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preface

T his seventeenth edition continues the long, rich tradition of our com-
mitment to presenting timely examples and cases that underscore the 
relevance of the law for business. We are passionate about helping stu-

dents understand the importance of the legal and regulatory environment of 
business. Our goal is to make this text accessible, and we hope that they will 
embrace the study of the law with enthusiasm. In this preface, we strive to 
highlight themes, additions, and pedagogical devices—including important 
electronic features—that are key to this edition. 

The Seventeenth Edition: Themes and New 
Additions
With each new edition, we endeavor to maintain the reputation of this text as 
being the most up-to-date on the latest important developments in the law for 
business. As we prepare each new edition, we consider the events that affect 
the business environment and discuss how to incorporate them into the text. 
Because of the ongoing fallout from the 2008 financial crisis, we continue to 
highlight the regulatory responses in this edition. Other additions to the sev-
enteenth edition include the Affordable Care Act, focusing on National Fed-
eration of Independent Business v. Sebelius as the lead case, an elaborated 
discussion about fraud, and a new section on privacy. We also added a number 
of recent federal cases and Supreme Court decisions from the 2013–2014 term. 

Each chapter includes a range of relevant examples and case opinions, 
with key points noted for each case. Sidebars within each chapter provide 
students and instructors with opportunities to learn about topics that illus-
trate the principles discussed within the text. Marginal comments also rein-
force key themes and points of emphasis. We hope that that this layering of 
the law with examples reinforces each student’s understanding of the law for 
business. 

We believe that this text is well suited for both legal environment and 
business law classes. The fundamental message we wish our readers to grasp 
is that the law is at the core of the private market. The law determines own-
ership and protects owners. Based on this knowledge, individuals can make 
informed decisions about how the law can be strategically used to protect 
their rights. 

Overall, it is important for our readers—primarily business students—to 
appreciate the crucial role of the law for business and to consider how it can 
be used for strategic advantage in the market. 

Organization of the Seventeenth Edition
This edition consists of 22 chapters, divided into four parts. Part One introduces 
students to the legal foundations for business. The first chapter in this section 
underscores the importance of the legal environment of business to appreciate 
the role of law as the foundation for business in the private market system. This 
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section also includes a chapter on ethics, as well as three chapters pertaining to 
dispute resolution: courts, litigation, and alternative dispute resolution. Lastly, 
this first part includes a chapter on the U.S. Constitution (including the Com-
merce Clause) and its fundamental role in the legal system for business. 

Part Two consists of basic legal principles, incorporating eight chapters: 
property, contract formation, contractual performance, torts, intellectual 
property, international law, criminal law, and corporate governance/business 
organizations. These chapters are designed to help students learn basic legal 
principles, as well as how to identify them in business contexts. 

Part Three details the regulatory landscape for business. Five chapters 
cover essential regulatory aspects of business: the regulatory process, anti-
trust, financial and securities regulation, privacy and consumer protection, 
and environmental regulation. 

The final section, Part Four, contains three chapters pertaining to the 
employer–employee relationship: discrimination, employment laws (includ-
ing agency), and the labor–management relationship. 

Taken together, these chapters should provide students with a compre-
hensive, yet accessible, sense of the laws and regulations crucial for compa-
nies doing business in the United States. 

Authorship Team
One of the strengths of this text is its continuity of authorship and the coordi-
nation among the authorship team. Marisa Pagnattaro, who joined the team 
on the fourteenth edition, has undertaken the lead role on this edition. Dan 
Cahoy, who began on the sixteenth edition, has played a significant role in 
shaping this edition. Lee Reed joined the team in 1977 on the fourth edition. 
His legal philosophy continues to influence the text. Peter Shedd, who has 
long been, and continues to be, a steward of the text, joined the book as a 
co-author on the eighth edition in 1990. We are all very pleased to welcome 
Julie Manning Magid to the seventeenth edition. Her legal expertise and dem-
onstrated teaching excellence enrich this edition.

Pedagogy
This seventeenth edition continues the reputation of our prior editions for 
having many valuable teaching elements. The following list highlights the 
various pedagogical tools in this edition:

• Learning Objectives—each chapter begins with a list that guides the stu-
dents reading, studying, and learning. These learning objectives were 
designed with AACSB guidelines in mind.

• Marginalia—in the margins, each chapter includes notes, points of 
emphasis, definitions, quotes, and recommendations about what to do 
and what to avoid. These notations emphasize key points throughout 
each chapter.
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• Sidebars—examples or further descriptions are separated from the 
text into boxes labeled “sidebars.” As in the courtroom setting, when 
a judge calls for a conversation with the lawyers away from the jury, 
these boxes are sidebars to the overall discussion. Through these side-
bars, we believe you will find the text is brought to life with business-
related examples.

• Cases—except for the first two chapters, chapters include edited portions 
of actual court decisions. These cases contain the parties’ arguments and 
the judge’s decision of the issues. We have deleted most of the procedural 
aspects, citations, and footnotes. In addition to the edited cases, some of 
the sidebars contain references to cases that further illustrate points in 
the text.

• At the end of each case, Key Points are set forth to help students focus on 
the main points of each case.

• Concept Summaries—at appropriate points in each chapter, a summary 
of the preceding material appears. Through these summaries, complex 
and lengthy presentations are easily reviewable by the reader.

• Key Terms—a list of critical words or phrases is found at the end of 
each chapter. These terms are boldfaced in the text, and definitions are 
repeated in the glossary.

• Review Questions and Problems—following the text of each chapter is a 
series of questions and problems. These are tied to the various sections of 
each chapter and serve as an overview of the material covered.

• Business Discussions—the last item in each chapter is a factual situa-
tion designed to stimulate conversation among students causing them to 
review the material within the chapter.

Acknowledgments
We are all very proud to congratulate Jere Morehead on becoming the Uni-
versity of Georgia’s 22nd president. He undertook this role in 2013, having 
previously served as senior vice president for academic affairs and provost. 
Recognized as a Josiah Meigs Distinguished Teaching Professor, he has always 
been a dedicated member of the faculty, committed to excellence in student 
learning. He was part of the authorship team for the tenth through sixteenth 
editions of this text. Although he is not part of the authorship team on this 
edition, his valuable contributions over seven editions and his support for the 
authorship team continue to endure in this edition.

We also want to thank a number of people who contributed to the seven-
teenth edition. We greatly appreciate the efforts of our team at McGraw-Hill: 
Tim Vertovec, Kathleen Klehr, Jarek Szymanski and Jessica Portz. This is their 
first edition working on this text, and we greatly appreciate their support of 
the authorship team and the development of crucial new electronic features 
of the text. We are also grateful to all of the regional sales team representa-
tives for their enthusiastic marketing support.

pag23858_fm_i-lii.indd   viiipag23858_fm_i-lii.indd   viii 1/12/15   8:49 PM1/12/15   8:49 PM

Final PDF to printer



ix

The following colleagues gave of their time and provided insight during 
the review process. For their expert comments and suggestions, we are most 
grateful.

Perry Binder Georgia State University
Marsha Cooper California State University, Long Beach
Mark Edison North Central College
Howard Ellis Millersville University of Pennsylvania
Ken Ginsberg Hodges University
Earl Clayton Hipp, Jr. Wake Forest University
Johndavid Kerr Harris-Stowe State University
Michael Koval Salisbury University
Sharlene McEvoy Fairfield University
Michael Monhollon Hardin-Simmons University
Nancy Oretskin New Mexico State University
David Orozco Florida State University
Susan O’Sullivan-Gavin Rider University
Debra Strauss Fairfield University
Byron Stuckey Dallas Baptist University
Lee Usnick University of Houston, Downtown

Finally, we thank all of the professors and students who have used or are 
using our text. Your feedback continues to be important. Please feel free to share 
your thoughts with us. Your feedback also may be sent to The McGraw-Hill 
Companies.

Marisa Anne PAGNATTARO
Daniel R. CAHOY

Julie Manning MAGID
O. Lee REED

Peter J. SHEDD

pag23858_fm_i-lii.indd   ixpag23858_fm_i-lii.indd   ix 1/12/15   8:49 PM1/12/15   8:49 PM

Final PDF to printer



x

guided tour

This seventeenth continues the reputation of our prior editions for having many 
valuable teaching elements. In an effort to provide even more guidance and 
relevance for students, this edition introduces margin notes and comments and 
sidebars.

learning objectives
New to this edition are Learning 
Objectives at the beginning of  
each chapter. These objectives 
will act as a helpful road map of  
each chapter, narrowing the focus 
of  each topic for both instructor 
and students. You will also find 
these Learning Objectives tagged 
for every test bank question to 
ensure that key points from each 
chapter are covered in every quiz 
and exam.

marginalia

In the margins, each chapter 
includes notes, points of  empha-
sis, definitions, quotes, and rec-
ommendations about what to do 
and what to avoid.

2
Learning Objectives 

In this chapter you will learn:

 2-1. To compare the connection between law and ethical principles.

 2-2. To analyze why ethical consequentialism and not ethical formalism 
has been the chief source of values for business ethics.

 2-3. To generate an individual framework for ethical values in business.

 2-4. To evaluate the obstacles and rewards of ethical business practice in 
our property-based legal system.

The Role of Ethics in 
Decision Making

pag23858_ch02_026-059.indd   26 19/12/14   11:00 am

plant’s profitability, yet the home office does not appreciate the difficulties 
under which the plant is operating. In such a situation the overemphasis on 
profit can easily lead to the manager’s taking ethical and legal shortcuts to 
ensure profit.

An example of such shortcuts involved Columbia/HCA Healthcare Cor-
poration, one of the major national hospital chains. Following a government 
investigation, many units of the company were accused of enhancing profits 
by improperly billing Medicare for laboratory tests and home health care 
services. It was also alleged that managers were “upcoding,” or exaggerating 
patient illness, in order to get greater reimbursements from the Medicare sys-
tem. Several managers were criminally indicted and convicted. The company’s 
CEO resigned. To settle charges, the company agreed to pay the federal gov-
ernment $745 million to resolve fraud allegations. As part of its response, the 
company also stationed ethics and compliance officers in nearly every hospi-
tal, in part to prevent managers from “looking good” by producing profits 
through improper billings.

Does the emphasis on profit in a property-based private market mean 
that only profit must be considered in business decision making? For an 
example of a nation where not only profit is important in business, see 
 Sidebar 2.8.

“I do not believe maxi-

mizing profits for the 

investors is the only 

acceptable justifica-

tion for all corporate 

actions. The investors 

are not the only people 

who matter. Corpora-

tions can exist for pur-

poses other than simply 

maximizing profits.”

–John Mackey, CEO, 

Whole Foods Market

Don’t forget that a 

nation is just a large 

group. This means that 

“culture matters” in the 

implementation (or not) 

of  moral values.

The Swedes have a strong property-based private mar-

ket, but the business emphasis in Sweden is not solely 

on profit making. Instead, the Swedes have a strong 

ethic of  lagom, which means “not too much, not too 

little, but just enough.”

As a result, the pay of  corporate chief  executive offi-

cers (CEOs) is only a small fraction of  what it is in the 

United States and the average take-home pay of  employ-

ees (excluding CEOs) varies from highest to lowest by 

a ratio of  only 3 to 1. Sweden provides universal health 

care, public nursing homes, and subsidized child care 

and parental leave-taking during a child’s first year. When 

Swedish companies go overseas, they treat employees 

there with much of  the same ethic as in Sweden.

Lagom means that there are few wealthy Swedes, 

and Sweden’s social welfare system of  “just enough” 

depends on a tax rate of  approximately twice that in the 

United States. Note also that Sweden is a small, homog-

enous country whose citizens share a common ethical 

culture that is often not found in larger nations.

Source: Susan Wennemyer, “Sweden: The Kindness Economy,” Business 
Ethics, Fall 2003.

sidebar 2.8

The Swedish Example of Lagom

The Effect of the Group   The social critic Ambrose Bierce once remarked 
that the corporation is “an ingenious device for obtaining individual profit 
without individual responsibility.” He was referring to the fact that individuals 
in large groups such as the corporation feel less responsibility for what hap-
pens in the group than they do for what happens in their individual lives. They 
may also act differently, and to some extent less ethically, in a group.

That individuals will do unethical things as part of a mob which they 
would never do alone is widely recognized, and the same pattern can be 
observed in corporate behavior. Within corporations it becomes easy for 
a researcher not to pass on lately discovered concerns about the possible 
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concept summary
At appropriate points in each chapter, 
a summary of  the preceding material 
appears. Through these summaries, 
complex and lengthy presentations are 
easily reviewable by the reader.

sidebars

Examples or further descrip tions 
are separated from the text into 
boxes labeled Sidebars. As in the 
courtroom setting, when a judge 
calls for a conversation with the 
lawyers away from the jury, these 
boxes are sidebars to the overall 
discussion. Through these side-
bars, the text is explained in more 
detail or is brought to life with a 
business-related example.

44 PART 1 Introduction: Legal Foundations for Business

PREAMBLE

The American Marketing Association commits itself  to 

promoting the highest standard of  professional ethical 

norms and values for its members. Norms are estab-

lished standards of  conduct that are expected and 

maintained by society and/or professional organiza-

tions. Values represent the collective conception of  what 

people find desirable, important and morally proper. 

Values serve as the criteria for evaluating the actions of  

others. . . .

ETHICAL VALUES

Honesty—to be truthful and forthright in our dealings 

with customers and stakeholders.

 • We will tell the truth in all situations and at all times.

 • We will offer products of  value that do what we 

claim in our communications.

 • We will stand behind our products if  they fail to 

deliver their claimed benefits.

 • We will honor our explicit and implicit commitments 

and promises.

Responsibility—to accept the consequences of  our 

marketing decisions and strategies.

 • We will make strenuous efforts to serve the needs 

of  our customers.

 • We will avoid using coercion with all stakeholders.

 • We will acknowledge the social obligations to 

stakeholders that come with increased marketing 

and economic power.

 • We will recognize our special commitments to eco-

nomically vulnerable segments of  the market such 

as children, the elderly and others who may be 

substantially disadvantaged.

Fairness—to try to balance justly the needs of  the 

buyer with the interests of  the seller.

 • We will represent our products in a clear way in 

selling, advertising and other forms of  communica-

tion; this includes the avoidance of  false, mislead-

ing and deceptive promotion.

 • We will reject manipulations and sales tactics that 

harm customer trust.

 • We will not engage in price fixing, predatory pric-

ing, price gouging or “bait-and-switch” tactics.

 • We will not knowingly participate in material con-

flicts of  interest.

Respect—to acknowledge the basic human dignity of  

all stakeholders.

 • We will value individual differences even as we 

avoid stereotyping customers or depicting demo-

graphic groups (e.g., gender, race, sexual orien-

tation) in a negative or dehumanizing way in our 

promotions.

 • We will listen to the needs of  our customers and 

make all reasonable efforts to monitor and improve 

their satisfaction on an ongoing basis.

 • We will make a special effort to understand suppliers, 

intermediaries and distributors from other cultures.

 • We will appropriately acknowledge the contribu-

tions of  others, such as consultants, employees 

and coworkers, to our marketing endeavors.

Openness—to create transparency in our marketing 

operations.

 • We will strive to communicate clearly with all our 

constituencies.

 • We will accept constructive criticism from our cus-

tomers and other stakeholders.

 • We will explain significant product or service risks, 

component substitutions or other foreseeable 

eventualities that could affect customers or their 

perception of  the purchase decision.

 • We will fully disclose list prices and terms of  

financing as well as available price deals and 

adjustments.

Citizenship—to fulfill the economic, legal, philanthropic 

and societal responsibilities that serve stakeholders in 

a strategic manner.

 • We will strive to protect the natural environment in 

the execution of  marketing campaigns.

 • We will give back to the community through volun-

teerism and charitable donations.

 • We will work to contribute to the overall betterment 

of  marketing and its reputation.

 • We will encourage supply chain members to 

ensure that trade is fair for all participants, includ-

ing producers in developing countries.

sidebar 2.5

Ethical Norms and Values for Marketers
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 CHAPTER 2 The Role of  Ethics in Decision Making 43

Conflicts of Interest   Often embodied in business codes of ethics, avoid-
ing conflicts of interest is a final ethical value flowing from the law, especially 
from agency law. A conflict of interest occurs when one attempts to “serve 
two masters,” and no agent or employee of one principal can secretly work 
for another whose interest competes with that of the first principal. That is 
why a real estate agent may not represent both the seller and the buyer in a 
real estate transaction without permission from both parties.

Sometimes when corporations “go public” or otherwise sell new stock 
issues, they will give employees of their customers or suppliers the option of 
buying a number of the new stock shares at a special fixed price. If the market 
value of the stock rises, exercise of the stock options can be quite valuable 
to these employees as they resell the stock at market price. Is it a conflict of 
interest for employees of other companies to accept these stock options? Does 
it impair their objective judgment about continuing to do business with the 
corporation that has given them such a gift? Compaq Computer Corpora-
tion, Cisco Systems, and AT&T specifically forbid employees from accepting 
stock options from their suppliers or customers.

Conflicts of interest also arise in public service. For instance, it is a conflict 
of interest for a judge or administrative regulator to make a decision involv-
ing a company in which he or she owns stock. Note that in this instance the 
conflict of interest does not involve “serving two masters.” The conflict arises 
because of the ownership interests that will make it difficult for the judge or 
regulator to make an unbiased decision. In terms of formalism and conse-
quentialism, how do you evaluate the prohibition against conflicts of interest?

concept summary

Ethical Values from Legal Regulation

 • Respect the liberty and rights of  others.

 • Act in good faith.

 • Exercise due care.

 • Honor confidentiality.

 • Avoid conflicts of  interest.

PROFESSIONAL CODES OF ETHICS

Another important source of business ethics comes from the historic tradi-
tion of the professional codes of ethics. Professions such as law and medicine 
have long traditions of codes of ethical conduct. Other professions, and more 
recently business and industry in general, have developed and adopted codes 
of ethical conduct. Here we use portions of professional codes to demonstrate 
sources of ethical values that come from the development of group standards 
for ethical conduct.

We begin with selected excerpts from codes of conduct for two profes-
sions: marketing and accounting. These codes are the Ethical Norms and 
Values for Marketers from the American Marketing Association, shown in 
Sidebar 2.5, and the American Institute of Certified Public Accountants Code 
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case 4.1 

MAYER v. BELICHICK
605 F.3d 223 (3rd Cir.)

Season ticket-holder brought action against the New 
England Patriots and league, alleging various causes of 
action arising out of the team’s alleged practice of sur-
reptitiously videotaping the signals of opposing teams.

COWEN, Circuit Judge
Plaintiff Carl J. Mayer appeals from the order of the 
United States District Court for the District of New 
Jersey granting the respective motions to dismiss filed 
by Defendants Bill Belichick and the New England 
Patriots (“Patriots”) as well as by Defendant National 
Football League (“NFL”). We will affirm.

 1. This highly unusual case was filed by a disap-
pointed football fan and season ticket-holder in 
response to the so-called “Spygate” scandal. This 
scandal arose when it was discovered that the Patri-
ots were surreptitiously videotaping the signals of 
their opponents. Mayer, a New Jersey resident and 
New York Jets season ticket-holder, initially filed 
his complaint on September 7, 2007. He named 
as Defendants the Patriots, headquartered in 
Massachusetts, as well as the team’s head coach, 
Belichick, a Massachusetts resident. Mayer even-
tually filed an amended complaint on August 19, 
2008, which added the NFL, with its headquar-
ters in New York, as a Defendant. . . .

 2. The core of this action is that the Defendants, 
during a game with the New York Jets on Septem-
ber 9, 2007, instructed an agent of the Defendants 
to surreptitiously videotape the New York Jets 
coaches and players on the field with the purpose 
of illegally recording, capturing and stealing the 
New York Jets signals and visual coaching instruc-
tions. The Defendants were in fact subsequently 
found by the National Football League (“NFL”) 
to have improperly engaged in such conduct.

 3. Plaintiffs contend that in purchasing tickets to 
watch the New York Jets that, as a matter of 
contract, the tickets imply that each game will 
be played in accordance with NFL rules and 
regulations as well as all applicable federal and 
state laws. . . .

At their most fundamental level, the various claims 
alleged here arose out of the repeated and surreptitious 
violations of a specific NFL rule. This rule provides 

that “ ‘no video recording devices of any kind are per-
mitted to be in use in the coaches’ booth, on the field, 
or in the locker room during the game’” and that “all 
video for coaching purposes must be shot from loca-
tions ‘enclosed on all sides with a roof overhead.’” . . .

On September 9, 2007, the Jets and the Patriots 
played the season opener in Giants Stadium, East 
Rutherford, New Jersey. Mayer possessed tickets and 
parking passes to this game, and the Patriots ulti-
mately won, 38-14. ESPN.com then reported that the 
NFL was investigating accusations that an employee 
of the Patriots was actually videotaping the signals 
given by Jets coaches at this game. . . .

On September 13, 2007, “the NFL found the 
Defendants guilty of violating all applicable NFL rules 
by engaging in a surreptitious videotaping program.” . . .

Mayer ultimately alleged nine separate counts in 
his amended complaint. He asserted, in order, the fol-
lowing causes of action against the Patriots and Belich-
ick: (1) tortious interference with contractual relations; 
(2) common law fraud; (3) violations of the New Jer-
sey Deceptive Business Practices Act; (4) violations 
of New Jersey’s racketeering statute; (5) violations of 
the Racketeer Influenced and Corrupt Organizations 
Act (“RICO”); (6) the infringement of the rights of 
ticket-holders as third-party beneficiaries; (7) breach of 
implied contract or quasi-contract; and (8) violations 
of the New Jersey Consumer Fraud Act (“NJCFA”). 
Finally, he advanced  a breach of contract claim against 
the NFL on account of its destruction of the video-
tapes. .  .  . After they were served with the amended 
complaint, the Patriots and Belichick filed a motion 
to dismiss for failure to state a claim pursuant to Fed-
eral Rule of Civil Procedure 12(b)(6). The NFL subse-
quently filed its own motion to dismiss as well. . . .

The District Court, while noting that Mayer 
alleged numerous theories of liability in this case, 
appropriately turned to the following dispositive ques-
tion: namely, whether or not he stated an actionable 
injury (or, in other words, a legally protected right or 
interest) arising out of the alleged “dishonest” video-
taping program undertaken by the Patriots and the 
NFL team’s head coach. .  .  . we ultimately conclude 
that the District Court was correct to hold that Mayer 
failed to set forth a legally cognizable right, interest, or 
injury here. . . .

90
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[continued]

Significantly, our ruling also does not leave 
Mayer and other ticket-holders without any recourse. 
Instead, fans could speak out against the Patriots, their 
coach, and the NFL itself. In fact, they could even go 
so far as to refuse to purchase tickets or NFL-related 
 merchandise. . . .

However, the one thing they cannot do is bring a 
legal action in a court of law.

For the foregoing reasons, we will affirm the Dis-
trict Court’s order dismissing Mayer’s amended com-
plaint in its entirety.

KEY POINTS

• To maintain a lawsuit, a plaintiff must have standing or a legally cognizable claim.
• The Third Circuit found that, because the plaintiff did not have a legally protected 

right arising out of the alleged “dishonest” videotaping program, he did not state 
an actionable injury.

• Accordingly, defendant’s motions to dismiss were granted.

a lawsuit. A plaintiff must have a legally cognizable claim to maintain a 
lawsuit. The case reinforces the rule that the courts are careful to avoid 
overstepping their constitutional role and will only rule on actual cases or 
controversies. 

   PERSONAL JURISDICTION 

 Power to hear a case means a court must have authority not only over the 
subject matter of the case but also over the parties to the case. This latter 
authority is called     personal jurisdiction.    Personal jurisdiction over the plain-
tiff is obtained when the plaintiff files the suit. Such action indicates volun-
tary submission to the court’s power. 

 Personal jurisdiction over the defendant usually is obtained by the ser-
vice of a     summons,    or notice to appear in court, although in some cases it 
is obtained by the publication of notice and mailing a summons to the last 
known address. This delivery of notice is referred to as  service of process.  
Service of a summons on the defendant usually is valid if it is served upon any 
member of the household above a specified age and if another copy addressed 
to the defendant is mailed to the home.

  For many years, a summons could not be properly served beyond the 
borders of the state in which it was issued. However, states now have 
what are called     long-arm statutes,    which provide for the service of pro-
cess beyond their boundaries. Such statutes are valid and constitutional if 
they provide a defendant with due process of law. Under the Fifth Amend-
ment to the Constitution, no person shall “be deprived of life, liberty, or 
property without due process of law.” The Fourteenth Amendment pro-
vides that states must also guarantee due process protection. Due process 
requires that if a defendant is not present within the state where the lawsuit 
is filed, he or she must have certain minimum contacts with the state so that 

  No case can proceed 

forward without the 

existence of  both 

subject matter and 

 personal jurisdiction.
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cases

Except for the first two chapters, 
chapters include edited portions 
of  actual court decisions. These 
cases illustrate the parties’ argu-
ments and the judge’s decision of  
the issues. We have deleted most 
of  the procedural aspects, cita-
tions, and footnotes. An alternative 
to these edited cases appears 
in some sidebars; there a case 
may be explained in our own 
language.

key points
At the end of  each edited case, 
key points can be found. These 
key points help students gasp the 
essential elements and relevance 
of  each case.
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84 PART 1 Introduction: Legal Foundations for Business

    1. Judicial review allows the courts to review actions 

taken by legislative and executive branches of  

government.  

   2. The philosophy of  judicial restraint is sometimes 

referred to as strict constructionism or a conserva-

tive approach.  

   3. Supporters of  judicial activism believe the courts 

are the appropriate body to bring about social, 

political, and economic change.  

   4. The Supreme Court is deeply divided between 

these two competing views of  judicial decision 

making.   

concept summary

 Judicial Review 

 Key Terms 
   Appeal 67  
  Appellate court 66  
  Courts of appeal 67  
  Diversity of citizenship 69  
  Federal question cases 68  
  Federal Rules of Civil 

Procedure 69  

  Judicial activism 74  
  Judicial restraint 74  
  Judicial review 73  
  Petit jury 63  
  Small-claims court 67  
  Subject matter jurisdiction 66  
  Supreme court 67  

  Trial court 66  
   Writ of certiorari  67   

  Review Questions and Problems 
  Personnel 

     1. Judges and Justices  
 What are the essential responsibilities of a trial judge?  

   2.  Jurors  
 Why have several states eliminated the requirement of unanimity in jury trials?  

   3.  Lawyers  
 Name the three critical roles a lawyer serves in society. Why have many lawyers and their busi-
ness clients had such conflict in recent years?    

  Organization of the Court System 

    4.  Subject Matter Jurisdiction  
 Mark, a citizen of Georgia, was crossing a street in Atlanta when he was struck by a car 
driven by David, a citizen of New York visiting Atlanta. The car was owned by David’s 
employer, a Delaware corporation that has its principal place of business in Atlanta, Georgia. 
Mark sues both David and the corporation in federal district court in Atlanta alleging dam-
ages in the amount of $500,000. Does the court have subject matter jurisdiction? Why or 
why not?  

   5.  State Courts  
 What role do reviewing or appellate courts play in the judicial process? How do they differ 
from trial courts?  
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   6.  Federal Courts  
 XYZ makes and markets a product that it believes will help control weight by blocking the 
human body’s digestion of starch. The Food and Drug Administration (FDA) has classified the 
product as a drug and orders it removed from the market until it can evaluate its use through 
testing. XYZ disputes the FDA’s action and seeks to bring suit in the federal courts. Will the fed-
eral courts have jurisdiction to hear the case? Why or why not?  

   7.  Decisions by the U.S. Supreme Court  
 Susan files a petition for certiorari in the U.S. Supreme Court following an adverse decision in 
the Illinois Supreme Court on a claim arising under a breach of contract. What chance does 
Susan have of the Supreme Court granting the petition? What special circumstances would she 
need to show?    

  The Power of Judicial Review 

    8.  Judicial Restraint  
 Define the power of judicial review. How do advocates of judicial restraint exercise that power?  

   9.  Judicial Activism  
 Define judicial activism. Compare and contrast judicial restraint and judicial activism.  

   10. A Sample U.S. Supreme Court Case  
Why are concurring and dissenting opinions important?

   11.  The Nature of the Judicial Process  
 What are the forces that Justice Cardozo says shape the judicial process? How is the law made? 
In light of the liberal versus conservative divisions in the courts, are Cardozo’s observations still 
relevant?     

      1.  You have spent the past four weeks away from work serving as a juror in a case 

deciding whether a pharmaceutical company should be held liable for the heart attack 

of  a woman who took its painkiller, Oxxy-1. The lengthy case has taken a toll on your pro-

fessional career, and you have many unanswered questions as jury deliberations begin.

    • Where does your duty lie in serving on a jury?  

   • Are you protected against adverse employment action by your firm for missing 

work to serve on a jury?  

   • How do you reconcile the woman’s prior heart palpitations from years ago with her 

recent attack? Was her heart already compromised before she began taking the 

painkiller Oxxy-1?  

   • Why didn’t the pharmaceutical company withdraw the painkiller from the market at 

the first sign of  a problem?     

    2.  You are the president of  a large corporation which is in the business of  manufactur-

ing, among other things, chemical products used to eradicate termites. You have just 

reviewed a confidential report, prepared by one of  your top scientists, questioning the 

effectiveness of  the product and the claims your business has been making to homeown-

ers, pesticide treatment firms, and the general public. You have heard rumors that a law-

suit will be filed shortly against your corporation claiming that this product is ineffective.

   Who should you turn to for advice?  

  Should you destroy the report?  

  In which court can a lawsuit be filed?  

  If  you lose the lawsuit at trial, can you appeal?                               

business discussion
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expanded business 
discussions
The last item in each chapter are sce-
narios designed to stimulate conversa-
tion among students allowing them to 
review and apply the material within the 
chapter.

review questions and 

problems
Following the text of  each chapter 
is a series of  questions and prob-
lems. These are tied to the sec-
tions of  each chapter and serve 
as an overview of  the material 
covered.
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xiv

support materials

Instructor’s Resource Manual

This manual consists of  the teaching outline section, transparency masters, a case brief  supple-
ment, and video guide. The teaching outline section makes up the bulk of  this Instructor’s Man-
ual, which is organized by text chapter. This section corresponds with the headings in the text, 
and typically includes suggestions on points of  emphasis, answers to the case questions that 
appear within each chapter of  the text, cases for discussion, and additional matters for discus-
sion. Each chapter of  this manual also includes a list of  references that might be useful second-
ary sources of  information; and suggested answers to all case questions and responses to the 
end-of-chapter review questions. The Case Brief  section of  the Instructor’s Manual contains a 
brief  of  each edited case found in the text. For ease of  use, the briefs are numbered by chapter 
in the order they appear in the text. There is a reference to the page in the text where the edited 
case appears. The tear-out format of  this supplement allows instructors to remove any material 
and incorporate it into their lecture notes.

Test Bank

Instructors can test students’ mastery of  concepts as the instructors create exams with 
the use of  this Test Bank. Organized by chapter, the Test Bank contains multiple choice, true/
false, and essay questions. Many of  the questions have been modified to correspond with the 
text’s revision. Answers immediately follow each question, along with page references and cor-
responding Learning Objectives.

EZ Test

McGraw-Hill’s flexible and easy-to-use electronic testing program allows instructors to create 
tests from book-specific items. It accommodates a wide range of  question types, and instructors 
may add their own questions. Multiple versions of  the test can be created, and any test can be 
exported for use with online course management systems. EZ Test Online allows you to adminis-
ter EZ Test-created exams and quizzes online. The test bank includes true/false, multiple choice, 
and essay questions, with answers, page references, and level coding.

PowerPoint Presentation

The PowerPoint Presentation provides detailed lecture outlines for discussing key points and fig-
ures from the book.

Online Learning Center
www.mhhe.com/reed17e

The Online Learning Center (OLC) 
is a website that follows the text 
chapter by chapter. OLC content is 
designed to reinforce and build on 
the text content. As students read 
the book, they can go online to 
take self-grading quizzes and read 
chapter review material.
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You Be the Judge Online

This interactive product features case videos that showcase courtroom 
arguments of  business law cases. These case videos give students 
the opportunity to watch profile interviews of  the plaintiff  and 
defendant, read background information, hear each case, review 
the evidence, make their decisions, and then access an actual, 
unscripted judge’s decision and reasoning. There are also instruc-
tor’s notes available with each video to help prepare you for classroom 
discussion.

McGraw-Hill Connect® Business Law. Less Managing. More Teaching. 
Greater Learning.

McGraw-Hill Connect Business Law is an online assignment and assessment 
solution that connects students with the tools and resources they’ll need to achieve 
success.

McGraw-Hill Connect Business Law helps prepare students for their future by enabling faster 
learning, more efficient studying, and higher retention of  knowledge.

McGraw-Hill Connect Business Law Features. Connect Business Law offers a num-
ber of  powerful tools and features to make managing assignments easier, so faculty can spend 
more time teaching. With Connect Business Law, students can engage with their coursework 
anytime and anywhere, making the learning process more accessible and efficient. Connect 
Business Law offers you the features described below.

Simple Assignment Management. With Connect Business Law, creating assignments is 
easier than ever, so you can spend more time teaching and less time managing. The assignment 
management function enables you to:

 •  Create and deliver assignments easily with selectable end-of-chapter questions and test 
bank items.

 •  Streamline lesson planning, student progress reporting, and assignment grading to make 
classroom management more effi cient than ever.

 •  Go paperless with the eBook and online submission and grading of  student 
assignments.

Smart Grading. When it comes to studying, time is precious. Connect Business Law helps 
students learn more efficiently by providing feedback and practice material when they need it, 
where they need it. When it comes to teaching, your time also is precious. The grading function 
enables you to:

 •  Have assignments scored automatically, giving students immediate feedback on their work 
and side-by-side comparisons with correct answers.

 •  Access and review each response; manually change grades, or leave comments for stu-
dents to review.

 • Reinforce classroom concepts with practice tests and instant quizzes.

pag23858_fm_i-lii.indd   xvpag23858_fm_i-lii.indd   xv 1/12/15   8:49 PM1/12/15   8:49 PM

Final PDF to printer



xvi

Instructor Library. The Connect Business Law Instructor Library is your repository for addi-
tional resources to improve student engagement in and out of  class. You can select and use any 
asset that enhances your lecture. The Connect Business Law Instructor Library includes:

 • Instructor’s Manual

 • PowerPoint Slides

 • Test Bank

 • eBook

Student Study Center. The Connect Business Law Student Study Center is the place for 
students to access additional resources. The Student Study Center:

 • Offers students quick access to lectures, practice materials, eBooks, and more.

 • Provides instant practice material and study questions, easily accessible on the go.

 • Gives students access to the Personalized Learning Plan described below.

Student Progress Tracking. Connect Business Law keeps instructors informed about how 
each student, section, and class is performing, allowing for more productive use of  lecture and 
office hours. The progress-tracking function enables you to:

 •  View scored work immediately and track individual or group performance with assignment 
and grade reports.

 • Access an instant view of  student or class performance relative to Learning Objectives.

 •  Collect data and generate reports required by many accreditation organizations, such as 
AACSB.

Lecture Capture. Increase the attention paid to lecture discussion by decreasing the atten-
tion paid to note taking. For an additional charge Lecture Capture offers new ways for students to 
focus on the in-class discussion, knowing they can revisit important topics later. Lecture Capture 
enables you to:

 • Record and distribute your lecture with a click of  button.

 •  Record and index PowerPoint presentations and anything shown on your computer so it is 
easily searchable, frame by frame.

 • Offer access to lectures anytime and anywhere by computer, iPod, or mobile device.

 •  Increase intent listening and class participation by easing students’ concerns about note-
taking. Lecture Capture will make it more likely you will see students’ faces, not the tops of  
their heads.

McGraw-Hill Connect Business Law

McGraw-Hill reinvents the textbook learning experience for the modern student with  Connect 
Business Law. Connect  Business Law provides the following:

 • An integrated eBook, allowing for anytime, anywhere access to the textbook.

 •  Dynamic links between the problems or questions you assign to your students and the 
location in the eBook where that problem or question is covered.

 •  A powerful search function to pinpoint and connect key concepts in a snap.

In short, Connect Business Law offers you and your students powerful tools and features that 
optimize your time and energies, enabling you to focus on course content, teaching, and student 
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learning. Connect Business Law also offers a wealth of  content resources for both instructors 
and students. This state-of-the-art, thoroughly tested system supports you in preparing students 
for the world that awaits.

For more information about Connect, go to www.mcgrawhillconnect.com, or contact your 
local McGraw-Hill sales representative.

Tegrity Campus: Lectures 24/7

Tegrity Campus is a service that makes class 
time available 24/7 by automatically capturing 
every lecture in a searchable format for students 
to review when they study and complete assign-

ments. With a simple one-click start-and-stop process, you capture all computer screens and 
corresponding audio. Students can replay any part of  any class with easy-to-use browser-based 
viewing on a PC or Mac.

Educators know that the more students can see, hear, and experience class resources, 
the better they learn. In fact, studies prove it. With Tegrity Campus, students quickly recall key 
moments by using Tegrity Campus’s unique search feature. This search helps students 
efficiently find what they need, when they need it, across an entire semester of  class 
recordings. Help turn all your students’ study time into learning moments immediately supported 
by your lecture.

To learn more about Tegrity watch a two-minute Flash demo at 
http://tegritycampus.mhhe.com.

Assurance of  Learning Ready

Many educational institutions today are focused on the notion of  assurance of  learning, an 
important element of  some accreditation standards. The Legal and Regulatory Environment of  
Business 17e is designed specifically to support your assurance of  learning initiatives with a 
simple, yet powerful solution.

Each test bank question for The Legal and Regulatory Environment of  Business 17e 
maps to a specific chapter learning outcome/objective listed in the text. You can use our 
test bank software, EZ Test and EZ Test Online, or in Connect Business Law to easily query 
for learning outcomes/objectives that directly relate to the learning objectives for your 
course. You can then use the reporting features of  EZ Test to aggregate student results in 
similar  fashion, making the collection and presentation of  assurance of  learning data 
simple and easy.

AACSB Statement

The McGraw-Hill Companies is a proud corporate member of  AACSB International. 
Understanding the importance and value of  AACSB accreditation, The Legal and Regula-
tory Environment of  Business 17e recognizes the curricula guidelines detailed in the AACSB 
standards for business accreditation by connecting selected questions in the text and the test 
bank to the six general knowledge and skill guidelines in the AACSB standards.

The statements contained in The Legal and Regulatory Environment of  Business 17e are 
provided only as a guide for the users of  this textbook. The AACSB leaves content coverage and 
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assessment within the purview of  individual schools, the mission of  the school, and the faculty. 
While The Legal and Regulatory Environment of  Business 17e and the teaching package make 
no claim of  any specific AACSB qualification or evaluation, we have within The Legal and Regula-
tory Environment of  Business 17e labeled selected questions according to the six general knowl-
edge and skills areas.

McGraw-Hill Customer Care Contact Information

At McGraw-Hill, we understand that getting the most from new technology can be 
challenging. That’s why our services don’t stop after you purchase our products. You can 
e-mail our Product Specialists 24 hours a day to get product-training online. Or you can 
search our knowledge bank of  Frequently Asked Questions on our support website. For 
 Customer Support, call 800-331-5094, e-mail hmsupport@mcgraw-hill.com, or visit 
www.mhhe.com/support. One of  our Technical Support Analysts will be able to assist you in 
a timely fashion.

Craft your teaching resources to match the way you teach! With McGraw-Hill Create™, 
www.mcgrawhillcreate.com, you can easily rearrange chap-
ters, combine material from other content sources, and quickly 
upload content you have written like your course syllabus or 
teaching notes. Find the content you need in Create by search-
ing through thousands of  leading McGraw-Hill textbooks. 

Arrange your book to fit your teaching style. Create even allows you to personalize your 
book’s appearance by selecting the cover and adding your name, school, and course infor-
mation. Order a Create book and you’ll receive a complimentary print review copy in 3–5 
business days or a complimentary electronic review copy (eComp) via e-mail in about one 
hour. Go to www.mcgrawhillcreate.com today and register. Experience how McGraw-Hill 
Create empowers you to teach your students your way.

McGraw-Hill Higher Education and Blackboard Have Teamed Up

What does this mean for you?

 1.  Your life, simplifi ed. Now you and your students can access McGraw-Hill’s Connect 
and Create right from within your Blackboard course—all with one single sign-on. Say 
goodbye to the days of  logging in to multiple applications.

 2.  Deep integration of  content and tools. Not only do you get single sign-on with 
Connect and Create, you also get deep integration of  McGraw-Hill content and content 
engines right in Blackboard. Whether you’re choosing a book for your course or building 
Connect assignments, all the tools you need are right where you want them—inside of  
Blackboard.

 3.  Seamless grade books. Are your tired of  keeping multiple grade books and manually 
synchronizing grades into Blackboard? We thought so. When a student completes an inte-
grated Connect assignment, the grade for that assignment automatically (and instantly) 
feeds your Blackboard grade center.
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 4.  A solution for everyone. Whether your institution is already using Blackboard or you just want 
tor try Blackboard on your own, we have a solution for you. McGraw-hill and Blackboard can 
now offer you easy access to industry leading technology and content, whether your campus 
hosts it, or we do. Be sure to ask your local McGraw-Hill representative for details.

xix
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1

Part

I
n the twenty-first century, business manag-
ers who understand how to handle legal 
challenges will be in a position to use law 

to their strategic advantage. As President John 
Adams said that the United States is a nation “of 
law.” Certainly, law is all around us. The news 
media are full of stories about law, and many of 
our most popular television programs concern 
lawyers, courts, and law enforcement. Law sur-
rounds how we buy and sell things, when we can 
drive a car and vote, and who we can see for 
many licensed services. Law taxes and punishes 
us as well as grants rights and privileges. Mar-
riage and divorce apply rules of law, and even 
birth and death have legal significance. The con-
duct of modern business is hardly possible with-
out the support of law, and everything you own 
is yours because of law. Part One of this book 
helps you understand the legal foundations for 
business.

Chapter 1 emphasizes the importance of 
understanding the fundamental role of law 
for business. The chapter explains that there 
are understandable organizing principles to 
the legal system, and it asserts that these prin-
ciples—law, the rule of law, and property—
provide a necessary foundation for successful 
modern business. Chapter 1 also covers the 
concepts of jurisprudence, explains the sources 
of law, sets out various classifications of law, 

identifies legal sanctions, and introduces the 
concept of corporate governance. A good 
part of what you do in this course is to learn 
a legal vocabulary. Even more important, you 
must then learn to apply it. Chapter 1 gets this 
important process under way.

Chapter 2 emphasizes that the social basis 
of legal rules in a democracy are the tradi-
tional values, morals, and ethics of society. In a 
democracy, law is a very significant expression 
of society’s moral beliefs and concerns. Law 
often prohibits behavior that we consider mor-
ally wrong and permits or tolerates customary 
behaviors. In business, ethical issues frequently 
concern property relationships between employ-
ees and employers, between management and 
business owners, and between businesses and 
society. Chapter 2 looks at two ethical systems: 
formalism and consequentialism. It then exam-
ines various sources of values for business eth-
ics, including legal regulation, professional and 
organizational codes of ethics, and individual 
values. It also suggests an approach to individual 
ethics in business organizations. 

The next three chapters address dispute res-
olution, by explaining the U.S. court system, as 
well as the process of litigation and alternative 
dispute resolution mechanisms. Learning about 
the court system and ways to resolve disputes 
will help you understand how business can use 

Introduction: Legal Foundations 
for Business

ONE
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the law strategically. Also, as you read law-related 
news, these basic concepts are fundamental to 
grasp how and why a company resolves disputes. 

Chapter 3 explains the court system, iden-
tifying key players: judges, jurors, and lawyers. 
Each plays a distinct and important role. This 
chapter also sets forth the organization of the 
state and federal court systems, including the 
appellate courts. This chapter also includes a 
guided reading of the text’s first court opinion, 
the U.S. Supreme Court case National Federa-
tion of Independent Business v. Sebelius, which 
decided the constitutionality of the Patient Pro-
tection and Affordable Care Act. 

Chapter 4 focuses on how civil cases move 
through the court system in a process known 
as litigation. This chapter describes how the fil-
ing of a complaint commences cases and then 
explains all of the other pleadings that can be 
filed, as well as all of the pretrial discovery pro-
cedures and motions. The chapter concludes 
with information about the stages of a trial and 
any posttrial appeals. 

There are many drawbacks to litigation, and 
Chapter 5 illustrates alternative ways to resolve 
disputes. This chapter explains different negotiat-
ing techniques to settle disputes. It also demon-
strates the key differences between mediation and 
arbitration. Although both use a neutral third 
party to assist in resolving the dispute, they have 
significantly different features, which are impor-
tant to know before agreeing to resolve a dispute. 

Chapter 6, the final chapter in Part One, 
discusses the U.S. Constitution and constitu-
tional guarantees relevant to business, including 
First Amendment protections, due process, and 
equal protection. This chapter also explains the 
significance of the Commerce Clause. Decisions 
involving the Commerce Clause have played a 
major role in defining how business works in the 
United States. This clause has a rich history of 
empowering the federal government’s authority 
to regulate business. As such, understanding the 
role of administrative agencies in carrying out 
that will is critical. 

Taken together, these chapters introduce 
readers to the legal foundations for business. 
The following section makes suggestions about 
the best way to read and study The Legal and 
Regulatory Environment of Business. 

How to Study This Textbook
To read this textbook we highly recommend a 
certain method called Survey, Question, Read, 
Recite, Review (SQ3R). SQ3R is much more 
effective than simply starting at the beginning 
of a chapter and reading straight through to the 
end. But it should not take much longer than 
reading straight through.

If you are allowing two hours for the reading 
of a chapter, first take no more than five or six 
minutes and “survey” the chapter. Flip through the 
chapter and look at all of the main headings and 
subheadings of the sections, perhaps also looking 
at the first sentences of several paragraphs in each 
section. In surveying you are not trying to learn or 
even understand the material but rather to get an 
idea of what the chapter is about.

After surveying the material, develop a “ques-
tion” for each section as you read. If the section 
heading says “Why Nations Are Economically 
Weak or Strong,” turn the heading into a ques-
tion, like “Why are some nations economically 
weak and others economically strong?” Then 
“read” the section with the purpose of answering 
your question. When you finish reading, “recite” 
aloud or silently to yourself the answer to the 
question.

The last “R” refers to “review.” Spend the 
last 10 minutes of your study time reviewing the 
chapter. A good way to do this is to go back to 
your questions and answer them again. If you 
will study by this method, we guarantee more 
effective results than if you simply read the chap-
ter straight through. We have included a longer 
explanation of SQ3R as Appendix 1 in the back 
of the book, along with an explanation of the 
case briefing system, which you may need begin-
ning with Chapter 3. •

2
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Learning Objectives

In this chapter you will learn:

 1-1. To understand that laws and regulations are fundamental founda-
tions for business.

 1-2. To explain that “property” in the law refers not to something that is 
owned but to the right of ownership itself, which gives incentive for 
wealth creation.

 1-3. To analyze why stare decisis is different in common law nations 
than in civil law nations.

 1-4. To classify what legal sources lawyers turn to in answering legal 
questions from their clients and the hierarchy of those sources.

Law as a Foundation 
for Business1
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5

with a number of objectives in mind, including 

creating a learning environment in which you 

will gain: 

• The legal vocabulary to communicate with 

lawyers and business colleagues about areas 

of the law in a sophisticated manner.

• The ability to identify legal issues potentially 

relevant to a particular business situation.

• The judgment to make sound business deci-

sions to prevent legal disputes.

Introduction

An understanding of the importance of 

the legal environment of business is 

essential to appreciate the role of law 

as the foundation for business practice in a pri-

vate market system. Learning about the law is 

essential to understanding how the law can be 

used for strategic advantage and to developing 

sustainable business practices. This text and its 

accompanying electronic features are designed 
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6 PART 1 Introduction: Legal Foundations for Business

• The knowledge to determine legal issues that require advice from counsel.
• The foundation to act as a sophisticated consumer of legal services.

As you read this book, consider the impact of the law on business. This 
chapter provides a basic overview of the law, helping you understand the 
common classifications and sources of law. Many examples are provided 
throughout the chapters to underscore the relevance of the law for business. 

If  there was ever a question about the toll that wrongdo-

ing can take on a company, it was addressed by Jamie 

Dimon, CEO of  JPMorgan Chase & Co. In a 30-page 

letter to shareholders in 2014, Dimon addressed the 

ramifications of  the bank’s legal cases with multiple 

government agencies, stating that the previous year 

was “the most painful, difficult, and nerve wracking 

experience that I have ever dealt with professionally.” 

At that time, the company had already spent more than 

$20 billion to settle a range of  cases. 

JPMorgan is in the process of  adding more than 

13,000 employees to handle regulatory compliance 

and risk control, including approximately 8,000 employ-

ees whose primary responsibility is to combat money 

laundering. The company is spending $2 billion to com-

ply with new rules and regulations. 

In the same letter to shareholders, Dimon acknowl-

edged that the company was too self-assured when 

they saw regulators investigating their competitors and 

that they need to be “better listeners and do a better 

job at examining critiques of  others so [they] can learn 

from other people’s mistakes, too.” 

Source: David Henry, “JPMorgan’s Dimon Calls Settling Legal Issues 
‘Nerve Wracking,’” Reuters (April 9, 2014).

sidebar 1.1

JPMorgan Chase & Co.’s Massive Legal Liability

 WHY LAW AND REGULATIONS ARE FUNDAMENTAL 
FOUNDATIONS FOR BUSINESS

In the twenty-first century, it is crucial for companies doing business in the 
United States to be aware of the legal and regulatory landscape. As vividly 
evidenced by the experience of JPMorgan Chase & Co. in Sidebar 1.1, com-
panies must take steps to ensure that they are in full compliance with the 
law to avoid a range of civil and criminal liability. By studying the legal and 
regulatory environment of business, you will gain an understanding of basic 
legal vocabulary and gain the ability to identify problematic situations that 
could result in liability. Moreover, whether you are involved in contract nego-
tiations, the development of intellectual property, or dealing with employees, 
learning the fundamentals of the law will not only help you make informed 
decisions, but also to know when to call an attorney for advice. 

In fact, because of the positive role lawyers can play, they are increasingly 
being asked to join corporate boards. In 2000, only 24 percent of U.S. com-
panies had lawyer directors on their boards, but by 2009, 43 percent did. A 
recent study demonstrated that having lawyer-directors resulted in an average 
9.5 percent increase in firm value. Without question, lawyers on boards can 
help companies navigate a myriad of issues and help manage risk.1 

LO 1-1

1See Lubormi Litov, Simone Sepe and Charles Whitehead, “Lawyers and Fools: Lawyer Directors in 
Public Corporations,” http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2218855 (January 14, 2014). 

“Privatization without 

necessary institutional 

infrastructure [such as 

law] in the transition 

countries led to asset 

stripping rather than 

wealth creation.”

–Joseph E. Stiglitz, 

economist
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 CHAPTER 1 Law as a Foundation for Business 7

Law, the Rule of Law, and Property

Three concepts establish a necessary framework for the most effectively func-
tioning market in the modern nation: law, the rule of law, and property. Note 
how they connect to each other.

LAW

In the last 10,000 years, human society has moved from roving bands of 
hunter-gatherers to large modern nations with populations in the hundreds of 
millions. The social forces that hold together societies range from custom and 
religion to law and economic ties. In the modern nation, however, the most 
significant of the social forces is  law because law can glue together diverse 
peoples of different backgrounds into very large, organized groups. Law is 
known by everyone as being intended to tell members of society what they can 
or cannot do. Strangers to a society may not understand or appreciate complex 
and subtle customs of behavior, but they can observe the formal laws govern-
ing what kinds of activities are permitted and prohibited in society. Lawyers, 
judges, and other trained interpreters of the rules can help them in this process.

A simple definition of law follows:

 • Law is made up of rules.
 • These rules are laid down by the state and backed up by enforcement.

Law is a formal social force, meaning that laws come from the state and 
are usually written down and accessible so those who need to understand and 
obey them can. To maintain order in society, adequate enforcement institu-
tions such as courts and the police are a necessary part of the legal system. 
As countries such as China are finding out, written laws mean little unless 
they can be promptly and fairly enforced. Without adequate enforcement, 
resources can be taken from those who have them, and agreements can be 
disregarded. The certainty and trust necessary to make complex, long-term 
business arrangements are absent. People must spend much of their time 
guarding their resources rather than developing them.

THE RULE OF LAW

In a modern nation, law is important to implement either the commands of a 
dictator or the will of the people in a democracy. However, only in democra-
cies is there true concern for the rule of law, which goes beyond merely think-
ing of law as governmental commands backed up by force. Under the  rule of 

law, laws that are made are generally and equally applicable. They apply to all 
or most members of society and they apply to various groups in the same way.

Under the rule of law, law applies to lawmakers as well as to the rest of 
society. Thus, lawmakers have an incentive to make laws that benefit every-
one. Rule-of-law nations adopt laws supporting the private market because it 
is in everyone’s interest, including the lawmakers’.

In today’s international business environment, more and more voices are 
calling for the rule of law. The secretary-general of the United Nations says that 
“without confidence based on the rule of law; without trust and transparency—
there could be no well-functioning markets.” The managing director of the 

The first known written 

set of  laws was the 

Code of   Hammurabi, 

named after the 

Babylonian king of  the 

 eighteenth century BC.

“Without the rule of  

law, major economic 

institutions such as 

corporations, banks, 

and labor unions would 

not function, and the 

government’s many 

involvements in the 

economy—regulatory 

mechanisms, tax sys-

tems, customs struc-

ture, monetary policy, 

and the like—would be 

unfair, inefficient, and 

opaque.”

–ThomasCarothers, 

Director, Democracy 

and Rule of Law Proj-

ect, Carnegie Endow-

ment for International 

Peace
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8 PART 1 Introduction: Legal Foundations for Business

International Monetary Fund asserts that “high quality” economic growth 
depends “in particular on the rule of law” which is a “lodestar for all coun-
tries.” Observes the managing director of JPMorgan Chase: “An environment 
in which courts cannot be relied upon to adhere to the rule of law is an envi-
ronment in which businesses will be reluctant to invest and in which develop-
ment will be stunted.” He calls the rule of law “a cornerstone of free trade.”

Unfortunately, the rule of law is an ideal rather than a complete fact in 
even the most democratic nation. Special interest groups attempt to persuade 
lawmakers to benefit these groups at the expense of others. And it is not 
always clear what it means to apply laws generally and equally. Still, in a 
democracy well-educated voters who understand the importance of the rule 
of law can hold to account lawmakers who excessively favor special interests. 
Judges also play a vital role in maintaining the rule of law. (See Sidebar 1.2.)

Almost all wealthy countries embrace the rule of law; for example, most 
European countries. Article 6 of the Treaty on European Union, called the 
Maastricht Treaty, says the EU is “founded” on “the rule of law.” There are 
no countries with strong, diverse economies that do not have the rule of law. 
As former President Eisenhower warned, “The clearest way to show what the 
rule of law means to us in everyday life is to recall what has happened when 
there is no rule of law.”

“While economic 

growth can occur in 

the short run with auto-

cratic regimes, long-

run economic growth 

entails the development 

of  the rule of  law.”

–Douglas C. North, 

acceptance speech 

for the Nobel Prize in 

Economics, 1993

Before someone can become a justice of  the U.S. 

Supreme Court, the president must nominate and the 

U.S. Senate must confirm that person. The Senate must 

also confirm the president’s choice to be chief  justice. 

During the confirmation, the senators always ask ques-

tions about the rule of  law. Here is how Chief  Justice 

John Roberts responded to a confirmation question 

about the rule of  law.

Somebody asked me . . . , “Are you going to be on the side 

of  the little guy,” he said. And you obviously want to give an 

immediate answer, but, as you reflect on it, if  the Constitu-

tion says that the little guy should win, the little guy’s going 

to win in court before me. But if  the Constitution says that 

the big guy should win, well, then the big guy’s going to win, 

because my obligation is to the Constitution.

Compare Chief  Justice Roberts’ statement to 

a similar observation made by former Chief  Justice 

 Warren E. Burger: “Judges rule on the basis of  law, and 

not public opinion, and they should be totally indifferent 

to the pressures of  the times.”

sidebar 1.2

The Chief Justice and the Rule of Law

PROPERTY

The third concept necessary for a successful private market in the modern 
nation is  property. In a dictionary, property has two common meanings: 
(1) something that is owned, and (2) ownership. We will be using the word in 
its second definition as “ ownership.” In law the word “property” (or “own-
ership”) means the right to turn to public authorities like the police or the 
courts to help you keep others from interfering with what you own. Property 
is a legal fence that keeps others out without your permission. It allows you 
to exclude others from something without your permission.

LO 1-2

Property is a legal 

right that allows you 

to exclude others from 

your resources. 
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 CHAPTER 1 Law as a Foundation for Business 9

Three types of ownership fences are

 • Public property, which applies to public resources owned by the gov-
ernment (or “state”) like roads, public buildings, public lands, and 
monuments.

 • Private property, which applies to resources that you own as an individual.
 • Common property, which applies to resources like land that more than 

one individual owns jointly.

So important is the right of private property that in this book we often 
just refer to private property as “property.” We will specifically say “public 
property” or “common property” if we mean those applications of exclusion-
ary right.

It is through the law of property that individuals and business organiza-
tions can possess, use, and transfer their private resources. The enforcement 
of the property right under the rule of law gives people incentive to develop 
the resources they own and a property-based legal system that enables such 
control by allowing people to exclude others from interfering with what 
their efforts produce. The exclusionary right of property provides a basis for 
the private market and modern business. Scholars have traced the economic 
flourishing of Western civilization during the last several hundred years to the 
increasing recognition of the right of property in the nations of the West.

PROPERTY IN ITS BROADEST SENSE

Property can be thought of as the central concept underlying Western legal 
systems. (See Figure  1.1.) Most of the topics discussed in this book relate 
to the exclusionary right of property. Contract law enables an owner to 
exchange resources (Chapters 8 and 9), especially at a future date. Tort law 
compensates owners whose resources are wrongfully harmed by the actions 
of others (Chapter 10). Criminal law punishes those who harm an owner’s 
resources in particular ways, for example, by theft (Chapter 13). The law of 
corporate governance and business organizations identifies how individuals 
can own and use private resources in groups (Chapter 14).

Regulatory law both protects ownership and sets limits on private resource 
use (Chapter 15). Antitrust law forbids owners from monopolizing classes of 
resources and sets rules for how businesses can compete to acquire ownership in 
new resources (Chapter 16). Securities laws regulate the transfer of ownership 
in certain profit-making opportunities (Chapter 17). Environmental law con-
trols how owners can use their resources when creating pollution (Chapter 19). 
Even labor laws and antidiscrimination laws involve property in the sense 
they protect the employees’ right to exclude employers from interfering with 
certain self-ownership interests of the employees (Chapters 20, 21, and 22). 
Finally, a theme of the entire book, corporate governance, specifically con-
cerns the law protecting the owners of a business organization from the 
managers who run it for them. Generally speaking, corporate governance 
also refers to any law regulating and limiting private owners’ productive 
resources and their use.

In its broadest sense, property includes an ownership of individual con-
stitutional and human rights in ourselves that excludes the state from inter-
fering with these rights. Today, we usually call our relationship to these rights 

Do remember that the 

property right gives 

a major incentive to 

develop resources.

Property is the central 

concept of  Western 

legal systems.

To say that you have 

a “right” means that 

legally you can keep 

others from interfering 

with that right. To be 

able to exclude oth-

ers is the essence of  

property.
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