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PR E F A C E

THE TRADITION CONTINUES
The twelfth edition of Business Law and the Regulation
of Business continues the tradition of accuracy, com-
prehensiveness, 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 compre-
hension by today’s students.

Certified Public Accountant
Preparation
This text is designed for use in business law and legal envi-
ronment of business courses generally offered in univer-
sities, colleges, and schools of business and management.
Because of its broad and deep coverage, this text may be
readily adapted to specially designed courses in business
law or the legal environment of business by assigning and
emphasizing different combinations of chapters.

Furthermore, this text covers the following parts of
the CPA Exam: (1) the legal responsibilities and liabil-
ities of accountants section and (2) the corporate gover-
nance portion of the business environment and
concepts section. See the inside back cover of this text
for a listing of the CPA Exam topics covered in this
text as well as the chapters covering each topic.

Uniform CPA Examination
Content Specifications
The American Institute of CPAs (AICPA) Board of
Examiners has approved and adopted content specifica-
tion outlines (CSOs) for the four sections of the new
computer-based Uniform CPA Examination: Auditing
and Attestation, Financial Accounting and Reporting,
Regulation, and Business Environment and Concepts. As
updated, effective January 1, 2016, the CSOs include the
following topics, which are covered in this textbook:

Regulation Section
I. Ethics, Professional, and Legal Responsibilities

A. Legal Duties and Responsibilities [of Accountants]
1. Common law duties and liability to clients

and third parties
2. Federal statutory liability
3. Privileged communications, confidentiality, and

privacy acts
II. Business Law

A. Agency
1. Formation and termination
2. Authority of agents and principals
3. Duties and liabilities of agents and principals

B. Contracts
1. Formation
2. Performance
3. Third-party assignments
4. Discharge, breach, and remedies

C. Uniform Commercial Code
1. Sales contracts
2. Negotiable instruments
3. Secured transactions
4. Documents of title and title transfer

D. Debtor-Creditor Relationships
1. Rights, duties, and liabilities of debtors, cred-

itors, and guarantors
2. Bankruptcy and insolvency

E. Government Regulation of Business
1. Federal securities regulation
2. Other federal laws and regulations (antitrust,

copyright, patents, labor, and employment)
F. Business Structure (Selection of a Business Entity)

1. Advantages, disadvantages, implications, and
constraints

2. Formation, operation, and termination
3. Financial structure, capitalization, profit and

loss allocation, and distributions
4. Rights, duties, legal obligations, and authority

of owners and management

xix
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Business Environment and Concepts
Section
I. Corporate Governance

A. Rights, Duties, Responsibilities, Authority, and
Ethics of the Board of Directors, Officers, and
Other Employees

For more information, visit www.cpa-exam.org.

Business Ethics Emphasis
The Chapter 2 Business Ethics case studies require stu-
dents to make the value trade-offs that confront busi-
nesspeople in their professional lives. (We gratefully
acknowledge the assistance of James Leis in writing the
Mykon’s Dilemma case.) Two-thirds of the chapters also
contain an Ethical Dilemma, which presents a manage-
rial situation involving ethical issues. A series of ques-
tions leads students 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, taxation, and business law, Widener Univer-
sity, and Gregory P. Cermignano, associate professor of
accounting and business law, Widener University. In
addition, to provide further application of ethics in dif-
ferent business contexts, an ethics question follows many
cases. These questions are designed to encourage stu-
dents to consider the ethical dimensions of the facts in
the case or of the legal issue invoked by the facts.

NEW TO THIS EDITION
• Going Global. A Going Global feature has been

added to fifteen chapters (Chapters 1, 3, 6, 9, 15, 19,
20, 27, 30, 34, 38, 39, 40, 41, and 42), thus integrat-
ing international business law content throughout the
text. This feature enables students to consider the
international aspects of legal issues as they are cov-
ered. The International Business Law chapter (Chap-
ter 46) has been retained in its entirety.

• Up-to-Date and Expanded Coverage. The 2012
amendments to Uniform Commercial Code (UCC) Ar-
ticle 4A has been added to Chapter 27. Coverage of
limited liability companies has been updated and
expanded in Chapter 32. Coverage of benefit corpora-
tions has been added in Chapter 33. Coverage of sure-
tyship in Chapter 37 has been updated and expanded.
The Employment Law chapter (Chapter 41) covers
the Genetic Information Nondiscrimination Act. The
chapter on Securities Regulation (Chapter 39) covers
the U.S. Securities and Exchange Commission’s new

Regulation A and new disclosure rules clarifying how
companies can use social media to disseminate infor-
mation. The Intellectual Property chapter (Chapter
40) includes the changes made by the Foreign and
Economic Espionage Penalty Enhancement Act of
2012 to the Economic Espionage Act of 1996. The
Environmental Law chapter (Chapter 45) includes
coverage of the EPA’s regulation of greenhouse gases.
The International Business Law chapter (Chapter 46)
covers the United Nations Convention on the Law of
the Sea (UNCLOS).

• New Cases. Twenty-nine legal cases are new to
this edition. (See Table of Cases.) The new cases
include recent U.S. Supreme Court decisions such as
Nitro-Lift Technologies, L.L.C. v. Howard; Perez v.
Mortgage Bankers Ass’n.; Omnicare, Inc. v. Laborers
District Council Construction Industry Pension Fund;
Harris v. Viegelahn; Association for Molecular
Pathology v. Myriad Genetics, Inc.; Vance v. Ball
State University; Environmental Protection Agency v.
EME Homer City Generation, L. P.; and Republic of
Argentina v. NML Capital, Ltd.

• Coverage of Recent U.S. Supreme Court Decisions.
The Constitutional Law chapter (Chapter 4) discusses
recent U.S. Supreme Court’s decisions in the cases
challenging the constitutionality of (1) the Defense of
Marriage Act, (2) a federal statute restricting how
much money an individual donor may contribute in
total to all candidates or committees during a politi-
cal cycle, (3) Michigan’s constitutional amendment
banning affirmative action in admissions to the
state’s public universities, and (4) states’ refusal to
license a marriage between two people of the same
sex and to recognize a marriage between two people
of the same sex when their marriage was lawfully li-
censed and performed out of state. The Administra-
tive Law chapter (Chapter 5) discusses the Supreme
Court case making the Patient Protection and Afford-
able Care Act’s tax credits available in those states
that have a Federal Exchange. The Employment Law
chapter (Chapter 41) covers the Supreme Court case
holding that in disparate-treatment claims, an
employer may not make an applicant’s religious prac-
tice, confirmed or otherwise, a factor in employment
decisions.

• Coverage of Restatement of Restitution. Chapters 9,
11, 13, 14, 15, 17, 18, and 50 cover the new Restate-
ment (Third) of Restitution and Unjust Enrichment.

• Additional End-of-Chapter Question and Case
Problems. Almost all of the chapters include one or
more new questions and/or case problems.

xx Preface
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KEY FEATURES

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 land-
mark cases. All of the cases have the facts and decisions
summarized for clarity and the opinions edited to pre-
serve the language of the court. Each case is followed by
an interpretation, which explains the significance of the
case and how it relates to the textual material.

Case Critical Thinking Questions
Each case is also followed by a critical thinking ques-
tion to encourage students to examine the legal policy
or reasoning behind the legal principle of the case or to
apply it in a real-world context.

Ample Illustrations
We have incorporated more than 220 classroom-tested
figures, tables, diagrams, concept reviews, and chapter
summaries. The figures, tables, and diagrams help stu-
dents conceptualize the many abstract concepts in the
law. The Concept Reviews not only summarize prior
discussions but also indicate relationships between dif-
ferent legal rules. Moreover, each chapter ends with a
summary in the form of an annotated outline of the
entire chapter, including key terms.

Applying the Law
In a number of chapters, we have included a feature
that provides a systematic legal analysis of a single con-
cept presented in that chapter. It begins with the facts
of a hypothetical case, followed by 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 Olaz�abal, University of Miami,
for her contribution in preparing this feature.

Business Law in Action
A number of chapters include a scenario that illustrates
the application of legal concepts in the chapter to busi-
ness situations that commonly arise. We wish to
acknowledge and thank Professor Ann Olaz�abal, Uni-

versity of Miami, for her contribution in preparing this
feature.

Practical Advice
Each chapter contains a number of statements that
illustrate how legal concepts covered in that chapter
can be applied to common business situations.

Chapter Outcomes
Each chapter begins with a list of learning objectives
for students.

Enhanced Readability
To improve readability throughout the text, all
unnecessary “legalese” has been eliminated, while nec-
essary legal terms have been printed in boldface and
clearly defined, explained, and illustrated. Each chapter
is carefully organized with sufficient levels of subordi-
nation to enhance the accessibility of the material. The
text is enriched by numerous illustrative hypothetical
and case examples that help students relate material to
real-life experiences.

Classroom-Proven End-of-
Chapter Materials
Classroom-proven questions and case problems appear
at the end of the chapters to test students’ understand-
ing of major concepts. We have used the questions
(based on hypothetical situations) and the case prob-
lems (taken from reported court decisions) in our own
classrooms and consider them excellent stimulants to
classroom discussion. Students, in turn, have found the
questions and case problems helpful in enabling them
to apply the basic rules of law to factual situations.

Taking Sides
Each chapter—except Chapters 1 and 2—has an end-of-
chapter feature that requires students to apply critical
thinking skills to a case-based fact situation. Students
are asked to identify the relevant legal rules and develop
arguments for both parties to the dispute. In addition,
students are asked to explain how they think a court
would resolve the dispute.

Pedagogical Benefits
Classroom use and study of this book should provide
students with the following benefits and skills:

1. Perception and appreciation of the scope, extent,
and importance of the law.

Preface xxi

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s). 
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



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

3. Knowledge of the function and operation of courts
and government administrative agencies.

4. 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.

5. Development of analytical skills and reasoning power.

ADDITIONAL COURSE TOOLS

MindTap
New for Business Law and the Regulation of Business,
Twelfth Edition, MindTap is a personalized teaching ex-
perience with relevant assignments that guide students
to analyze, apply, and improve thinking, allowing you
to measure skills and outcomes with ease. Personalized
teaching becomes yours through a pre-built Learning Path
designed with key student objectives and your syllabus in
mind. The customizable online course allows you to con-
trol what students see and when they see it. Relevant read-
ings, multimedia, and activities within the learning path
intuitively guide students up the levels of learning to (1)
Prepare, (2) Engage, (3) Apply and (4) Analyze business
law content. These activities are organized in a logical pro-
gression to help elevate learning, promote critical thinking
skills and produce better outcomes. Analytics and reports
provide a snapshot of class progress, time in course,
engagement and completion rates.

Instructors can personalize the experience by custom-
izing authoritative Cengage Learning content and learn-
ing tools. MindTap offers instructors the ability to add
their own content in the Learning Path with apps that
integrate into the MindTap framework seamlessly with
Learning Management Systems (LMS).

Instructor’s Resources
Access instructor resources by going to login.cengage.
com, logging in with your faculty account username
and password, and searching ISBN 9781305509559 to
add instructor resources to your account “Bookshelf.”

• The Instructor’s Manual prepared by Richard A.
Mann, Barry S. Roberts, and Beth D. Woods con-
tains chapter outlines; teaching notes; answers to the
Questions and Case Problems, and Taking Sides;
and part openers that provide suggested research
and outside activities for students.

• PowerPointVR Slides clarify course content and guide
student note-taking during lectures.

• The Test Bank contains thousands of true/false,
multiple-choice, and essay questions. The questions
vary in levels of difficulty and meet a full range of
tagging requirements so that instructors can tailor
their testing to meet their specific needs.

• Cengage Learning Testing Powered by Cognero is
a flexible, online system that allows you to:

• author, edit, and manage test bank content
from multiple Cengage Learning solutions

• create multiple test versions in an instant

• deliver tests from your LMS, your classroom
or wherever you want

Business Law Digital Video
Library
Featuring more than ninety video clips that spark class
discussion and clarify core legal principles, the Business
Law Digital Video Library is organized into five series:
Legal Conflicts in Business (includes specific modern
business and e-commerce scenarios); Ask the Instructor
(presents straightforward explanations of concepts for
student review); Drama of the Law (features classic
business scenarios that spark classroom participation);
Real-World Legal (presents legal scenarios encountered
in real businesses); and Business Ethics in Action
(presents ethical dilemmas in business scenarios). For
more information about the Digital Video Library, visit
www.cengage.com/blaw/dvl.
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C H A P T E R 1

INTRODUCTION TO LAW

The life of the law has not been logic; it has been experience.
OLIVER WENDELL HOLMES, THE COMMON LAW (1881)

C H A P T E R O U T C O M E S

After reading and studying 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
procedural law, (b) public and private law,
and (c) civil and criminal law.

4. Identify and describe the sources of law.

5. Explain the principle of stare decisis.

Law concerns the relations between individuals as
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 phi-
losophy 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 citizens and the lives of many noncitizens as
well. The rights and duties of all individuals, as well as
the safety and security of all people and their property,
depend on the law.

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

either directly or indirectly. Law is, in part, prohibitory:
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 or federal
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 differ-
ent areas of business law by first considering the na-
ture, classification, and sources of law. This will enable
you not only to understand each specific area of law
better but also to understand its relationship to other
areas of law.
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NATURE OF LAW [1-1]
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 continu-
ous striving to develop a workable set of rules that bal-
ance the individual and group rights of a society.

Definition of Law [1-1a]
Scholars and citizens in general often ask a fundamen-
tal 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 Blackstone, on the other hand, defined
law as “a rule of civil conduct prescribed by the
supreme power in a state, commanding 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 r�egime 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
precepts; 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
“systems 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 [1-1b]
At a general level the primary function of law is to
maintain stability in the social, political, and economic
system while simultaneously permitting change. The
law accomplishes this basic function by performing
a number of specific functions, among them dispute

resolution, protection of property, and preservation of
the state.

Disputes, which arise inevitably in any modern soci-
ety, may involve criminal matters, such as theft, or non-
criminal matters, such as an automobile accident.
Because disputes 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 remedies such as revenge.

A second crucial function of law is to protect the
private ownership of property and to assist in the mak-
ing of voluntary agreements (called contracts) regarding
exchanges of property and services. Accordingly, a sig-
nificant portion of law, as well as this text, involves
property and its disposition, including the law of prop-
erty, contracts, 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
political structure and leadership are brought about by
political action, such as elections, legislation, and refer-
enda, rather than by revolution, sedition, and rebellion.

Law and Morals [1-1c]
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
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, the part of the legal circle that does
not intersect the morality circle includes many rules of law
that are completely unrelated to morals, such as the rules
stating that you must drive on the right side of the road
and that you must register 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 provide food to a starving child.

Law and Justice [1-1d]
Law and justice represent separate and distinct con-
cepts. Without law, however, there can be no justice.
Although defining justice is at least as difficult as defin-
ing law, justice generally may be defined as the fair,
equitable, and impartial treatment of the competing
interests and desires of individuals and groups with due
regard for the common good.
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On the other hand, law is no guarantee of justice.
Some of history’s most monstrous acts have been com-
mitted pursuant to “law.” Examples include the actions
of Nazi Germany during the 1930s and 1940s and the
actions of the South African government under apart-
heid from 1948 until 1994. Totalitarian societies often
have shaped formal legal systems around the atrocities
they have sanctioned.

CLASSIFICATION OF LAW [1-2]
Because the subject is vast, classifying the law into cate-
gories 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 classifica-
tion of law.

Basic to understanding these classifications are the
terms right and duty. A right is the capacity of a per-
son, with the aid of the law, to require another person
or persons to perform, or to refrain from performing,
a certain act. Thus, if Alice sells and delivers goods to
Bob for the agreed price of $500 payable at a certain
date, Alice is capable, 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 per-
form, or to refrain from performing, 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.

FIGURE 1-2
Classification of Law

Substantive Law

Procedural Law

Constitutional Law
Criminal Law
Administrative Law

Torts
Contracts
Sales
Commercial Paper
Agency
Partnerships
Corporations
Property 

Public Law

Private LawLaw

FIGURE 1-1
Law and Morals

“Thou shall 
not kill” 

Law
“You must drive
on the right side

of the road”

Morals
“You should not 

silently stand by and 
watch a blind man 

walk off a cliff”
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Substantive and Procedural
Law [1-2a]
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 enforcing those rights that exist by reason of
the substantive law. Thus, procedural law defines the
method by which to obtain a remedy in court.

Public and Private Law [1-2b]
Public law is the branch of substantive law that deals
with the government’s rights and powers and its rela-
tionship to individuals or groups. Public law consists of
constitutional, administrative, and criminal law. Private
law is that part of substantive law governing individu-
als and legal entities (such as corporations) in their rela-
tionships with one another. Business law is primarily
private law.

Civil and Criminal Law [1-2c]
The civil law defines duties, the violation of which con-
stitutes a wrong against the party injured by the viola-
tion. In contrast, the criminal law establishes duties, the
violation of which is a wrong against the whole commu-
nity. Civil law is a part of private law, whereas criminal
law is a part of public 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 defend-
ant’s wrongful conduct. The party bringing a civil action

(the plaintiff) has the burden of proof, which the plain-
tiff must sustain by a preponderance (greater weight) of
the evidence. The purpose of the civil law is to compen-
sate 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 pro-
ceeding brought (prosecuted) by it. The government must
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 com-
parison of civil and criminal law.

SOURCES OF LAW [1-3]
The sources of law in the U.S. legal system are the fed-
eral and state constitutions, federal treaties, interstate
compacts, federal and state statutes and executive
orders, the ordinances of countless local municipal gov-
ernments, the rules and regulations of federal and state
administrative agencies, and an ever-increasing volume
of reported federal 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.

CONCEPT REVIEW 1-1
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

Principal Sanctions Monetary damages
Equitable remedies

Capital punishment
Imprisonment
Fines
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Federal legislation is of great significance as a source of
law. Other federal actions having the force of law are
executive orders by the President and rules and regula-
tions set by federal administrative officials, agencies, and
commissions. The federal courts also contribute consid-
erably to the body of law in the United States.

The same pattern exists in every state. The para-
mount law of each state is contained in its written con-
stitution. (Although a state constitution cannot deprive
citizens of federal constitutional rights, it can guarantee
rights beyond those provided in the U.S. Constitution.)
State constitutions tend to be more specific than the
U.S. Constitution and, generally, have been amended
more frequently. Subordinate to the state constitution
are the statutes enacted by the state’s legislature and

the case law developed by its judiciary. Likewise, rules
and regulations of state administrative 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 ordinan-
ces and resolutions within their respective municipal
areas. See Figure 1-3, which illustrates this hierarchy.

Constitutional Law [1-3a]
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
principles on which our government is founded is that of

FIGURE 1-3
Hierarchy of Law

Treaties Federal Statutes

Federal 
Administrative Law

Federal
Common Law

State
Constitution

State
Statutes

State
Administrative Law

State
Common Law

U.S. Constitution
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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 violates the federal Constitution. Under the
principle of judicial review, the Supreme Court of the
United States determines the constitutionality of all laws.

Judicial Law [1-3b]
The U.S. legal system, a common law system like the sys-
tem first developed in England, relies heavily on the judi-
ciary 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 evidence 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 Eng-
lish-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 enact-
ments (called codes) and an inquisitorial system of
determining disputes. In the inquisitorial system, the ju-
diciary initiates litigation, investigates pertinent facts,
and conducts the presentation of evidence. The civil
law system prevails in most of Europe, Scotland, the
state of Louisiana, the province of Quebec, Latin Amer-
ica, 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
decisis, courts adhere to and rely on rules of law that
they or superior courts relied on and applied in prior sim-
ilar decisions. Judicial decisions thus have two uses: (1) to
determine 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 choos-
ing 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
consequence, in many cases no remedies were provided
because the judges insisted that a claim must fall within
one of the recognized forms of action. Moreover,
courts of common law could provide only limited rem-
edies; the principal type of relief obtainable was a mon-
etary judgment. 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
administered by a court of chancery presided over by
the chancellor. 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 tri-
bunals, 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 avail-
able in a court of equity opened the door to many needed
remedies 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 eq-
uity, 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
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do or refrain from doing a specified act. Another rem-
edy not available elsewhere was reformation, 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 con-
tract, which allowed a party to invalidate a contract
under certain circumstances, was another remedy.

Although courts of equity provided remedies not
available 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. Ves-
tiges of the old division remain, however. For example,
the right to a trial by jury applies only to actions at
law, but not, under federal law and in almost every
state, to suits filed in equity.

See Concept Review 1-2 for a comparison of law
and equity.

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 establish-
ment of the American Law Institute (ALI) in 1923. The
ALI is composed of a distinguished group of lawyers,
judges, and law professors 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.

Currently the ALI is made up of more than 4,300 law-
yers, judges, and law professors.

Regarded as the authoritative statement of the com-
mon law of the United States, the Restatements cover
many important areas of the common law, including
torts, contracts, agency, property, and trusts. Although
not law in themselves, they are highly persuasive, and
courts frequently have used them to support their opin-
ions. Because they provide a concise and clear state-
ment of much of the common law, relevant portions of
the Restatements are relied on frequently in this book.

Legislative Law [1-3c]
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 Frankfurt-
er’s remarks to the New York City Bar in 1947 are
even more appropriate in the twenty-first century:

Inevitably the work of the Supreme Court reflects the great
shift in the center of gravity of law-making. Broadly speak-
ing, the number of cases disposed of by opinions has not
changed from term to term. But even as late as 1875 more
than 40 percent 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 therefore accurate to say that courts
have ceased to be the primary 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 evolu-
tionarily and haphazardly, is not well suited for making
drastic or comprehensive changes. Moreover, while

CONCEPT REVIEW 1-2
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, injunction,
reformation, rescission
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courts tend to be hesitant about overruling prior deci-
sions, 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 dramatic, sweeping, and rel-
atively 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 princi-
pally 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 com-
mercial law, a great diversity developed among the
states and hampered the conduct of commerce on a
national scale. The increased need for greater uniform-
ity 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 Com-
mercial Code (UCC), which was prepared under the
joint sponsorship and direction of the ALI and the Uni-
form Law Commission (ULC), which is also known as
the National Conference of Commissioners on Uniform
State Laws (NCCUSL). All fifty states (although Louisi-
ana has adopted only Articles 1, 3, 4, 5, 7, and 8), the
District of Columbia, and the Virgin Islands have
adopted the UCC.

The ULC has drafted more than three hundred uni-
form laws, including the Uniform Partnership Act, the
Uniform Limited Partnership Act, and the Uniform

Probate Code. The ALI has developed a number of model
statutory formulations, including the Model Code of Evi-
dence, the Model Penal Code, and a Model Land Devel-
opment Code. In addition, the American Bar Association
has promulgated the Model Business Corporation Act.

Treaties A treaty is an agreement between or
among independent nations. The U.S. Constitution
authorizes the President 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 gov-
ernment, not by the states. A treaty signed by the Presi-
dent 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
functions, the President of the United States also has
authority to issue laws, which are called executive
orders. This authority typically derives from specific del-
egation by federal legislation. An executive order may
amend, revoke, or supersede a prior executive order. An
example of an executive order is the one issued by Presi-
dent Johnson in 1965 prohibiting discrimination by fed-
eral contractors on the basis of race, color, sex, religion,
or national origin in employment on any work the
contractor performed during the period of the federal
contract.

The governors of most states enjoy comparable
authority to issue executive orders.

GO I N G GL O B A L

What is the WTO?

Nations have entered into
bilateral and multilateral

treaties to facilitate and regulate
trade and to protect their national
interests. Probably the most impor-
tant multilateral trade treaty is
the General Agreement on Tariffs
and Trade (GATT), which the
World Trade Organization (WTO)
replaced as an international orga-
nization. The WTO officially com-

menced on January 1, 1995, and
has at least 160 members, includ-
ing the United States, accounting
for more than 97 percent of world
trade. (Approximately twenty-five
countries are observers and are
seeking membership.) Its basic pur-
pose is to facilitate the flow of
trade by establishing agreements
on potential trade barriers, such
as import quotas, customs, export

regulations, antidumping restric-
tions (the prohibition against sell-
ing goods for less than their fair
market value), subsidies, and import
fees. The WTO administers trade
agreements, acts as a forum for
trade negotiations, handles trade
disputes, monitors national trade
policies, and provides technical assis-
tance and training for developing
countries.
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