable

Remedy the plaintiff recovers the reasonable value of the benefit she conferred upon the defendant

Questions

Owen telephones an order to Hillary’s store for certain
goods which Hillary delivers to Owen. Nothing is said by ei-
ther party about price or payment terms. What are the legal
obligations of Owen and Hillary?

Minth is the owner of the Hiawatha Supper Club, which he
leased for two years to Piekarski. During the period of the
lease, Piekarski contracted with Puttkammer for the resur-
facing of the access and service areas of the supper club.
Puttkammer performed the work satisfactorily. Minth knew
about the contract and the performance of the work. The
work, including labor and materials, had a reasonable value
of $2,540, but Puttkammer was never paid because Piekar-
ski went bankrupt. Puttkammer brought an action against
Minth to recover the amount owed to him by Piekarski. Will
Puttkammer prevail? Explain.

Jonathan writes to Willa, stating, “I’ll pay you $150 if you
reseed my lawn.” Willa reseeds Jonathan’s lawn as
requested. Has a contract been formed? If so, what kind?

Calvin uses fraud to induce Maria to promise to pay money
in return for goods he has delivered to her. Has a contract
been formed? If so, what kind? What are the rights of Calvin
and Maria?

Anna is about to buy a house on a hill. Prior to the purchase,
she obtains a promise from Betty, the owner of the adjacent
property, that Betty will not build any structure that would
block Anna’s view. In reliance on this promise, Anna buys
the house. Is Betty’s promise binding? Why or why not?

Case Problems

Mary Dobos was admitted to Boca Raton Community
Hospital in serious condition with an abdominal aneurysm.
The hospital called upon Nursing Care Services, Inc., to pro-
vide around-the-clock nursing services for Mrs. Dobos. She
received two weeks of in-hospital care, forty-eight hours of
postrelease care, and two weeks of at-home care. The total
bill was $3,723.90. Mrs. Dobos refused to pay, and Nursing
Care Services, Inc., brought an action to recover. Mrs.
Dobos maintained that she was not obligated to render
payment in that she never signed a written contract, nor did
she orally agree to be liable for the services. The necessity
for the services, reasonableness of the fee, and competency
of the nurses were undisputed. After Mrs. Dobos admitted
that she or her daughter authorized the forty-eight hours of
postrelease care, the trial court ordered compensation of
$248 for that period. It did not allow payment of the bal-
ance, and Nursing Care Services, Inc., appealed. Decision?

St. Charles Drilling Co. contracted with Osterholt to install
a well and water system that would produce a specified

quantity of water. The water system failed to meet its war-
ranted capacity, and Osterholt sued for breach of contract.
Does the Uniform Commercial Code apply to this contract?

Helvey brought suit against the Wabash County REMC
(REMC) for breach of implied and express warranties. He
alleged that REMC furnished electricity in excess of 135
volts to Helvey’s home, damaging his 110-volt household
appliances. This incident occurred more than four years
before Helvey brought this suit. In defense, REMC pleads
that the Uniform Commercial Code’s (UCC’s) Article 2 stat-
ute of limitations of four years has passed, thereby barring
Helvey’s suit. Helvey argues that providing electrical energy
is not a transaction in goods under the UCC but rather a fur-
nishing of services that would make applicable the general
contract six-year statute of limitations. Is the contract gov-
erned by the UCC? Why?

Jack Duran, president of Colorado Carpet Installation, Inc.,
began negotiations with Fred and Zuma Palermo for the sale
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and installation of carpeting, carpet padding, tile, and vinyl
floor covering in their home. Duran drew up a written pro-
posal that referred to Colorado Carpet as “the seller” and to
the Palermos as the “customer.” The proposal listed the
quantity, unit cost, and total price of each item to be in-
stalled. The total price of the job was $4,777.75. Although
labor was expressly included in this figure, Duran estimated
the total labor cost at $926. Mrs. Palermo in writing
accepted Duran’s written proposal soon after he submitted it
to her. After Colorado Carpet delivered the tile to the
Palermo home, however, Mrs. Palermo had a disagreement
with Colorado Carpet’s tile man and arranged for another
contractor to perform the job. Colorado Carpet brought an
action against the Palermos for breach of contract. Does the
Uniform Commercial Code apply to this contract?

On November 1, the Kansas City Post Office Employees
Credit Union merged into the Kansas City Telephone Credit
Union to form the Communications Credit Union (Credit
Union). Systems Design and Management Information
(SDMI) develops computer software programs for credit
unions, using Burroughs (now Unisys) hardware. SDMI and
Burroughs together offered to sell to Credit Union both a
software package, called the Generic System, and Burroughs
hardware. Later in November, a demonstration of the soft-
ware was held at SDMDI’s offices, and the Credit Union
agreed to purchase the Generic System software. This agree-
ment was oral. After Credit Union was converted to the
SDMI Generic System, major problems with the system im-
mediately became apparent, so SDMI filed suit against
Credit Union to recover the outstanding contract price for
the software. Credit Union counterclaimed for damages
based upon breach of contract and negligent and fraudulent
misrepresentation. Does the Uniform Commercial Code
apply to this contract?

Insul-Mark is the marketing arm of Kor-It Sales, Inc. Kor-It
manufactures roofing fasteners and Insul-Mark distributes
them nationwide. In late 1985, Kor-It contracted with Mod-
ern Materials, Inc., to have large volumes of screws coated
with a rust-proofing agent. The contract specified that the
coated screws must pass a standard industry test and that
Kor-It would pay according to the pound and length of the
screws coated. Kor-It had received numerous complaints
from customers that the coated screws were rusting, and
Modern Materials unsuccessfully attempted to remedy the
problem. Kor-It terminated its relationship with Modern
Materials and brought suit for the deficient coating. Modern
Materials counterclaimed for the labor and materials it had
furnished to Kor-It. The trial court held that the contract
(a) was for performance of a service, (b) not governed by

12.

13.

Contracts Part III

the Uniform Commercial Code, (c) governed by the common
law of contracts, and (d) therefore, barred by a two-year
statute of limitations. Insul-Mark appealed. Decision?

Max E. Pass, Jr., and his wife, Martha N. Pass, departed in
an aircraft owned and operated by Mr. Pass from Plant City,
Florida, bound for Clarksville, Tennessee. Somewhere over
Alabama the couple encountered turbulence, and Mr. Pass
lost control of the aircraft. The plane crashed killing both
Mr. and Mrs. Pass. Approximately four and a half months
prior to the flight in which he was killed, Mr. Pass had taken
his airplane to Shelby Aviation, an aircraft service company,
for inspection and service. In servicing the aircraft, Shelby
Aviation replaced both rear wing attach point brackets on
the plane. Three and one half years after the crash, Max E.
Pass, Sr., father of Mr. Pass and administrator of his estate,
and Shirley Williams, mother of Mrs. Pass and administra-
trix of her estate, filed suit against Shelby Aviation. The law-
suit alleged that the rear wing attach point brackets sold and
installed by Shelby Aviation were defective because they
lacked the bolts necessary to secure them properly to the air-
plane. The plaintiffs asserted claims against the defendant
for breach of express and implied warranties under Article 2
of the Uniform Commercial Code (UCC), which governs the
sale of goods. Shelby Aviation contended that the transac-
tion with Mr. Pass had been primarily for the sale of ser-
vices, rather than of goods, and that consequently Article 2
of the UCC did not cover the transaction. Does the UCC
apply to this transaction? Explain.

Richardson hired J. C. Flood Company, a plumbing contrac-
tor, to correct a stoppage in the sewer line of her house. The
plumbing company’s “snake” device, used to clear the line
leading to the main sewer, became caught in the underground
line. To release it, the company excavated a portion of the
sewer line in Richardson’s backyard. In the process, the com-
pany discovered numerous leaks in a rusty, defective water
pipe that ran parallel with the sewer line. To meet public reg-
ulations, the water pipe, of a type no longer approved for
such service, had to be replaced either then or later, when the
yard would have to be excavated again. The plumbing com-
pany proceeded to repair the water pipe. Though Richardson
inspected the company’s work daily and did not express any
objection to the extra work involved in replacing the water
pipe, she refused to pay any part of the total bill after the com-
pany completed the entire operation. J. C. Flood Company
then sued Richardson for the costs of labor and material it
had furnished. Richardson argued that she requested correc-
tion only of a sewer obstruction and had never agreed to the
replacement of the water pipe. For what, if anything, is
Richardson liable? Explain.
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Chapter 10

MUTUAL ASSENT

It is elementary that for a contract to exist there must be an offer and acceptance.
ZELLER V. FirsT NaTionAL Bank & Trust, 79 IL. App. 30 170, 34 ILL. Dec. 473, 398 N.E.2p 148 (1979)

LEARNING OBJECTIVES

After reading this chapter you should be able to:

1. Identify the three essentials of an offer and
explain briefly the requirements associated with
each.

2. State the seven ways by which an offer may be
terminated other than by acceptance.

3. Compare the traditional and modern theories of
definiteness of acceptance of an offer, as shown

hough each of the requirements for forming a con-

tract is essential to its existence, mutual assent is so

basic that frequently a contract is referred to as an
agreement between the parties. Enforcing the contract
means enforcing the agreement; indeed, the agreement
between the parties is the very core of the contract. As we
discussed in Chapter 9, a contractual agreement always
involves either a promise exchanged for a promise (bilat-
eral contract) or a promise exchanged for a completed act
or forbearance to act (unilateral contract).

The way in which parties usually show mutual assent is
by offer and acceptance. One party makes a proposal
(offer) by words or conduct to the other party, who agrees
by words or conduct to the proposal (acceptance).

A contract may be formed by conduct. Thus, though
there may be no definite offer and acceptance, or definite

by the common law “mirror image” rule and by
the rule of the Uniform Commercial Code.

4. Describe the five situations limiting an offeror’s
right to revoke her offer.

5. Explain the various rules that determine when
an acceptance takes effect.

acceptance of an offer, a contract exists if both parties’
actions manifest (indicate) a recognition by each of them
of the existence of a contract. To form a contract, the
agreement must be objectively manifested. The important
thing is what the parties indicate to one another by spo-
ken or written words or by conduct. The law, therefore,
applies an objective standard and is concerned only with
the assent, agreement, or intention of a party as it reason-
ably appears from his words or actions. The law of con-
tracts is not concerned with what a party may have
actually thought or the meaning that he intended to con-
vey even if his subjective understanding or intention dif-
fered from the meaning he objectively indicated by word
or conduct. For example, if Joanne seemingly offers to sell
to Bruce her Chevrolet automobile but intended to offer
and believes that she is offering her Ford automobile, and
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Bruce accepts the offer, reasonably believing it was for the
Chevrolet, a contract has been formed for the sale of the
Chevrolet. Subjectively, Joanne and Bruce are not in
agreement as to the subject matter. Objectively, however,
there is agreement, and the objective manifestation is
binding.

The Uniform Commercial Code’s (UCC’s) treatment of
mutual assent is covered in greater detail in Chapter 19.

An offer is a definite undertaking or proposal made by
one person to another indicating a willingness to enter into
a contract. The person making the proposal is the offeror.
The person to whom it is made is the offeree. When it is
received, the offer confers on the offeree the power to cre-
ate a contract by acceptance, which is an expression of the
offeree’s willingness to comply with the terms of the offer.
Until the offeree exercises this power, the outstanding
offer creates neither rights nor liabilities.

Essentials of an Offer

An offer need not take any particular form to have legal
effect. To be effective, however, it must (1) be communi-
cated to the offeree; (2) manifest an intent to enter into a
contract; and (3) be sufficiently definite and certain. If
these essentials are present and the offer has not termi-
nated, the offer gives the offeree the power to form a con-
tract by accepting the offer.

COMMUNICATION

To provide his part of the mutual assent required to form
a contract, the offeree must know about the offer; he can-
not agree to something about which he has no knowledge.
Accordingly, the offeror must communicate the offer in an
intended manner. For example, Oscar signs a letter con-
taining an offer to Ellen and leaves it on top of the desk in
his office. Later that day, Ellen, without prearrangement,
goes to Oscar’s office, discovers that he is away, notices
the letter on his desk, reads it, and then writes on it an ac-
ceptance that she dates and signs. No contract is formed
because the offer never became effective: Ellen became
aware of the offer by chance, not by Oscar’s intentional
communication of it.

Not only must the offer be communicated to the
offeree, but the communication must also be made or

Contracts Part III

authorized by the offeror. If Jones tells Black that she
plans to offer White $600 for a piano, and Black promptly
informs White of Jones’s intention, no offer has been
made. There was no authorized communication of any
offer by Jones to White. By the same token, if David
should offer to sell to Lou his diamond ring, an acceptance
of this offer by Tia would not be effective, as David made
no offer to Tia.

An offer need not be stated or communicated by words.
Conduct from which a reasonable person may infer a pro-
posal in return for either an act or a promise amounts to
an offer.

An offer may be made to the general public. No per-
son can accept such an offer, however, until and unless
he knows that the offer exists. For example, if a person,
without knowing of an advertised reward for information
leading to the return of a lost watch, gives information
leading to the return of the watch, he is not entitled to
the reward. His act was not an acceptance of the offer
because he could not accept something of which he had
no knowledge.

INTENT

To have legal effect, an offer must manifest an intent to
enter into a contract. The intent of an offer is determined
objectively from the words or conduct of the parties. The
meaning of either party’s manifestation is based on what a
reasonable person in the other party’s position would have
believed.

Occasionally, a person exercises her sense of humor by
speaking or writing words that—taken literally and with-
out regard to context or surrounding circumstances—
could be construed as an offer. The promise is intended as
a joke, however, and the promisee as a reasonable person
should understand it to be such. Therefore, it is not an
offer. Because the person to whom it is made realizes or
should realize that it is not made in earnest, it should not
create a reasonable expectation in his mind. No contrac-
tual intent exists on the part of the promisor, and the
promisee is or reasonably ought to be aware of that fact.
If, howe