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Preface

This is the Fourteenth UCC Edition (and the twentieth overall
edition) of a business law text that first appeared in 1935.
Throughout its over 70 years of existence, this book has been a
leader and an innovator in the fields of business law and the
legal environment of business. One reason for the book’s
success is its clear and comprehensive treatment of the stan-
dard topics that form the traditional business law curriculum.
Another reason is its responsiveness to changes in these tradi-
tional subjects and to new views about that curriculum. In
1976, this textbook was the first to inject regulatory materials
into a business law textbook, defining the “legal environment”
approach to business law. Over the years, this textbook has also
pioneered by introducing materials on business ethics, corpo-
rate social responsibility, global legal issues, and e-commerce
law. The Fourteenth Edition continues to emphasize change by
integrating these four areas into its pedagogy.

Continuing Strengths

The Fourteenth UCC Edition continues the basic features that
have made its predecessors successful. They include:

« Comprehensive Coverage. We believe that the text continues
to excel both in the number of topics it addresses and the
depth of coverage within each topic. This is true both of the
basic business law subjects that form the core of the book
and also of the regulatory and other subjects that are said to
constitute the “legal environment” curriculum.

 Style and Presentation. This text is written in a style that is
direct, lucid, and organized, yet also relatively relaxed and
conversational. For this reason, we often have been able to
cover certain topics by assigning them as reading without
lecturing on them. As always, key points and terms are em-
phasized; examples, charts, figures, and concept summaries
are used liberally; and elements of a claim and lists of de-
fenses are stated in numbered paragraphs.

« Case Selection. We try very hard to find cases that clearly
illustrate important points made in the text, that should in-
terest students, and that are fun to teach. Except when older
decisions are landmarks or continue to best illustrate par-
ticular concepts, we also try to select recent cases. Our col-
lective in-class teaching experience with recent editions
has helped us determine which of those cases best meet
these criteria.

e AACSB Curricular Standards. The AACSB’s curriculum
standards say that both undergraduate and MBA curricula
should include ethical and global issues; should address
the influence of political, social, legal and regulatory, envi-
ronmental, and technological issues on business; and
should also address the impact of demographic diversity
on organizations. In addition to its obvious emphasis on
legal and regulatory issues, the book contains considerable

material on business ethics, the legal environment for
Vi

international business, and environmental law, as well as
Ethics in Action boxes. By putting legal changes in their
social, political, and economic context, several text chap-
ters enhance students’ understanding of how political and
social changes influence business and the law. For exam-
ple, Chapter 4 discusses the ethical issues of recent years,
and Chapter 43 addresses the credit crunch of 2008-2009 and
options backdating. Chapter 51’s discussion of employment
discrimination law certainly speaks to the subject of work-
place diversity. Finally, the Fourteenth UCC Edition exam-
ines many specific legal issues involving e-commerce and the
Internet.

Features The Fourteenth Edition continues 10 features
introduced by previous editions:

Opening Vignettes precede the chapter discussion in order
to give students a context for the law they are about to study.
Many opening vignettes raise issues that come from the corpo-
rate social responsibility crisis that students have read about the
last few years. Others place students in the position of execu-
tives and entrepreneurs making management decisions and
creating new business.

Ethics in Action boxes are interspersed where ethical issues
arise, asking students to consider the ethics of actions and laws.
The ethics boxes often ask students to apply their learning from
Chapter 4, the chapter on ethical and rational decision making.
The boxes also feature the most important corporate social re-
sponsibility legislation of the last 20 years, the Sarbanes—Oxley
Act of 2002.

Cyberlaw in Action boxes discuss e-commerce and Inter-
net law at the relevant points of the text.

The Global Business Environment boxes address the legal
and business risks that arise in international business transac-
tions, including being subject to the laws of other countries. By
the integration of the global business environment boxes in
each chapter, students are taught that global issues are an inte-
gral part of business decision making.

Log On boxes direct students to Internet sites where they
can find additional legal and business materials that will aid
their understanding of the law.

Online Research Boxes close each chapter by challenging
students to use their Internet research skills to expand their un-
derstanding of the chapter.

Concept Reviews appear throughout the chapters. These
Concept Reviews visually represent important concepts pre-
sented in the text to help summarize key ideas at a glance and
simplify students’ conceptualization of complicated issues.

Cases include the judicial opinions accompanying court de-
cisions. These help to provide concrete examples of the rules
stated in the text, and to provide a real-life application of the
legal rule.

Problem Cases are included at the end of each chapter to
provide review questions for students.
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Key Terms are bolded throughout the text and defined in
the Glossary at the end of the text for better comprehension of
important terminology.

Important Changes
in This Edition

In this edition, there are many new cases, the text has been thor-
oughly updated, and a good number of problem cases have
been replaced with new ones. The cases continue to include
both hypothetical cases as well as real-life cases so that we can
target particular issues that deserve emphasis. The Fourteenth
UCC Edition continues the development of components that
were added to the text’s previous edition. Examples of these
components are as follows:

 Chapter 2 includes a discussion of the new federal rules gov-
erning discovery of electronically stored information.

» The Sarbanes—Oxley Act of 2002 is covered thoroughly. This
important legislation that intends to rein in corporate fraud is
featured prominently in Chapters 4, 43, 45, and 46.

» Chapter 4, “Business Ethics, Corporate Social Responsibil-
ity, Corporate Governance, and Critical Thinking,” contains
a logical exposition of ethical thinking and sections with
guidelines for making ethical decisions and resisting re-
quests to act unethically.

» Chapter 8 includes, as new text cases, recent Supreme Court
decisions on patent law. Chapter 8 also includes new mate-
rial on the Trademark Dilution Revision Act of 2006.

» The contracts chapters integrate e-commerce issues at vari-
ous points. Examples include treatments of the proposed Uni-
form Computer Information Transactions Act in Chapter 9,
shrinkwrap and clickwrap contracts in Chapter 10, and
digital or electronic signatures in Chapter 16.

 Chapter 20 includes a new section on the preemption and regu-
latory compliance defenses in product liability cases, and fea-
tures the Supreme Court’s recent Riegel decision in that section.

e Chapters 35 and 36 cover the new Restatement (Third) of
Agency.

» Chapters 37 to 44 include business planning materials that
help persons creating partnerships, LLPs, corporations,
and other business forms. New materials give practical
solutions that help business planners determine the com-
pensation of partners in an LLP, ensure a return on invest-
ment for shareholders, anticipate management problems
in partnerships and corporations, and provide for the repur-
chase of owners’ interests in partnerships and corporations.

» Chapter 40 gives greater emphasis to the law affecting lim-
ited liability companies and covers the Revised Uniform
Limited Liability Company Act.

» Recent Supreme Court cases, such as Massachusetts v. EPA
(Chapter 52), have been integrated in this edition.

» Materials in Chapter 43 on complying with management
duties give practical advice to boards of directors as well as

consultants and investment bankers assisting corporate
management. These materials help managers make prudent
business decisions.

e Legal and ethical issues arising from the credit crunch of
2008-2009 and options backdating are addressed in Chap-
ter 43. Included is a criminal options backdating case, U.S. v.
Jensen.

e The latest case by Disney shareholders against former CEO
Michael Eisner also is included in Chapter 43.

* Chapter 44 includes a new case, Brodie v. Jordan, in which
the Supreme Court of Connecticut fashioned rights for a mi-
nority shareholder.

e The recent U.S. Supreme Court case, Stoneridge Investment
Partners, LLC v. Scientific-Atlanta, Inc., was added in Chap-
ter 45. The case is the latest on the issue of aiding and abet-
ting under Securities Exchange Act Rule 10b-5.

e The professional liability chapter, Chapter 46, was updated
with three new text cases on issues ranging from liability
for negligent misrepresentation to the definition of scienter
under Rule 10b-5.

e Chapter 46 covers the liability of professionals in general,
with emphasis on investment bankers, securities brokers,
and securities analysts. The chapter is relevant not only to
students studying accounting and auditing, but also to fi-
nance majors and MBA students who will work in the con-
sulting and securities industries.

e Chapter 45 includes recent SEC changes that expand the
communications permitted during registered offerings of
securities.

e Chapter 48 contains new text material discussing recent
amendments to the Consumer Product Safety Act.

e Chapter 49 includes, as a new text case, the recent Leegin de-
cision, in which the Supreme Court held that vertical mini-
mum price-fixing would be treated under the rule of reason
rather than as a per se violation of the Sherman Act.
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A Guided Tour

A New Kind of Business Law

The 14th Edition of Business Law continues to focus on global, ethical, and e-commerce issues affecting
legal aspects of business. The new edition contains a number of new features as well as an exciting new
supplements package. Please take a few moments to page through some of the highlights of this new

edition.

THE RESOLUTION OF
PRIVATE DISPUTES OPENING VIGNETTES

Each chapter begins with an opening vignette that pres-

ictoria Wilson, a resident of 1llinois, wishes to bring an invasion of privacy lawsuit against XYZ Co. ents students with a mix of real-life and hypothetical situ-
‘ ; because XYZ used a photograph of her, without her consent, in an advertisement for one of the company’s . . ) . . .
products. Wilson will seek money damages of $150,000 from XYZ, whose principal offices are located ations and dlSCUSSlOn questlons. These stories pr0v1de a
in New Jersey. A New Jersey newspaper was the only print media outlet in which the advertisement was pub- . . .
lished. However, XYZ also placed the advertisement on the firm’s Web site. This Web site may be viewed by motivational way to open the Chapter and get students in-
anyone with Internet access, regardless of the viewer’s geographic location. .
Consider the following questions regarding Wilson’s case as you read Chapter 2: tereSted mn the chapter content.

Where, in a geographic sense, may Wilson properly file and pursue her lawsuit against XYZ?

Must Wilson pursue her case in a state court, or does she have the option of litigating in federal court?
Assuming that Wilson files her case in a state court, what strategic option may XYZ exercise if it acts promptly?
Regardless of the court in which the case is litigated, what procedural steps will occur as the lawsuit
proceeds from beginning to end?

If Wilson requests copies of certain documents in XYZs files, does X'YZ have a legal obligation to provide
the copies? What if Wilson requests copies of e-mails written by XYZ employees? Is XYZ legally required to
provide the copies? What ethical obligations attend Wilson’s making, and XYZ’s responses to, such requests?

United States v. Jensen

On March 18, 2006, The Wall Street Journal published an article analyzing how some companies were granting stock options
to their executives. According to the article, companies issued a suspiciously high number of options at times when the stock
price hit a periodic low, followed by a sharp price increase. The odds of these well-timed grants occurring by chance alone

C H A PT E R 4 3 U P DAT E D I N were astronomical—Iless likely than winning the lottery. Eventually it was determined that such buy-low, sell-high returns

simply could not be the product of chance. In testimony before Congress, Professor Erik Lie identified three potential strate-
gies to account for these well-timed stock option grants. The first strategy included techniques called “spring-loading™ and
R E S P O N S E TO T H E 2 O 0 8 “bullet-dodging.” The practice of “spring-loading™ involved timing a stock option grant to precede an announcement of good
news. The practice of “bullet-dodging™ involved timing a stock option grant to follow an announcement of bad news. A
F I NA N C |AL C R I S | S second strategy included If ing the flow of informati timing corporate to match known future
grant dates. A third strategy, backdating, involved cherry-picking past, and relatively low, stock prices to be the official grant

date. Backdating occurs when the option’s grant date is altered to an earlier date with a lower, more favorable price to the

Legal and ethical issues arising from the credit crunch recipient.
/A company grants stock options to its officers, directors, and employees at a certain “exercise price;” giving the recipient
of 2008_2009 and options backdating are addressed in the right to buy shares of the stock at that price, once the option vests. If the stock price rises after the date of the grant, the
options have value. If the stock price falls after the date of the grant, the options have no value. Options with an exercise price
Chapter 43 Included is a criminal options backdating equal to the stock’s market price are called “at-the-money” options. Options with an exercise price lower than the stock’s

market price are called “in-the-money™ options. By granting in-the-money, backdated options, a company effectively grants
an employee an instant opportunity for profit.

Granting backdated options has important accounting consequences for the issuing company. For financial reporting
purposes, companies granting in-the-money options have to recognize compensation expenses equal to the difference be-
tween the market price and the exercise price. APB 25 is the accounting rule that governed stock-based compensation
through June 2005; it required to recognize this ion expense for options. For options granted
at-the-money, a company did not have to recognize any compensation expenses under APB 25.

Backdating stock options by itself is not illegal. Purposefully backdated options that are properly accounted for and dis-
closed are legal. On the other hand, the backdating of options that is not disclosed or does not result in the recognition of a
compensation expense is fraud.

/A motive for fraudulent ing may be to avoid izing a ion expense, or a hit to the earnings, all
the while awarding in-the-money options. To ish the fraud, those ible assign an earlier date to the stock

case, U.S. v. Jensen.
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YBERLAW IN ACTION

CYBERLAW IN
ACTION BOXES

In keeping with today’s technological world, these
boxes describe and discuss actual instances of how
e-commerce and the Internet are affecting business

law today.

Ethics in Action

Enron employee Sherron Watkins received con-
siderable praise from the public, governmental of-
ficials, and media commentators when she went

useful to consider the perspectives afforded by the ethical
theories discussed in Chapter 4.

Does the federal Computer Fraud and Abuse Act
provide a basis for a lawsuit when the defendant
allegedly misappropriated trade secret informa-
tion from a database owned by the plaintiff? In

Garelli Wong & Associates, Inc. v. Nichols, 2008

U.S. Dist. LEXIS 3288 (N.D. IIl. 2008), the court gave “no” as the

answer.

Garelli Wong, a provider of accounting and financial
personnel services, created a database containing confi-
dential client tracking information. The firm took steps to
maintain the confidentiality of the information and thereby
obtain the iti that the i ion pro-
vided. The case arose when William Nichols, a former em-
ployee of Garelli Wong and a corporation that had later ac-
quired the firm, allegedly used some of the confidential
information in the database after he had taken a job with a
competing firm. Nichols’s supposed use of the information
allegedly breached a contract he had entered into with
Garelli Wong when he was employed there. Garelli Wong
and the successor corporation sued Nichols in federal
court, ing that his actions violated the Consumer

(ii) intentionally accesses a protected computer without
authorization, and as a result of such conduct, recklessly
causes damage; or

(iii) intentionally accesses a protected computer without
authorization, and as a result of such conduct, causes
damage . ...; and

(5)(B)(i) by conduct described in clause (i), (i, or (ii) of subpara-
graph (A), caused ... loss to 1 or more persons during any
1-year period . . . aggregating at least $5,000 in value.

The court noted that in view of the above language, a plaintiff
must properly plead both damage and lossin order to allege a
civil CFAA violation. A definition section of the CFAA defines
damage as “impairment to the integrity or availability of data,
a program, a system, or information.” Applying these defini-
tions, the court agreed with Nichols that even if he used infor-
mation in the database, he did notimpair the integrity or avail-
ability of the information or the database. Accordingly, the
court held that the CFAA does not extend to cases in which
trade secret information is merely used—even if in violation
of a contract or state trade secret law—because such
conduct by itself does not constitute damage as that term is

ETHICS IN ACTION

public in 2002 with her concerns about certain accounting
and other business practices of her employer. These alleged
practices caused Enron and high level executives of the firm
to undergo considerable legal scrutiny in the civil and crimi-
nal arenas.

In deciding to become a whistle-blower, Sherron Watkins
no doubt was motivated by what she regarded as a moral obli-
gation. The decision she made was more highly publicized
than most decisions of that nature, but was otherwise of a type
that many employees have faced and will continue to face.
‘You may be among those persons at some point in your career.
Various questions, including the ones set forth below, may
therefore be worth pondering. As you do so, you may find it

When an employee learns of apparently unlawful behavior
on the part of his or her employer, does the employee have
an ethical duty to blow the whistle on the employer?

Do any ethical duties or obligations of the employee come
into conflict in such a situation? If so, what are they, and
how does the employee balance them?

What practical consequences may one face if he or she
becomes a whistle-blower? What role, if any, should those
potential consequences play in the ethical analysis?

What other consequences are likely to occur if the whistle
is blown? What is likely to happen if the whistle isn’t
blown? Should these likely consequences affect the ethical

BOXES

These boxes appear throughout the
chapters and offer critical thinking
questions and situations that relate to

ethical/public policy concerns.

analysis? If so, how?

THE GLOBAL BUSINESS
ENVIRONMENT BOXES

Since global issues affect people in many different aspects of business,

this material now appears throughout the text instead of in a separate

chapter on international issues. This feature brings to life global issues

that are affecting business law.

3 \LOG ON |

http://www.supremecourtus.gov.

For a great deal of information about the U.S.
Supreme Court and access to the Court's opinions in
recent cases, see the Court's Web site at

e Global Busin

Atvarying times since the 1977 enactment of the

Foreign Corrupt Practices Act, the United States

has advocated the development of international

agreements designed to combat bribery and similar forms of

corruption on at least a regional, if not a global, scale. These

efforts and those of other nations sharing similar views bore
fruit during the past decade.

In 1996, the Organization of American States (OAS)
adopted the Inter-American Convention Against Corruption
(IACAC). When it ratified the ACAC in September 2000, the
United States joined 20 other subscribing OAS nations. The
IACAC prohibits the offering or giving of a bribe to a govern-
ment official in order to influence the official's actions, the
solicitation or receipt of such a bribe, and certain other forms
of corruption on the part of government officials. It requires
subscribing nations to make changes in their domestic laws,
in order to make those laws consistent with the IACAC. The
United States has taken the position that given the content of
the Foreign Corrupt Practices Act and other USS. statutes
prohibiting the offering and solicitation of bribes as well as
various other forms of corruption, its statutes already are con-
sistent with the IACAC.

The Organization for Economic Cooperation and Devel-
opment (OECD) is made up of 29 nations that are leading
exporters. In 1997, the OECD adopted the Convention on

Combating Bribery of Officials in International Business
Transactions. The OECD Convention, subscribed to by the
United States, 28 other OECD member nations, and five non-
member nations, prohibits the offering or giving of a bribe to
agovernment official in order to obtain a business advantage
from the official’s action or inaction. It calls for subscribing
nations to have domestic laws that contain such a prohibition.
Unlike the IACAC, however, the OECD neither prohibits the
government official’s solicitation or receipt of a bribe nor
contains provisions dealing with the other forms of official
corruption contemplated by the IACAC

1n 1999, the Council of Europe adopted the Criminal Law
Convention on Corruption, which calls upon European Union
(EU) member nations to develop domestic laws prohibiting
the same sorts of behaviors prohibited by the IACAC. Many
European Union members have signed on to this convention,
as have three nonmembers of the EU. One of those is the
United States.

Because the IACAC, the OECD Convention, and the
Criminal Law Convention are relatively recent developments,
it is 100 early to determine whether they have been effective
international instruments for combating bribery and similar
forms of corruption. Much will depend upon whether the do-
mestic laws contemplated by these conventions are enforced
with consistency and regularity.

LOG ON BOXES

These appear throughout the chapters and direct students,

where appropriate, to relevant Web sites that will give them
more information about each featured topic. Many of these are
key legal sites that may be used repeatedly by business law

students and business professionals alike.




A Guided Tour

The First Amendment

Level of First Consequences When Government Regulates

(nonmisleading and
about lawful activity)

underlying interest, action directly advances that interest, and
action is no more extensive than necessary to fulfillment of
that interest (i.e., action is narrowly tailored).

Commercial None Government action is constitutional.
(misleading or about

unlawful activity)

Type of Speech Amendment Protection Content of Speech

Noncommercial Full Government action is constitutional only if action is necessary
to fulfillment of compelling government purpose. Otherwise,
government action violates First Amendment.

Commercial Intermediate Government action is constitutional if government has substantial

CONCEPT REVIEW

ONLINE RESEARCH PROBLEMS

These end-of-chapter research problems drive students to the Internet

and include discussion questions so they can be used in class or as

homework.

complicated issues.

Xi

CONCEPT REVIEWS

These boxes visually represent important concepts
presented in the text to help summarize key ideas at

a glance and simplify students’ conceptualization of

to act ethically.

Rationalizations.”

¢ Locate the Josephson Web site.

¢ Find “The Seven-Step Path to Better Decisions” and the
“Six Pillars of Character.”

¢ Listthe “Obstacles to Ethical Decision Making:

Josephson Institute Center
for Business Ethics

Josephson Institute Center for Business Ethics is a leading
source of materials for businesses and executives who want

Ron and Catherine Bombliss were dog breeders who lived in Illinois. They bred Tibetan mastiffs, as did Oklahoma residents
Anne and Jim Cornelsen. When Anne Cornelsen telephoned the Bomblisses and said she was ready to sell two litters of
Tibetan mastiff puppies, Ron Bombliss expressed interest in purchasing two females of breeding quality.

ATibetan mastiff named Mulan was the mother of one of the two litters of puppies the Cornelsens were offering for sale. Mulan
was co-owned by Richard Eichhorn. Pursuant to an agreement containing a written guarantee that Mulan was free of genetic
defects, Eichhorn provided Mulan to the Cornelsens for breeding purposes. The agreement between Eichhorn and the Cornelsens
entitled Eichhorn to odd-numbered pups from Mulan’s first two litters. However, in the event a genetic defect became apparent,
Eichhorn would not receive any puppies. According to the complaint filed by the Bomblisses in the case described below, Anne
Cornelsen was angry with Eichhorn because Mulan was infected with roundworms and ticks when Eichhorn delivered the dog
to the Cornelsens. Anne allegedly told the Bomblisses that she wanted to prevent Eichhorn from getting any of Mulan’s pups.

In January 2002, the Bomblisses traveled to Oklahoma to see the puppies. During their visit, they observed that Mulan
and some of her pups appeared sick and worm-infested. They urged Anne to get the sick puppies to the veterinarian immedi-
ately. The Bomblisses selected one healthy female from each litter and paid the agreed price with the understanding that the
Cornelsens would guarantee the puppies as breeding stock, free from genetic diseases or defects, for three years. According

CASES

front of the text.

to the complaint, Anne waited two weeks to take one of the sick pups to the veterinarian. It was then confirmed

The cases in each chapter help to provide concrete examples

of the rules stated in the text. A list of cases appears at the

PROBLEMS AND
PROBLEM CASES

Problem cases appear at the end of each chapter for

student review and discussion.

Problems and Problem Cases

1. Law enforcement officers arrived at a Minnesota res-

idence in order to execute arrest warrants for Andrew
Hyatt. During the officers” attempt to make the arrest,
Hyatt yelled something such as “Go ahead, just shoot
me, shoot me,” and struck one of the officers. Another
officer then called for assistance from City of Anoka,
Minnesota, police officer Mark Yates, who was else-
where in the residence with his leashed police dog,
Chips. Yates entered the room where Hyatt was, saw
the injured officer’s bloodied face, and observed
Hyatt standing behind his wife (Lena Hyatt). One of
the officers acquired the impression that Lena may
have been serving as a shield for her husband. When
Andrew again yelled “Shoot me, shoot me” and ran
toward the back of the room, Yates released Chips

from the leash. Instead of pursuing Andrew, Chips
apprehended Lena, taking her to the ground and
performing a “bite and hold” on her leg and arm.
Yates then pursued Andrew, who had fled through a
window. When Yates later re-entered the room, he re-
leased Chips from Lena and instructed another officer
to arrest her on suspicion of obstruction of legal
process. Lena was taken by ambulance to a hospital
and treated for lacerations on her elbow and knee. She
later sued the City of Anoka, seeking compensation
for medical expenses and pain and suffering. Her
complaint alleged liability on the basis of Minnesota’s
dog bite statute, which read as follows:

“If a dog, without provocation, attacks or injures any

person who is acting peaceably in any place where the
person may lawfully be, the owner of the dog is liable

YOU BE THE JUDGE

We have indicated where you can consider

completing relevant You Be the Judge case segments.




Nstructor and student
Supplements

INSTRUCTOR’S MANUAL

The Instructor’s Manual, written by the authors, consists of objectives, sugges-

tions for lecture preparation, recommended references, answers to problems

and problem cases, and suggested answers to the Online Research Problems

and Opening Vignettes. It also includes answers to the Student Study Guide

questions and information/teaching notes for You Be the Judge case segments.

YOU BE THE JUDGE

You Be the Judge Online video segments include 18 hypothetical business law
cases. All of the cases are based on real cases from our Business Law texts. Each
case allows you to watch interviews of the plaintiff and defendant before the
courtroom argument, see the courtroom proceedings, view relevant evidence,
read other actual cases relating to the issues in the case, and then create your

own ruling. After your verdict is generated, view what an actual judge ruled (un-

the Judge

scripted) in the case and then get the chance to defend or change your ruling.
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The Resolution of Private Disputes
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POWERPOINT® PRESENTATION
("BASIC” AND “DETAILED”
VERSIONS)

The PowerPoint presentation is authored by Pamela S. Evers,
Attorney and Associate Professor, University of North Carolina
Wilmington. It has been significantly enhanced based on re-
viewer feedback to now include over 1,100 slides that provide
lecture outline material, important concepts and figures in the
text, photos for discussion, hyperlinks, and summaries of the
cases in the book. Notes are also provided within the PowerPoint
presentations for students and instructors to augment
information and class discussion. Questions are included to

use with the classroom performance system as well.



Supplements

TEST BANK

The Test Bank consists of true-false, multiple choice, and short
essay questions in each chapter. Approximately 50 questions
are included per chapter. Questions adapted from previous
CPA exams are also included and highlighted to help Account-

ing students review for the exam.

Student Study Guide

for use with

STUDENT STUDY GUIDE

The Student Study Guide, has been revised and expanded for
) ~ the 14th Edition by Evan Scheffel. The guide follows the text
B USINESS LAW chapter by chapter, giving chapter outlines, lecture hints, and
an outline of how each chapter topic fits into the larger
Business Law course. Questions for review are also included

to help students better retain concepts and put their learning

into practice.

Mallor  Barnes

Prepared by
Evan Scheffel

ONLINE LEARNING CENTER

www.mhhe.com/mallor14e The Online Learning
Center (OLC) is a Web site that follows the text
chapter by chapter. The 14th Edition OLC contains

case updates, quizzes and review terms for students to e
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study from, downloadable supplements for the in- # pawsewn

structors, links to professional resources for students

and professors, and links to video clips to use for

discussion.
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chapter 1

THE NATURE OF LAW

decisions, you and your management colleagues must be aware of a broad array of legal considerations.

These may range, to use a nonexhaustive list, from issues in contract, agency, and employment law to
considerations suggested by tort, intellectual property, securities, and constitutional law. Sometimes legal prin-
ciples may constrain MKT’s business decisions; at other times, the law may prove a valuable ally of MKT in the
successful operation of the firm’s business.

Of course, you and other members of the MKT management group will rely on the advice of in-house counsel
(an attorney who is an MKT employee) or of outside attorneys who are in private practice. The approach of sim-
ply “leaving the law to the lawyers,” however, is likely to be counterproductive. It often will be up to nonlawyers
such as you to identify a potential legal issue or pitfall about which MKT needs professional guidance. If you fail
to spot the issue in a timely manner and legal problems are allowed to develop and fester, even the most skilled at-
torneys may have difficulty rescuing you and the firm from the resulting predicament. If, on the other hand, your
failure to identify a legal consideration means that you do not seek advice in time to obtain an advantage that
applicable law would have provided MKT, the corporation may lose out on a beneficial opportunity. Either way—
that is, whether the relevant legal issue operates as a constraint or offers a potential advantage—you and the firm
cannot afford to be unfamiliar with the legal environment in which MKT operates.

This may sound intimidating, but it need not be. The process of acquiring a working understanding of the
legal environment of business begins simply enough with these basic questions:

3 ssume that you have taken on a management position at MKT Corp. If MKT is to make sound business

< What major types of law apply to the business activities and help shape the business decisions of firms such
as MKT?

» What ways of examining and evaluating law may serve as useful perspectives from which to view the legal
environment in which MKT and other businesses operate?

» What role do courts play in making or interpreting law that applies to businesses such as MKT and to
employees of those firms, and what methods of legal reasoning do courts utilize?

e What is the relationship between legal standards of behavior and notions of ethical conduct?

Types and Classifications up the structure of government for the political unit they

control (a state or the federal government). This involves
of Law creating the branches and subdivisions of the government
The Types of Law and stating the powers given and denied to each. Through

its separation of powers, the U.S. Constitution establishes
the Congress and gives it power to legislate or make law in
certain areas, provides for a chief executive (the president)
whose function is to execute or enforce the laws, and
helps create a federal judiciary to interpret the laws. The
Chapter 3 discusses constitutional law as it applies to government U.S. Constitution also structures the relationship between
regulation of business. the federal government and the states. In the process, it

Constitutions Constitutions, which exist at the state and
federal levels, have two general functions.! First, they set
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respects the principle of federalism by recognizing the
states’ power to make law in certain areas.

The second function of constitutions is to prevent
other units of government from taking certain actions or
passing certain laws. Constitutions do so mainly by pro-
hibiting government action that restricts certain individ-
ual rights. The Bill of Rights to the U.S. Constitution is
an example.

Statutes Statutes are laws created by elected represen-
tatives in Congress or a state legislature. They are stated
in an authoritative form in statute books or codes. As you
will see, however, their interpretation and application are
often difficult.

Throughout this text, you will encounter state statutes
that were originally drafted as uniform acts. Uniform
acts are model statutes drafted by private bodies of
lawyers and/or scholars. They do not become law until a
legislature enacts them. Their aim is to produce state-by-
state uniformity on the subjects they address. Examples
include the Uniform Commercial Code (which deals with
a wide range of commercial law subjects), the Revised
Uniform Partnership Act, and the Revised Model Business
Corporation Act.

Common Law The common law (also called judge-
made law or case law) is law made and applied by judges
as they decide cases not governed by statutes or other
types of law. Although common law exists only at the
state level, both state courts and federal courts become
involved in applying it. The common law originated in
medieval England and developed from the decisions of
judges in settling disputes. Over time, judges began to
follow the decisions of other judges in similar cases,
called precedents. This practice became formalized in
the doctrine of stare decisis (let the decision stand). As
you will see later in the chapter, stare decisis is not com-
pletely rigid in its requirement of adherence to prece-
dent. It is flexible enough to allow the common law to
evolve to meet changing social conditions. The common
law rules in force today, therefore, often differ consider-
ably from the common law rules of earlier times.

The common law came to America with the first En-
glish settlers, was applied by courts during the colonial
period, and continued to be applied after the Revolution
and the adoption of the Constitution. It still governs
many cases today. For example, the rules of tort, con-
tract, and agency discussed in this text are mainly com-
mon law rules. In some instances, states have codified
(enacted into statute) some parts of the common law.
States and the federal government also have passed
statutes superseding the common law in certain situations.
As discussed in Chapter 9, for example, the states have
established special rules for contract cases involving
the sale of goods by enacting Article 2 of the Uniform
Commercial Code.

This text’s torts, contracts, and agency chapters often
refer to the Restatement—or Restatement (Second) or
(Third)—rule on a particular subject. The Restatements
are collections of common law (and occasionally statu-
tory) rules covering various areas of the law. Because
they are promulgated by the American Law Institute
rather than by courts, the Restatements are not law and
do not bind courts. However, state courts often find
Restatement rules persuasive and adopt them as common
law rules within their states. The Restatement rules usually
are the rules followed by a majority of the states. Occa-
sionally, however, the Restatements stimulate changes in
the common law by suggesting new rules that the courts
later decide to follow.

Because the judge-made rules of common law apply
only when there is no applicable statute or other type
of law, common law fills in gaps left by other legal
rules if sound social and public policy reasons call for
those gaps to be filled. Judges thus serve as policy
makers in formulating the content of the common law.
In the Gribben case, which follows shortly, the
Supreme Court of Indiana surveys the relevant legal
landscape and concludes that there was no need to de-
velop a new common law rule to fill the supposed legal
gap at issue in the case. A later section in the chapter
will focus on the process of case law reasoning, in
which courts engage when they make and apply com-
mon law rules.

Gribben v. Wal-Mart Stores, Inc. 824 N.E.2d 349 (Ind. Sup. Ct. 2005)

Chapters 6 and 7 of the text deal with torts, a branch of the law focusing on behavior that violates recognized legal standards
and causes harm to another person. When a tort allegedly occurs, the harmed party (the plaintiff) is entitled to take legal ac-
tion against the party whose behavior caused the harm (the defendant). Various intentional torts are addressed in Chapter 6.
Chapter 7 examines a different type of tort, known as negligence. You will see in Chapter 7 that key inquiries in negligence
cases are whether the defendant failed to exercise reasonable care and, if so, whether the plaintiff experienced harm as a
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result. Most tort cases are governed by common law (i.e., judge-made law). As noted earlier in this chapter, common law is
state law, but both state courts and federal courts become involved in applying it. (Chapter 2 will provide an overview of the
state court and federal court systems.)

This case arose when Patricia Gribben sustained injuries as the result of a fall at a store owned by Wal-Mart Stores, Inc.
In an effort to recover monetary compensation for her injuries, Gribben filed a negligence lawsuit against Wal-Mart in a fed-
eral court, the United States District Court for the Southern District of Indiana. (Gribben could have sued Wal-Mart in state
court, but exercised the option of bringing the case in federal court under a jurisdictional principle that will be explained in
Chapter 2.) Later, Gribben sought to add to her case against Wal-Mart a claim for spoliation of evidence, because Wal-Mart
had failed to preserve a surveillance videotape that, according to Gribben, would have helped support her negligence claim.
The term “spoliation of evidence™ is used to refer to situations in which evidence potentially relevant to a lawsuit is either
destroyed or discarded. The federal magistrate to whom Gribben’s case was assigned concluded that it was uncertain
whether Indiana common law recognized a claim for spoliation of evidence. Therefore, the magistrate employed a procedure,
allowed by Indiana law, under which the federal court certifies a question to the Supreme Court of Indiana (the highest court
in the Indiana state court system) and asks that court for guidance on the question. The question certified by the federal court
asked whether a spoliation of evidence claim is, or should be, allowed under Indiana common law. What follows is an edited

version of the Supreme Court of Indiana’s opinion regarding the certified question.

Dickson, Justice

The United States District Court for the Southern District of
Indiana has certified . . . the following question of Indiana law:
Does Indiana law recognize a claim for “first-party” spoliation
of evidence; that is, if a [defendant] negligently or intentionally
destroys or discards evidence that is relevant to a tort action
[against the defendant], does the plaintiff in the tort action have
an additional cognizable claim against the [defendant] for spo-
liation of evidence? In her certification order, [the federal mag-
istrate] asserts that there is no controlling Indiana precedent
and that courts in other [states] vary greatly [on this question].
The [certified] question is specifically limited to “first-party”
spoliation, as distinguished from “third-party” spoliation. The
former refers to spoliation of evidence by a party to the princi-
pal litigation, and the latter to spoliation by a nonparty.

The plaintiff [Gribben] asserts that Indiana should recog-
nize an independent tort claim for intentional first-party spoli-
ation of evidence. While the certified question includes both
negligent and intentional destruction of evidence, the plaintiff
here claims only intentional spoliation. She argues that spolia-
tion and the underlying cause of action should be tried together
and, if the jury finds intentional spoliation related to a relevant
issue, the jury should be instructed to find for the plaintiff on
that issue.

[Gribben] contends that a tort of intentional spoliation arises
from standard Indiana jurisprudence regarding the existence of
a duty of care, and that the tort is needed to discourage the
growing occurrence of spoliation and its erosion of both the
ability of courts to do justice and public confidence in legal
processes. She argues that existing sanctions are insufficient
deterrence to the practice of intentional destruction of evidence,
and that any systemic burden upon courts and juries that might
result from recognizing this new tort would be overwhelmingly

outweighed by the importance of stopping cheating and assur-
ing the availability of evidence to enable the fact finder to make
a fair and informed decision.

The defendant [Wal-Mart] urges that Indiana’s existing pro-
cedural and evidentiary safeguards are an adequate deterrent
without adopting a new tort. It also contends that recognizing a
new tort of spoliation would involve the speculative nature of
harm and damages, significantly increase costs of litigation,
cause jury confusion, result in duplicative and burdensome
proceedings, be subject to abuse, and make collateral issues the
focus of many disputes.

Already existing under Indiana law are important sanctions
that not only provide remedy to persons aggrieved, but also
deterrence to spoliation of evidence by litigants and their
attorneys. It is well established in Indiana law that intentional
first-party spoliation of evidence may be used to establish an
inference that the spoliated evidence was unfavorable to the
party responsible. E.g., Cahoon v. Cummings, 734 N.E.2d 535,
545 (Ind. Sup. Ct. 2000) (involving a jury instruction permitting
the inference). Potent responses also exist under [an Indiana
trial procedure rule] authorizing trial courts to respond to
discovery violations with such sanctions “as are just,” which
may include, among others, ordering that designated facts be
taken as established, prohibiting the introduction of evidence,
dismissal of all or any part of an action, rendering a judgment by
default against a disobedient party, and payment of reasonable
expenses including attorney fees. We further note that [accord-
ing to the Indiana Rules of Professional Conduct,] attorneys
involved in destruction or concealment of evidence face penal-
ties including disbarment. In addition, the destruction or con-
cealment of evidence, or presentation of false testimony related
thereto, may be criminally prosecuted [under Indiana’s criminal
statutes] as a felony for perjury or obstruction of justice.
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Absent these sanctions, however, Indiana case law is in-
consistent regarding whether one party to a civil action may
obtain the relief sought therein solely based on the opposing
party’s intentional destruction of evidence. In 1941, this court
expressed disfavor of such a claim, as did our Court of
Appeals in 1991. [The Indiana Court of Appeals is a lower
court in relation to the state’s Supreme Court, so decisions of
the Court of Appeals are not binding on the Supreme Court.]
But two other cases from our Court of Appeals have [offered
indications to the contrary, though in special circumstances
not necessarily present here]. In light of Indiana’s inconclu-
sive case law, we agree with [the federal magistrate] that
there is no controlling Indiana precedent as to the questions
presented.

Courts uniformly condemn spoliation. [They regard it as
improper, unjustifiable, and a threat to the judicial system’s
integrity.] Several [states], including West Virginia, Alaska,
Montana, the District of Columbia, lllinois, New Mexico, and
Ohio, recognize evidence spoliation as a cognizable tort. But
several other [states] considering the issue, among them Florida,
Mississippi, Arkansas, California, lowa, Texas, Alabama,
Georgia, Kansas, and Arizona, have rejected spoliation as an
independent tort.

Equity The body of law called equity historically con-
cerned itself with accomplishing “rough justice” when
common law rules would produce unfair results. In me-
dieval England, common law rules were technical and
rigid and the remedies available in common law courts
were too few. This meant that some deserving parties
could not obtain adequate relief. As a result, separate
equity courts began hearing cases that the common law
courts could not resolve fairly. In these equity courts,
procedures were flexible, and rigid rules of law were
deemphasized in favor of general moral maxims.

Equity courts also provided several remedies not avail-
able in the common law courts (which generally awarded
only money damages or the recovery of property). The
most important of these equitable remedies was—and
continues to be—the injunction, a court order forbidding
a party to do some act or commanding him to perform
some act. Others include the contract remedies of specific
performance (whereby a party is ordered to perform
according to the terms of her contract), reformation (in
which the court rewrites the contract’s terms to reflect
the parties’ real intentions), and rescission (a cancellation

Notwithstanding the important considerations favoring the
recognition of an independent tort of spoliation by parties to
litigation, we are persuaded that these are minimized by exist-
ing remedies and outweighed by the attendant disadvantages
[as noted by Wal-Mart]. We thus determine the common law of
Indiana to be that, if an alleged tortfeasor negligently or inten-
tionally destroys or discards evidence that is relevant to a tort
action, the plaintiff in the tort action does not have an addi-
tional independent cognizable claim against the tortfeasor for
spoliation of evidence under Indiana law. It may well be that the
fairness and integrity of outcome and the deterrence of evi-
dence destruction may require an additional tort remedy when
evidence is destroyed or impaired by persons that are not par-
ties to litigation and thus not subject to existing remedies and
deterrence. But the certified question is directed only to first-
party spoliation, and we therefore decline to address the issue
with respect to third-party spoliation.

We answer the . . . certified question in the negative: Indiana
law does not recognize a claim for “first-party” negligent or
intentional spoliation of evidence.

Certified question answered; independent tort claim for
first-party spoliation of evidence disallowed.

of a contract in which the parties are returned to their
precontractual position).

As was the common law, equity principles were
brought to the American colonies and continued to be
used after the Revolution and the adoption of the Consti-
tution. Over time, however, the once-sharp line between
law and equity has become blurred. Nearly all states have
abolished separate equity courts and have enabled courts
to grant whatever relief is appropriate, whether it be the
legal remedy of money damages or one of the equitable
remedies discussed above. Equitable principles have been
blended together with common law rules, and some tra-
ditional equity doctrines have been restated as common
law or statutory rules. An example is the doctrine of uncon-
scionability discussed in Chapter 15.

Administrative Regulations and Decisions As Chap-
ter 47 reveals, the administrative agencies established by
Congress and the state legislatures have acquired consid-
erable power, importance, and influence over business. A
major reason for the rise of administrative agencies was
the collection of social and economic problems created
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by the industrialization of the United States that began
late in the 19th century. Because legislatures generally
lacked the time and expertise to deal with these problems
on a continuing basis, the creation of specialized, expert
agencies was almost inevitable.

Administrative agencies obtain the ability to make law
through a delegation (or grant) of power from the legis-
lature. Agencies normally are created by a statute that
specifies the areas in which the agency can make law and
the scope of its power in each area. Often, these statutory
delegations are worded so broadly that the legislature
has, in effect, merely pointed to a problem and given the
agency wide-ranging powers to deal with it.

The two types of law made by administrative agencies
are administrative regulations and agency decisions.
As do statutes, administrative regulations appear in a
precise form in one authoritative source. They differ from
statutes, however, because the body enacting regulations
is not an elected body. Many agencies have an internal
courtlike structure that enables them to hear cases arising
under the statutes and regulations they enforce. The
resulting agency decisions are legally binding, though
appeals to the judicial system are sometimes allowed.

Treaties According to the U.S. Constitution, treaties
made by the president with foreign governments and ap-
proved by two-thirds of the U.S. Senate are “the supreme
Law of the Land.” As will be seen, treaties invalidate in-
consistent state (and sometimes federal) laws.

Ordinances State governments have subordinate units
that exercise certain functions. Some of these units, such
as school districts, have limited powers. Others, such as
counties, municipalities, and townships, exercise various
governmental functions. The enactments of counties and
municipalities are called ordinances; zoning ordinances
are an example.

Trentadue v. Gorton

Executive Orders In theory, the president or a state’s
governor is a chief executive who enforces the laws but
has no law-making powers. However, these officials
sometimes have limited power to issue laws called
executive orders. This power normally results from a
legislative delegation.

Priority Rules Because the different types of law
conflict, rules for determining which type takes priority
are necessary. Here, we briefly describe the most impor-
tant such rules.

1. According to the principle of federal supremacy, the
U.S. Constitution, federal laws enacted pursuant to it,
and treaties are the supreme law of the land. This
means that federal law defeats conflicting state law.

2. Constitutions defeat other types of law within their
domain. Thus, a state constitution defeats all other
state laws inconsistent with it. The U.S. Constitution,
however, defeats inconsistent laws of whatever type.

3. When a treaty conflicts with a federal statute over a
purely domestic matter, the measure that is later in
time usually prevails.

4. Within either the state or the federal domain, statutes
defeat conflicting laws that depend on a legislative
delegation for their validity. For example, a state
statute defeats an inconsistent state administrative
regulation.

5. Statutes and any laws derived from them by delega-
tion defeat inconsistent common law rules. Accord-
ingly, either a statute or an administrative regulation
defeats a conflicting common law rule. Trentadue v.
Gorton, which follows, illustrates the application of
this principle. In addition, the Trentadue court utilizes
a statutory interpretation technique addressed later in
this chapter.

738 N.W.2d 664 (Mich. Sup. Ct. 2007)

Margarette Eby resided in a Flint, Michigan, home that she had rented from Ruth Mott. In 1986, Eby was murdered at the
residence. Eby’s murder remained unsolved until 2002, when DNA evidence established that Jeffrey Gorton had committed
the crime. At the time of the murder, Gorton was an employee of his parents’ corporation, which serviced the sprinkler sys-
tem on the grounds surrounding the residence where Eby lived. Gorton was convicted of murder and was sentenced to life

imprisonment.

In August 2002, plaintiff Dayle Trentadue, Eby’s daughter and the personal representative of her estate, filed a complaint
against Gorton and various other defendants. The other defendants included Gorton’s parents, their corporation, the per-
sonal representative of Mott’s estate (Mott having died in 1999), the property management company that provided services
to Mott, and two of Mott’s employees. The claim against Gorton alleged battery resulting in death. Regarding the other
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defendants, the plaintiff alleged negligent hiring and monitoring of Gorton, negligence in allowing access to the area that
led to Eby’s residence, and negligence in failing to provide adequate security at the residence.

Each defendant except Gorton sought dismissal of the claims against them on the theory that the plaintiff’s action was
barred by Michigan’s three-year statute of limitations for wrongful death actions. (Statutes of limitations require that a
plaintiff who wishes to make a legal claim must file her lawsuit within a designated length of time after her claim accrues.
Normally a claim accrues at the time the legal wrong was committed. The length of time set forth in statutes of limitation
varies, depending upon the type of claim and the state whose law controls. If the plaintiff does not file her lawsuit within the
time specified by the applicable statute of limitations, her claim cannot lawfully be pursued.) In particular, the defendants
other than Gorton argued that Trentadue’s case should be dismissed because her claim accrued when Eby was killed in
1986—meaning that the 2002 filing of the lawsuit occurred long after the three-year limitations period had expired.
Trentadue asserted, on the other hand, that a common law rule known as the ““discovery rule’” should be applied so as to sus-
pend the running of the limitations period until 2002, when she learned the identity of Eby’s killer. Under the discovery rule
argued for by Trentadue, the 2002 filing of the lawsuit would be seen as timely because the running of the limitations period
would have been tolled—in other words, suspended—until the 2002 discovery that Gorton was the killer.

The trial court held that the common law discovery rule applied to the case and that, accordingly, Trentadue’s lawsuit was
filed in a timely manner. The Michigan Court of Appeals affirmed, concluding that the discovery rule coexists with the
applicable statute of limitations and that because Trentadue could not have been aware of a possible cause of action against
the defendants until the 2002 discovery that Gorton was Eby’s killer, the statute of limitations did not bar Trentadue from

proceeding with her case. The defendants other than Gorton appealed to the Supreme Court of Michigan.

Corrigan, Judge

This wrongful death case requires us to consider whether the
common-law discovery rule, which allows tolling of the statu-
tory period of limitations when a plaintiff could not have rea-
sonably discovered the elements of a cause of action within the
limitations period, can operate to toll the period of limitations,
or whether Michigan Compiled Laws (MCL) 600.5827, which
has no such provision, alone governs the time of accrual of the
plaintiff’s claims. The applicable statute of limitations in a
wrongful death case is MCL 600.5805(10), which states: “The
period of limitations is three years after the time of the death or
injury for all other actions to recover damages for the death of
a person, or for injury to a person or property.” Thus, the period
of limitations runs three years from “the death or injury.”
Moreover, MCL 600.5827 defines the time of accrual for
actions subject to the limitations period in MCL 600.5805(10).
It provides: “Except as otherwise expressly provided, the period
of limitations runs from the time the claim accrues. The claim
accrues at the time provided in sections 5829 to 5838, and in
cases not covered by these sections the claim accrues at the time
the wrong upon which the claim is based was done regardless of
the time when damage results.” This is consistent with MCL
600.5805(10) because it indicates that the claim accrues “at the
time the wrong upon which the claim is based was done.”
[Other MCL sections provide] for tolling of the period of
limitations in certain specified situations. These are actions al-
leging professional malpractice, actions alleging medical mal-
practice, actions brought against certain defendants alleging
injuries from unsafe property, and actions alleging that a per-
son who may be liable for the claim fraudulently concealed the

existence of the claim or the identity of any person who is liable
for the claim. Significantly, none of these tolling provisions
covers this situation—tolling until the identity of the tortfeasor
is discovered.

Trentadue contends, however, that, notwithstanding these
statutes, when the claimant was unaware of any basis for an ac-
tion, the harsh result of barring any lawsuit because the period
of limitations has expired can be avoided by the operation of a
court-created discovery rule, sometimes described as a com-
mon-law rule. Under a discovery-based analysis, a claim does
not accrue until a plaintiff knows, or objectively should know,
that he has a cause of action and can allege it in a proper com-
plaint. Accordingly, Trentadue argues that her claims did not
accrue until she discovered that Gorton was the killer because,
before that time, she could not have known of and alleged each
element of the claims. We reject this contention because the
statutory scheme is exclusive and thus precludes this common
law practice of tolling accrual based on discovery in cases
where none of the statutory tolling provisions apply.

It is axiomatic that the Legislature has the authority to abro-
gate the common law. Further, if a statutory provision and the
common law conflict, the common law must yield. Accord-
ingly, this Court has observed: “In general, where comprehen-
sive legislation prescribes in detail a course of conduct to pur-
sue and the parties and things affected, and designates specific
limitations and exceptions, the legislature will be found to have
intended that the statute supersede and replace the common law
dealing with the subject matter.” [Case citation omitted.]

As we have explained, the relevant sections of the [Michigan
statutes] comprehensively establish limitations periods, times
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of accrual, and tolling for civil cases. MCL 600.5827 explicitly
states that a limitations period runs from the time a claim ac-
crues “[e]xcept as otherwise expressly provided.” Accordingly,
the statutes designate specific limitations and exceptions for
tolling based on discovery, as exemplified by [the sections dealing
with malpractice claims and claims regarding unsafe property].
The [statutory] scheme also explicitly supersedes the common
law, as can be seen in the area of medical malpractice, for instance,
where this court’s pre-statutory applications of the common-
law discovery rule were superseded by MCL 600.5838a, in
which the legislature codified the discovery rule for medical
malpractice cases.

Finally, MCL 600.5855 is a good indication that the legisla-
ture intended the scheme to be comprehensive and exclusive.
MCL 600.5855 provides for essentially unlimited tolling based
on discovery when a claim is fraudulently concealed. If we may
simply apply an extra-statutory discovery rule in any case not
addressed by the statutory scheme, we will render § 5855 effec-
tively meaningless. For, under a general extra-statutory discov-
ery rule, a plaintiff could toll the limitations period simply by
claiming that he reasonably had no knowledge of the tort or the
identity of the tortfeasor. He would never need to establish that
the claim or tortfeasor had been fraudulently concealed.

Since the legislature has exercised its power to establish
tolling based on discovery under particular circumstances, but
has not provided for a general discovery rule that tolls or delays
the time of accrual if a plaintiff fails to discover the elements of

Classifications of Law Three common classi-
fications of law cut across the different types of law.
These classifications involve distinctions between
(1) criminal law and civil law; (2) substantive law and
procedural law; and (3) public law and private law. One
type of law might be classified in each of these ways. For
example, a burglary statute would be criminal, substan-
tive, and public; a rule of contract law would be civil,
substantive, and private.

Criminal and Civil Law Criminal law is the law under
which the government prosecutes someone for commit-
ting a crime. It creates duties that are owed to the public
as a whole. Civil law mainly concerns obligations that
private parties owe to each other. It is the law applied
when one private party sues another. The government,
however, may also be a party to a civil case. For example,
a city may sue, or be sued by, a construction contractor.
Criminal penalties (e.g., imprisonment or fines) differ

a cause of action during the limitations period, no such tolling
is allowed. Therefore, we conclude that courts may not employ
an extra-statutory discovery rule to toll accrual in avoidance of
the plain language of MCL 600.5827. Because the statutory
scheme here is comprehensive, the legislature has undertaken
the necessary task of balancing plaintiffs’ and defendants’ in-
terests and has allowed for tolling only where it sees fit. This is
a power the legislature has because such a statute of limitations
bears a reasonable relationship to the permissible legislative
objective of protecting defendants from stale or fraudulent
claims. Accordingly, the lower courts erred when they applied
an extra-statutory discovery rule to allow plaintiff to bring her
claims 16 years after the death of her decedent. When the death
occurred, the “wrong upon which the claim is based was done.”

We hold that the plain language of MCL 600.5827 precludes
the use of a broad common-law discovery rule to toll the accrual
date of claims to which this statute applies. Here, the wrong was
done when Eby was murdered in 1986. MCL 600.5827 was in
effect at that time. Accordingly, plaintiff’s claims accrued at the
time of Eby’s death. The legislature has evinced its intent that,
despite this tragedy, the defendants [other than Gorton] may
not face the threat of litigation 16 years later, merely because
the plaintiff alleges she could not reasonably discover the facts
underlying their potential negligence until 2002.

Judgment of Court of Appeals reversed and case remanded
for further proceedings.

from civil remedies (e.g., money damages or equitable
relief). Although most of the legal rules in this text are
civil law rules, Chapter 5 deals specifically with the
criminal law.

Even though the civil law and the criminal law are
distinct bodies of law, the same behavior will some-
times violate both. For instance, if A commits an inten-
tional act of physical violence on B, A may face both a
criminal prosecution by the state and B’s civil suit for
damages.

Substantive Law and Procedural Law Substantive
law sets the rights and duties of people as they act in
society. Procedural law controls the behavior of govern-
ment bodies (mainly courts) as they establish and enforce
rules of substantive law. A statute making murder a crime,
for example, is a rule of substantive law. The rules describ-
ing the proper conduct of a trial, however, are procedural.
This text focuses on substantive law. Chapters 2 and 5,
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however, examine some of the procedural rules governing
civil and criminal cases.

Public and Private Law Public law concerns the pow-
ers of government and the relations between government
and private parties. Examples include constitutional law,
administrative law, and criminal law. Private law estab-
lishes a framework of legal rules that enables parties to
set the rights and duties they owe each other. Examples
include the rules of contract, property, and agency.

Jurisprudence

The various types of law sometimes are called positive
law. Positive law comprises the rules that have been laid
down (or posited) by a recognized political authority.
Knowing the types of positive law is essential to an under-
standing of the American legal system and the topics
discussed in this text. Yet defining law by listing these
different kinds of positive law is no more complete or accu-
rate than defining “automobile” by describing all the vehi-
cles going by that name. To define law properly, some say,
we need a general description that captures its essence.

The field known as jurisprudence seeks to provide
such a description. Over time, different schools of ju-
risprudence have emerged, each with its own distinctive
view of law.

Legal Positivism One feature common to all
types of law is their enactment by a governmental author-
ity such as a legislature or an administrative agency. This
feature underlies the definition of law adopted by the
school of jurisprudence known as legal positivism. Legal
positivists define law as the command of a recognized
political authority. As the British political philosopher
Thomas Hobbes observed, “Law properly, is the word of
him, that by right hath command over others.”

The commands of recognized political authorities
may be good, bad, or indifferent in moral terms. To legal
positivists, such commands are valid law regardless of
their “good” or “bad” content. In other words, positivists
see legal validity and moral validity as entirely separate
questions. Some (but not all) positivists say that every
properly enacted positive law should be enforced and
obeyed, whether just or unjust. Similarly, positivist
judges usually try to enforce the law as written, exclud-
ing their own moral views from the process.

Natural Law At first glance, legal positivism’s
“law is law, just or not” approach may seem to be perfect
common sense. It presents a problem, however, for it

could mean that any positive law—no matter how
unjust—is valid law and should be enforced and obeyed
so long as some recognized political authority enacted it.
The school of jurisprudence known as natural law takes
issue with legal positivism by rejecting the positivist
separation of law and morality.

Natural law adherents usually contend that some
higher law or set of universal moral rules binds all human
beings in all times and places. The Roman statesman
Marcus Cicero described natural law as “the highest
reason, implanted in nature, which commands what ought
to be done and forbids the opposite.” Because this higher
law determines what is ultimately good and ultimately
bad, it serves as a criterion for evaluating positive law. To
Saint Thomas Aquinas, for example, “every human law
has just so much of the nature of law, as it is derived from
the law of nature.” To be genuine law, in other words,
positive law must resemble the law of nature by being
“good”—or at least by not being “bad.”

Unjust positive laws, then, are not valid law under the
natural law view. As Cicero put it: “What of the many
deadly, the many pestilential statutes which are imposed
on peoples? These no more deserve to be called laws
than the rules a band of robbers might pass in their as-
sembly.” An “unjust” law’s supposed invalidity does not
translate into a natural law defense that is recognized in
court, however.

Although a formal natural law defense is not recog-
nized in court, judges may sometimes take natural law-
oriented views into account when interpreting the law.
As compared with positivist judges, judges influenced
by natural law ideas may be more likely to read constitu-
tional provisions broadly in order to strike down positive
laws they regard as unjust. They also may be more likely
to let morality influence their interpretation of the law.
Of course, neither judges nor natural law thinkers always
agree about what is moral and immoral—a major diffi-
culty for the natural law position. This difficulty allows
legal positivists to claim that only by keeping legal and
moral questions separate can we obtain stability and pre-
dictability in the law.

American Legal Realism To some, the de-
bate between natural law and legal positivism may seem
unreal. Not only is natural law unworkable, such people
might say, but sometimes positive law does not mean
much either. For example, juries sometimes pay little at-
tention to the legal rules that are supposed to guide their
decisions, and prosecutors have discretion concerning
whether to enforce criminal statutes. In some legal pro-
ceedings, moreover, the background, biases, and values
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of the judge—and not the positive law—determine the
result. An old joke reminds us that justice sometimes is
what the judge ate for breakfast.

Remarks such as these typify the school of jurispru-
dence known as American legal realism. Legal realists
regard the law-in-the-books as less important than the
law in action—the conduct of those who enforce and
interpret the positive law. American legal realism defines
law as the behavior of public officials (mainly judges) as
they deal with matters before the legal system. Because
the actions of such decision makers—and not the rules in
the books—really affect people’s lives, the realists say,
this behavior is what deserves to be called law.

It is doubtful whether the legal realists have ever de-
veloped a common position on the relation between law
and morality or on the duty to obey positive law. They
have been quick, however, to tell judges how to behave.
Many realists feel that the modern judge should be a
social engineer who weighs all relevant values and con-
siders social science findings when deciding a case. Such
a judge would make the positive law only one factor in
her decision. Because judges inevitably base their deci-
sions on personal considerations, the realists assert, they
should at least do this honestly and intelligently. To pro-
mote this kind of decision making, the realists have some-
times favored fuzzy, discretionary rules that allow judges
to decide each case according to its unique facts.

Sociological Jurisprudence Sociological
jurisprudence is a general label uniting several different
approaches that examine law within its social context.
The following quotation from Justice Oliver Wendell
Holmes is consistent with such approaches:

The life of the law has not been logic: it has been experience.
The felt necessities of the time, the prevalent moral and
political theories, intuitions of public policy, avowed or
unconscious, even the prejudices which judges share with
their fellow-men, have had a good deal more to do than the
syllogism in determining the rules by which men should be
governed. The law embodies the story of a nation’s develop-
ment through many centuries, and it cannot be dealt with as
if it contained only the axioms and corollaries of a book of
mathematics.?

Despite these approaches’ common outlook, there is
no distinctive sociological definition of law. If one were
attempted, it might go as follows: Law is a process of
social ordering reflecting society’s dominant interests
and values.

2Holmes. The Common Law (1881).

Different Sociological Approaches By examining
examples of sociological legal thinking, we can add sub-
stance to the definition just offered. The “dominant in-
terests” portion of the definition is exemplified by the
writings of Roscoe Pound, an influential 20th-century
American legal philosopher. Pound developed a detailed
and changing catalog of the social interests that press on
government and the legal system and thus shape positive
law. An example of the definition’s “dominant values”
component is the historical school of jurisprudence
identified with the 19th-century German legal philoso-
pher Friedrich Karl von Savigny. Savigny saw law as an
unplanned, almost unconscious, reflection of the collec-
tive spirit of a particular society. In his view, legal change
could only be explained historically, as a slow response
to social change.

By emphasizing the influence of dominant social
interests and values, Pound and Savigny undermine the
legal positivist view that law is nothing more than the
command of some political authority. The early 20th-
century Austrian legal philosopher Eugen Ehrlich went
even further in rejecting positivism. He did so by identi-
fying two different “processes of social ordering” con-
tained within our definition of sociological jurisprudence.
The first of these is positive law. The second is the
“living law,” informal social controls such as customs,
family ties, and business practices. By regarding both
as law, Ehrlich sought to demonstrate that positive
law is only one element within a spectrum of social
controls.

The Implications of Sociological Jurisprudence
Because its definition of law includes social values, soci-
ological jurisprudence seems to resemble natural law.
Most sociological thinkers, however, are concerned only
with the fact that moral values influence the law, and not
with the goodness or badness of those values. Thus, it
might seem that sociological jurisprudence gives no
practical advice to those who must enforce and obey pos-
itive law.

Sociological jurisprudence has at least one practical
implication, however: a tendency to urge that the law
must change to meet changing social conditions and
values. In other words, the law should keep up with the
times. Some might stick to this view even when soci-
ety’s values are changing for the worse. To Holmes, for
example, “[t]he first requirement of a sound body of
law is, that it should correspond with the actual feelings
and demands of the community, whether right or
wrong.”
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Other Schools of Jurisprudence During
approximately the past 30 years, legal scholars have
fashioned additional ways of viewing law, explaining why
legal rules are as they are, and exploring supposed needs
for changes in legal doctrines. For example, the law and
economics movement examines legal rules through the
lens provided by economic theory and analysis. This
movement’s influence has extended beyond academic
literature, with law and economics-oriented considera-
tions, factors, and tests sometimes appearing in judicial
opinions dealing with such matters as contract, tort, or
antitrust law.

The critical legal studies (CLS) movement regards
law as inevitably the product of political calculation
(mostly of the right-wing variety) and long-standing
class biases on the part of lawmakers, including judges.
Articles published by CLS adherents provide controver-
sial assessments and critiques of legal rules. Given the
thrust of CLS and the view it takes of lawmakers, how-
ever, one would be hard-pressed to find CLS adherents
in the legislature or the judiciary.

Other schools of jurisprudence that have acquired no-
toriety in recent years examine law and the legal system
from the vantage points of particular groups of persons
or sets of ideas. Examples include the feminist legal
studies perspective and the gay legal studies movement.

The Functions of Law

In societies of the past, people often viewed law as un-
changing rules that deserved obedience because they
were part of the natural order of things. Most lawmakers
today, however, treat law as a flexible tool or instrument
for the accomplishment of chosen purposes. For exam-
ple, the law of negotiable instruments discussed later in
this text is designed to stimulate commercial activity by
promoting the free movement of money substitutes such
as promissory notes, checks, and drafts. Throughout the
text, moreover, you see courts manipulating existing
legal rules to achieve desired results. One strength of this
instrumentalist attitude is its willingness to adapt the law
to further the social good. A weakness, however, is the
legal instability and uncertainty those adaptations often
produce.

Just as individual legal rules advance specific pur-
poses, law as a whole serves many general social func-
tions. Among the most important of those functions
are:

1. Peacekeeping. The criminal law rules discussed in
Chapter 5 further this basic function of any legal

system. Also, as Chapter 2 suggests, the resolution of
private disputes serves as a major function of the
civil law.

2. Checking government power and promoting personal
freedom. Obvious examples are the constitutional
restrictions examined in Chapter 3.

3. Facilitating planning and the realization of reason-
able expectations. The rules of contract law discussed
in Chapters 9-18 help fulfill this function of law.

4. Promoting economic growth through free competition.
The antitrust laws discussed in Chapters 48-50 are
among the many legal rules that help perform this
function.

5. Promoting social justice. Throughout this century,
government has intervened in private social and eco-
nomic affairs to correct perceived injustices and give
all citizens equal access to life’s basic goods. Exam-
ples include the employer-employee regulations
addressed in Chapter 51.

6. Protecting the environment. The most important
federal environmental statutes are discussed in
Chapter 52.

Obviously, the law’s various functions can conflict.
The familiar clash between economic growth and envi-
ronmental protection is an example. Chapter 5’ cases
dealing with the constitutional aspects of criminal
cases illustrate the equally familiar conflict between
effective law enforcement and the preservation of per-
sonal rights. Only rarely does the law achieve one end
without sacrificing others. In law, as in life, there gen-
erally is no such thing as a free lunch. Where the law’s
objectives conflict, lawmakers may try to strike the best
possible balance among those goals. This suggests lim-
its on the law’s usefulness as a device for promoting
particular social goals.

Legal Reasoning

This text seeks to describe important legal rules affecting
business. As texts generally do, it states those rules in
what lawyers call “black letter” form, using sentences
saying that certain legal consequences will occur if cer-
tain events happen. Although it provides a clear statement
of the law’s commands, this black letter approach can be
misleading. It suggests definiteness, certainty, perma-
nence, and predictability—attributes the law frequently
lacks. To illustrate, and to give you some idea how
lawyers and judges think, we now discuss the two most
important kinds of legal reasoning: case law reasoning
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Ethics in Action

Some schools of jurisprudence discussed in this
chapter—most notably natural law and the vari-
ous approaches lumped under the sociological
jurisprudence heading—concern themselves with the rela-
tionship between law and notions of morality. These schools
of jurisprudence involve considerations related to key aspects
of ethical theories that will be explored in Chapter 4, which
addresses ethical issues arising in business contexts.
Natural law’s focus on rights thought to be independent of
positive law has parallels in ethical theories that are classified
under the rights theory heading. In its concern over unjust

laws, natural law finds common ground with the ethical the-
ory known as justice theory. When subscribers to sociological
jurisprudence focus on the many influences that shape law and
the trade-offs involved in a dynamic legal system, they may
explore considerations that relate not only to rights theory or
justice theory but also to two other ethical theories, utilitari-
anism and profit maximization. As you study Chapter 4 and
later chapters, keep the schools of jurisprudence in mind.
Think of them as you consider the extent to which a behavior’s
probable legal treatment and the possible ethical assessments
of it may correspond or, instead, diverge.

and statutory interpretation.® However, we first must
examine legal reasoning in general.

Legal reasoning is basically deductive, or syllogistic.
The legal rule is the major premise, the facts are the
minor premise, and the result is the product of combin-
ing the two. Suppose a state statute says that a driver op-
erating an automobile between 55 and 70 miles per hour
must pay a $50 fine (the rule or major premise) and that
Jim Smith drives his car at 65 miles per hour (the facts or
minor premise). If Jim is arrested, and if the necessary
facts can be proved, he will be required to pay the $50
fine. As you will now see, however, legal reasoning often
is more difficult than this example would suggest.

Case Law Reasoning In cases governed by
the common law, courts find the appropriate legal rules
in prior cases called precedents. The standard for choos-
ing and applying prior cases to decide present cases is
the doctrine of stare decisis, which states that like cases
should be decided alike. That is, the present case should
be decided in the same way as past cases presenting the
same facts and the same legal issues. If no applicable
precedent exists, the court is free to develop a new com-
mon law rule to govern the case, assuming the court
believes that sound public policy reasons call for the de-
velopment of a new rule. When an earlier case may seem
similar enough to the present case to constitute a prece-
dent but the court deciding the present case nevertheless
identifies a meaningful difference between the cases, the
court distinguishes the earlier decision.

Because every present case differs from the precedents
in some respect, it is always possible to spot a factual dis-
tinction. For example, one could attempt to distinguish a
prior case because both parties in that case had black hair,

3The reasoning courts employ in constitutional cases resembles that used
in common law cases, but often is somewhat looser. See Chapter 3.

whereas one party in the present case has brown hair. Of
course, such a distinction would be ridiculous, because
the difference it identifies is insignificant in moral or
social policy terms. A valid distinction involves a widely
accepted ethical or policy reason for treating the present
case differently from its predecessor. Because people dis-
agree about moral ideas, public policies, and the degree to
which they are accepted, and because all these factors
change over time, judges may differ on the wisdom of dis-
tinguishing a prior case. This is a source of uncertainty in
the common law, but it gives the common law the flexibil-
ity to adapt to changing social conditions.*

When a precedent has been properly distinguished,
the common law rule it stated does not control the present
case. The court deciding the present case may then fash-
ion a new common law rule to govern the case. Consider,
for instance, an example involving the employment-
at-will rule, the prevailing common law rule regarding
employees in the United States. Under this rule, an em-
ployee may be fired at any time—and without any reason,
let alone a good one—unless a contract between the
employer and the employee guaranteed a certain duration
of employment or established that the employee could
be fired only for certain recognized legal causes. Most
employees are not parties to a contract containing such
provisions. Therefore, they are employees-at-will. Assume
that in a precedent case, an employee who had been
doing good work challenged his firing, and that the court
hearing the case ruled against him on the basis of the
employment-at-will rule. Also assume that in a later
case, a fired employee has challenged her dismissal.
Although the fired employee would appear to be subject
to the employment-at-will rule applied in the seemingly
similar precedent case, the court deciding the later case

4Also, though they exercise the power infrequently, courts sometimes
completely overrule their own prior decisions.
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nevertheless identifies an important difference: that in
the later case, the employee was fired in retaliation for
having reported to law enforcement authorities that her
employer was engaging in seriously unlawful business-
related conduct. A firing under such circumstances appears
to offend public policy, notwithstanding the general
acceptance of the employment-at-will rule. Having prop-
erly distinguished the precedent, the court deciding the
later case would not be bound by the employment-at-will
rule set forth in the precedent and would be free to develop
a public policy—based exception under which the retalia-
tory firing would be deemed wrongful. (Chapter 51 will
reveal that courts in a number of states have adopted such
an exception to the employment-at-will rule.)

The Hagan case, which follows, provides a further
illustration of the process of case law reasoning. In
Hagan, the Florida Supreme Court scrutinizes various
precedents as it attempts to determine whether Florida’s
courts should retain, modify, or abolish a common law
rule under which a plaintiff in a negligence case could
not recover damages for emotional harm unless she also
sustained some sort of impact that produced physical
injuries—that is, injuries to her body. (Negligence law is
discussed in depth in Chapter 7.) Ultimately, the court
determines that under circumstances of the sort pre-
sented in the case, damages for emotional distress should
be recoverable even in the absence of a physical
injury—producing impact.

Hagan v. Coca-Cola Bottling Co.

776 So. 2d 275 (Fla. Sup. Ct. 2000)

Linda Hagan and her sister Barbara Parker drank from a bottle of Coke which they both agreed tasted flat. Hagan then held
the bottle up to a light and observed what she and Parker thought was a used condom with ““oozy stringy stuff coming out of
the top.” Both women were distressed that they had consumed some foreign material, and Hagan immediately became nau-
seated. The bottle was later delivered to Coca-Cola for testing. Concerned about what they had drunk, the women went to a
health care facility the next day and were given shots. The medical personnel at the facility told them they should be tested
for HIV. Hagan and Parker were then tested and informed that the results were negative. Six months later, both women were
again tested for HIV, and the results were again negative.

Hagan and Parker brought a negligence action against Coca-Cola. Coca-Cola’s beverage analyst testified at trial that he
had initially thought, as Hagan and Parker had, that the object in the bottle was a condom. However, upon closer examina-
tion, he concluded that the object was a mold, and that, to a “scientific certainty;” the item floating in the Coke bottle was
not a condom. At the conclusion of the trial, the jury returned a verdict in favor of the plaintiffs, awarding $75,000 each to
Hagan and Parker. The trial court reduced the jury award to $25,000 each to Hagan and Parker. Both sides appealed to the
Fifth District Court of Appeal.

The appellate court reversed the jury awards and concluded that under case law concerning the impact rule, Hagan and
Parker had not established a claim because neither had suffered a physical injury. Under a special procedure allowed by
Florida law, certain dissenting and concurring appellate court judges sent a certified question to the state Supreme Court

asking whether the impact rule should be abolished or amended in Florida.

Anstead, Judge

We have for review a decision from the Fifth District Court of
Appeal in which the court certified a question to be of great pub-
lic importance: Should the impact rule be abolished or amended
in Florida? Because we conclude that there was an impact here
and the impact rule does not bar the claim, we rephrase the cer-
tified question [to ask whether] the impact rule preclude[s] a
claim for damages for emotional distress caused by the con-
sumption of a foreign substance in a beverage product where the
plaintiff suffers no accompanying physical injuries][.]

Hagan and Parker (hereinafter “appellants”) assert that a
person should not be barred from recovering damages for
emotional distress caused by the consumption of a beverage
containing a foreign substance simply because she suffered
distress but did not suffer any additional physical injury at the

time of consumption. Therefore, appellants contend that the
“impact rule” should not operate to preclude relief under the
circumstances of this case. We agree with appellants and hold
that the impact rule does not apply to cases where a plaintiff
suffers emotional distress as a direct result of the consumption
of a contaminated beverage.

We begin by acknowledging that although many states have
abolished the “impact rule,” several states, including Florida,
still adhere to the rule. This court, while acknowledging
exceptions, has accepted the impact rule as a limitation on cer-
tain claims as a means for “assuring the validity of claims for
emotional or psychic damages.” R. J. v. Humana of Florida, Inc.
(1995). Generally stated, the impact rule requires that before a
plaintiff may recover damages for emotional distress, she must
demonstrate that the emotional stress suffered flowed from
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injuries sustained in an impact. Notwithstanding our adherence
to the rule, this Court has noted several instances where the
impact rule should not preclude an otherwise viable claim.

For example, this Court modified the impact rule in by-
stander cases by excusing the lack of a physical impact. In such
cases, recovery for emotional distress would be permitted
where one person suffers “death or significant discernible
physical injury when caused by psychological trauma resulting
from a negligent injury imposed on a close family member
within the sensory perception of the physically injured person.”
Champion v. Gray (1985). We also have held that the impact
rule does not apply to claims for intentional infliction of emo-
tional distress, wrongful birth, negligence claims involving
stillbirth, and bad faith claims against an insurance carrier.

We believe that public policy dictates that a cause of action
for emotional distress caused by the ingestion of a contaminated
food or beverage should be recognized despite the lack of an ac-
companying physical injury. In Doyle v. Pillsbury Co. (1985),
for example, this Court observed that the impact rule would not
bar a cause of action for damages caused by the ingestion of a
contaminated food or beverage. There, the plaintiffs, Mr. and
Mrs. Doyle, opened a can of peas and observed an insect float-
ing on top of the contents. Mrs. Doyle jumped back in alarm,
fell over a chair and suffered physical injuries. The plaintiffs
sued the Pillsbury Company, Green Giant Company, and Publix
Supermarkets, alleging negligence, strict liability, and breach of
warranty. The trial court granted summary judgment in favor of
the defendants, finding that the impact rule barred the plaintiffs’
cause of action, and the intermediate appellate court affirmed.

On review, this Court approved of the outcome but disap-
proved of the application of the impact rule. We initially recog-
nized that ingestion of a food or drink product is a necessary
prerequisite to a cause of action against restaurants, manu-
facturers, distributors and retailers of food. In doing so, we im-
pliedly found that ingestion of a foreign food or substance
constitutes an impact. [We wrote:]

This ingestion requirement is grounded upon foreseeability
rather than the impact rule. The public has become accus-
tomed to believing in and relying on the fact that packaged
foods are fit for consumption. A producer or retailer of food
should foresee that a person may well become physically or
mentally ill after consuming part of a food product and then
discovering a deleterious foreign object, such as an insect or
rodent, in presumably wholesome food or drink. The manu-
facturer or retailer must expect to bear the costs of the re-
sulting injuries. The same foreseeability is lacking where a
person simply observes the foreign object and suffers injury
after the observation. The mere observance of unwhole-
some food cannot be equated to consuming a portion of the
same. We should not impose virtually unlimited liability in
such cases. When a claim is based on an inert foreign object

in a food product, we continue to require ingestion of a por-
tion of the food before liability arises. Because Mrs. Doyle
never ingested any portion of the canned peas, the trial court
properly granted summary judgment against the Doyles.

Other jurisdictions have reached a similar conclusion, one,
in fact, involving virtually the same facts presented here. In
Wallace v. Coca-Cola Bottling Plants, Inc., [Me. (1970)], the
plaintiff drank from a Coke bottle which contained an un-
wrapped condom. The plaintiff became ill after he returned
home and thought about his experience. The Maine Supreme
Court held that where the plaintiff demonstrates a causal rela-
tionship between the negligent act and the reasonably foresee-
able mental and emotional suffering by a reasonably foreseeable
plaintiff, damages for emotional suffering are recoverable
despite the lack of a “discernable trauma from external causes.”
The court found that such requirements had been met: “The
foreign object was of such a loathsome nature it was reasonably
foreseeable its presence would cause nausea and mental dis-
tress upon being discovered . . . The mental distress was mani-
fested by the vomiting.”

Several years later [in Culbert v. Sampson Supermarkets
Inc., 444 A.2d 433 [Me. (1982)], the Maine Supreme Court
overruled Wallace to the extent that it had required a plaintiff to
demonstrate actual physical manifestations of the mental injury.
In overruling any physical injury requirement, the court noted
that it could have permitted recovery in Wallace even under the
impact rule because the condom had come in contact with the
plaintiff. We find the reasoning of the Maine Supreme Court to
be instructive, and consistent with our analysis in Doyle, to the
extent it concludes that a plaintiff may recover for emotional
injuries caused by the consumption of a contaminated food or
beverage despite the lack of an additional physical injury.

As this Court [has] recognized [before], the impact rule
does not apply where emotional damages are a “consequence
of conduct that itself is a freestanding tort apart from any emo-
tional injury.” Tanner v. Hartog, (1997). [W]e hold that a plain-
tiff need not prove the existence of a physical injury in order
to recover damages for emotional injuries caused by the con-
sumption of a contaminated food or beverage. [T]hose who
market foodstuffs should foresee and expect to bear responsi-
bility for the emotional and physical harm caused by someone
consuming a food product that is contaminated by a foreign
substance. Further, since we have concluded that there was an
impact in the case at hand by the ingestion of a contaminated
substance, and the impact rule does not bar the action, we
decline to rule on the broader question posed by the district
court’s certified question.

Intermediate appellate court decision reversed, and case
remanded.
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CYBERLAW IN ACTION

Section 230 of the Communications Decency Act

(CDA), a federal statute, provides that “[n]o
provider or user of an interactive computer ser-
vice shall be treated as the publisher or speaker
of any information provided by another information
content provider.” Although & 230 appears in a statute other-
wise designed to protect minors against online exposure to
indecent material, the broad language of § 230 has caused
courts to apply it in contexts having nothing to do with inde-
cent expression.

For instance, various courts have held that § 230 protects
providers of an interactive computer service (ICS) against
liability for defamation when a user of the service creates and
posts false, reputation-harming statements about someone
else. (ICS is defined in the statute as “any information service,
system, or access software provider that provides or enables
computer access by multiple users to a computer server.”)
With courts so holding, § 230 has the effect of superseding a
common law rule of defamation that anyone treated as a pub-
lisher or speaker of defamatory material is liable to the same
extent as the original speaker or writer of that material.
Absent § 230, ICS providers could sometimes face defamation
liability under the theory that they are publishers of state-
ments made by someone else. (You will learn more about
defamation in Chapter 6.) This application of § 230 illustrates
two concepts noted earlier in the chapter: first, that federal
law overrides state law when the two conflict; and second,
that an applicable statute supersedes a common law rule.

Cases in other contexts have required courts to utilize
statutory interpretation techniques discussed in this chapter
as they determine whether § 230’s shield against liability ap-
plies. For example, two recent cases presented the question
whether § 230 protects Web site operators against liability for
alleged Fair Housing Act (FHA) violations based on material
that appears on their sites. The FHA states that it is unlawful to
“make, print, or publish,” or to “cause” the making, printing, or
publishing, of notices, statements, or advertisements that
“with respect to the sale or rental of a dwelling[,] . . . indicate[]
any preference, limitation, or discrimination based on race,

Statutory Interpretation Because statutes are
written in one authoritative form, their interpretation
might seem easier than case law reasoning. However, this
is not so. The natural ambiguity of language serves as one
reason courts face difficulties when interpreting statutes.
The problems become especially difficult when statutory
words are applied to situations the legislature did not
foresee. In some instances, legislators may deliberately
use ambiguous language when they are unwilling or un-
able to deal specifically with each situation the statute

color, religion, sex, handicap, familial status, or national origin,
or an intention to make any such preference, limitation, or dis-
crimination.” A civil rights organization sued Craigslist, Inc.,
which operates a well-known electronic forum for those who
wish to buy, sell, or rent housing and miscellaneous goods and
services. The plaintiff alleged that Craigslist users posted
housing-related statements such as “No minorities” and “No
children,” and that those statements constituted FHA viola-
tions on the part of Craigslist.

In Chicago Lawyers Committee for Civil Rights Under Law,
Inc. v. Craigslist, Inc., 519 F.3d 666 (7th Cir. 2008), the U.S. Court
of Appeals for the Seventh Circuit affirmed the district court's
dismissal of the plaintiff’s complaint. The Seventh Circuit held
that a “natural reading” of & 230 of the CDA protected
Craigslist against liability. The statements that allegedly vio-
lated the FHA were those of users of the electronic forum—
meaning that Craigslist would be liable only if it were treated
as a publisher or speaker of the users’ statements. The plain
language of § 230, however, prohibited classifying Craigslist,
Inc., as a publisher or speaker of the content posted by the
users. Neither did Craigslist “cause” users to make statements
of the sort prohibited by the FHA. Using a commonsense in-
terpretation of the word “cause,” the court concluded that
merely furnishing the electronic forum was not enough to im-
plicate Craigslist in having “cause[d]” the users’ statements.
There were no facts indicating that Craigslist suggested or
encouraged statements potentially running afoul of the FHA.

Less than a month after the decision just discussed, the U.S.
Court of Appeals for the Ninth Circuit decided Fair Housing
Council of San Fernando Valley v. Roommate.com, LLC, 2008
U.S. App. LEXIS 7066 (9th Cir. 2008). There, the court held that
§ 230 of the CDA did not protect Roommate.com against FHA
liability for allegedly discriminatory housing-related state-
ments posted by users of Roommate.com'’s electronic forum.
An edited version of that decision appears nearby in the text.
After reading it, compare it to the Craigslist decision summa-
rized above. Given the different outcomes reached in the two
cases, are the two decisions simply inconsistent, or can they
be harmonized?

15

was enacted to regulate. When this happens, the legisla-
ture expects courts and/or administrative agencies to fill
in the details on a case-by-case basis. Other reasons for
deliberate ambiguity include the need for legislative
compromise and legislators’ desire to avoid taking con-
troversial positions.

To deal with the problems just described, courts use
various techniques of statutory interpretation. As you
will see shortly, different techniques may dictate differ-
ent results in a particular case. Sometimes judges employ
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the techniques in an instrumentalist or result-oriented
fashion, emphasizing the technique that will produce
the result they want and downplaying the others. It is
therefore unclear which technique should control when
different techniques yield different results. Judges have
considerable latitude in this regard.

Plain Meaning Courts begin their interpretation of a
statute with its actual language. If the statute’s words
have a clear, common, accepted meaning, courts often
employ the plain meaning rule. This approach calls for
the court to apply the statute according to the usual
meaning of its words, without concerning itself with
anything else.

Legislative History and Legislative Purpose Courts
sometimes refuse to follow a statute’s plain meaning
when its legislative history suggests a different result.
Almost all courts resort to legislative history when the
statute’s language is ambiguous. A statute’s legislative
history includes the following sources: reports of inves-
tigative committees or law revision commissions that
led to the legislation; transcripts or summaries of hear-
ings of legislative committees that originally considered
the legislation; reports issued by such committees; records
of legislative debates; reports of conference committees
reconciling two houses’ conflicting versions of the
law; amendments or defeated amendments to the legi-
slation; other bills not passed by the legislature but
proposing similar legislation; and discrepancies between
a hill passed by one house and the final version of the
statute.

Sometimes a statute’s legislative history provides no
information or conflicting information about its meaning,
Scope, Or purposes. Some sources prove to be more au-
thoritative than others. The worth of debates, for instance,
may depend on which legislator (e.g., the sponsor of the
bill or an uninformed blowhard) is quoted. Some sources
are useful only in particular situations; prior unpassed
bills and amendments or defeated amendments are

examples. Consider, for instance, whether mopeds are
covered by an air pollution statute applying to “automo-
biles, trucks, buses, and other motorized passenger or
cargo vehicles.” If the statute’s original version included
mopeds but this reference was removed by amendment,
it is unlikely that the legislature wanted mopeds to be
covered. The same might be true if six similar unpassed
bills had included mopeds but the bill that was eventually
passed did not, or if one house had passed a bill inclu-
ding mopeds but mopeds did not appear in the final
version of the legislation.

Courts use legislative history in two overlapping but
distinguishable ways. They may use it to determine what
the legislature thought about the specific meaning of
statutory language. They may also use it to determine the
overall aim, end, or goal of the legislation. In this second
case, they then ask whether a particular interpretation
of the statute is consistent with this legislative purpose.
To illustrate the difference between these two uses of
legislative history, suppose that a court is considering
whether our pollution statute’s “other motorized passen-
ger or cargo vehicles” language includes battery-powered
vehicles. The court might scan the legislative history for
specific references to battery-powered vehicles or other
indications of what the legislature thought about their
inclusion. However, the court might also use the same
history to determine the overall aims of the statute, and
then ask whether including battery-powered vehicles is
consistent with those aims. Because the history probably
would reveal that the statute’s purpose was to reduce air
pollution from internal combustion engines, the court
might well conclude that battery-powered vehicles
should not be covered.

Two statutory interpretation cases follow. In Fair
Housing Council v. Roommate.com, the court carefully
examines the relevant statutory language and considers
the purposes underlying it. In General Dynamics Land
Systems, Inc. v. Cline, the Supreme Court interprets a
major employment discrimination statute by relying
heavily on its legislative history and purpose.

Fair Housing Council of San Fernando Valley v. Roommate.com, LLC

2008 U.S. App. LEXIS 7066 (gth Cir. 2008)

Roommate.com, LLC (““Roommate””) operated a Web site designed to match people renting out spare rooms with people look-
ing for a place to live. At the time of the litigation referred to below, Roommate’s Web site featured approximately 150,000

active listings and received roughly a million page views a day.

Before subscribers could search listings or post housing opportunities on Roommate’s Web site, they had to create pro-
files. This process required subscribers to answer a series of questions. Besides requesting basic information such as name,
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location, and e-mail address, Roommate required each subscriber to disclose his or her sex and sexual orientation, and
whether he or she would bring children to a household. Each subscriber was further required to describe his or her prefer-
ences in roommates with respect to the same three criteria: sex, sexual orientation, and whether children would be brought
to the household. The Roommate site also encouraged subscribers to provide “Additional Comments™ describing themselves
and their desired roommate in an open-ended essay. After a new subscriber completed the application, Roommate would as-
semble his or her answers into a profile page. The profile page displayed the subscriber’s pseudonym, description, and pref-
erences, as divulged through answers to Roommate’s questions.

Roommate’s subscribers were able to choose between two levels of service. Those using the site’s free service level could
create their own personal profile page, search the profiles of others, and send personal e-mail messages. They could also
receive periodic e-mails from Roommate, informing them of available housing opportunities matching their preferences.
Subscribers who paid a monthly fee also gained the ability to read e-mails from other users, and to view other subscribers’
“Additional Comments.”

The Fair Housing Councils of the San Fernando Valley and San Diego (“Councils™) sued Roommate in federal court,
alleging that Roommate’s activities violated the federal Fair Housing Act (“FHA”), 42 U.S.C. § 3601 et seq. The FHA pro-
hibits, in the sale or rental of housing, discrimination on the basis of “race, color, religion, sex, familial status, or national
origin”” The FHA also includes a provision that makes it unlawful to

make, print, or publish, or cause to be made, printed, or published, any notice, statement, or advertisement, with respect
to the sale or rental of a dwelling that indicates any preference, limitation, or discrimination based on race, color, religion,
sex, handicap, familial status, or national origin, or an intention to make any such preference, limitation, or
discrimination.

In their lawsuit, Councils claimed that Roommate was effectively a housing broker doing online what it could not lawfully
do off-line. Roommate argued, however, that it was immune from liability under § 230 of the federal Communications
Decency Act, which provides that “[n]o provider . . . of an interactive computer service shall be treated as the publisher or
speaker of any information provided by another information content provider.” The district court agreed, reasoning that
imposition of liability on Roommate for a violation of the FHA would depend upon classifying Roommate as a publisher
or speaker but that § 230 prohibited such an outcome. The district court therefore dismissed Councils” FHA claim without
determining whether Roommate violated the FHA. Councils appealed to the U.S. Court of Appeals for the Ninth Circuit.

Kozinski, Chief Judge

We plumb the depths of the immunity provided by § 230 of the
Communications Decency Act of 1996 (“CDA”).

Section 230 of the CDA immunizes providers of interactive
computer services against liability arising from content created
by third parties: “No provider . . . of an interactive computer
service shall be treated as the publisher or speaker of any infor-
mation provided by another information content provider.” This
grant of immunity applies only if the interactive computer ser-
vice provider is not also an “information content provider,”
which is defined as someone who is “responsible, in whole or in
part, for the creation or development of ” the offending content.
Section 230 defines an “interactive computer service” as “any
information service, system, or access software provider that
provides or enables computer access by multiple users to a
computer server.” Today, the most common interactive computer
services are websites. Councils do not dispute that Roommate’s
website is an interactive computer service.

A website operator can be both a service provider and a
content provider. If it passively displays content that is created
entirely by third parties, then it is only a service provider with

respect to that content. But as to content that it creates itself, or
is “responsible, in whole or in part” for creating or developing,
the website is also a content provider. Thus, a website may be
immune from liability for some of the content it displays to the
public but be subject to liability for other content.

Section 230 was prompted by a state court case holding
Prodigy responsible for a libelous message posted on one of its
financial message boards. See Stratton Oakmont v. Prodigy
Servs. Co., 1995 N.Y. Misc. LEXIS (N.Y. Sup. Ct. 1995). The
court there found that Prodigy had become a “publisher” under
state law because it voluntarily deleted some messages from its
message boards “on the basis of offensiveness and ‘bad taste,””
and was therefore legally responsible for the content of defam-
atory messages that it failed to delete. Under the reasoning of
Stratton Oakmont, online service providers that voluntarily fil-
ter some messages become liable for all messages transmitted,
whereas providers that bury their heads in the sand and ignore
problematic posts altogether escape liability. Prodigy claimed
that the “sheer volume” of message board postings it received
made manual review of every message impossible; thus, if it
were forced to choose between taking responsibility for all
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messages and deleting no messages at all, it would have to
choose the latter course.

In passing § 230, Congress sought to spare interactive com-
puter services this grim choice by allowing them to perform
some editing on user-generated content without thereby becom-
ing liable for all defamatory or otherwise unlawful messages
that they didn’t edit or delete. In other words, [as the statute’s
legislative history indicates,] Congress sought to immunize the
removal of user-generated content, not the creation of content.

With this backdrop in mind, we examine three specific
functions performed by Roommate that are alleged to violate
the FHA.

1. Councils first argue that the questions Roommate poses to
prospective subscribers during the registration process violate
the FHA. Councils allege that requiring subscribers to disclose
their sex, family status and sexual orientation “indicates” an
intent to discriminate against them, and thus runs afoul of the
FHA. Roommate created the questions and choice of answers,
and designed its website registration process around them.
Therefore, Roommate is undoubtedly the “information content
provider” as to the questions and can claim no immunity for
posting them on its website, or for forcing subscribers to
answer them as a condition of using its services.

Here, we must determine whether Roommate has immunity
under the CDA because Councils have at least a plausible claim
that Roommate violated the FHA by merely posing the ques-
tions. We need not decide whether any of Roommate’s questions
actually violate the FHA. [We leave that issue] for the district
court on remand. Rather, we examine the scope of plaintiffs’ sub-
stantive claims only insofar as necessary to determine whether
8 230 immunity applies. However, we note that asking questions
certainly can violate the FHA. For example, a real estate broker
may not inquire as to the race of a prospective buyer, and an
employer may not inquire as to the religion of a prospective em-
ployee. If such questions are unlawful when posed face-to-face
or by telephone, they don’t magically become lawful when asked
electronically online. [Section 230 of the CDA] was not meant
to create a lawless no-man’s-land on the Internet.

Councils also claim that requiring subscribers to answer
the questions as a condition of using Roommate’s services
unlawfully “cause[s]” subscribers to make a “statement. . .
with respect to the sale or rental of a dwelling that indicates [a]
preference, limitation, or discrimination,” in violation of [the
FHA]. The CDA does not grant immunity for inducing third
parties to express illegal preferences. Roommate’s own acts—
posting the questionnaire and requiring answers to it—are
entirely its doing and thus § 230 of the CDA does not apply
to them. Roommate is entitled to no immunity [against this
asserted basis of liability].

2. Councils also charge that Roommate’s development and
display of subscribers’ discriminatory preferences is unlawful.
Roommate publishes a “profile page” for each subscriber on its
website. The page describes the client’s personal information—
such as his sex, sexual orientation and whether he has children—
as well as the attributes of the housing situation he seeks.

The content of these pages is drawn directly from the regis-
tration process. For example, Roommate requires subscribers
to specify, using a drop-down menu provided by Roommate,
whether they are “Male” or “Female” and then displays that
information on the profile page. Roommate also requires sub-
scribers who are listing available housing to disclose whether
there are currently “Straight male(s),” “Gay male(s),” “Straight
female(s)” or “Lesbian(s)” living in the dwelling. Subscribers
who are seeking housing must make a selection from a drop-
down menu, again provided by Roommate, to indicate whether
they are willing to live with “Straight or gay” males, only with
“Straight” males, only with “Gay” males or with “No males.”
Similarly, Roommate requires subscribers listing housing to
disclose whether there are “Children present” or “Children not
present” and requires housing seekers to say “I will live with
children” or “I will not live with children.” Roommate then dis-
plays these answers, along with other information, on the sub-
scriber’s profile page. This information is obviously included
to help subscribers decide which housing opportunities to pur-
sue and which to bypass. In addition, Roommate itself uses this
information to channel subscribers away from listings where
the individual offering housing has expressed preferences that
aren’t compatible with the subscriber’s answers.

[It is correct to conclude] that Roommate’s subscribers are
information content providers who create the profiles by pick-
ing among options and providing their own answers. But the
fact that users are information content providers does not pre-
clude Roommate from also being an information content
provider by helping “develop” at least “in part” the informa-
tion in the profiles. Here, the part of the profile that is alleged
to offend the Fair Housing Act and state housing discrimina-
tion laws—the information about sex, family status and sexual
orientation—is provided by subscribers in response to Room-
mate’s questions, which they cannot refuse to answer if they
want to use defendant’s services. By requiring subscribers to
provide the information as a condition of accessing its service,
and by providing a limited set of pre-populated answers,
Roommate becomes much more than a passive transmitter of
information provided by others; it becomes the developer, at
least in part, of that information. And § 230 provides immu-
nity only if the interactive computer service does not “creat[e]
or develop[ ]” the information “in whole or in part.”

Roommate does much more than provide options [to sub-
scribers as they provide information for their profiles]. To begin
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with, Roommate asks discriminatory questions. The FHA
makes it unlawful to ask certain discriminatory questions for a
very good reason: Unlawful questions solicit (a.k.a. “develop”)
unlawful answers. Not only does Roommate ask these ques-
tions, Roommate makes answering the discriminatory questions
a condition of doing business. This is no different from a real
estate broker in real life saying, “Tell me whether you’re Jewish
or you can find yourself another broker.” When a business en-
terprise extracts such information from potential customers as a
condition of accepting them as clients, it is no stretch to say that
the enterprise is responsible, at least in part, for developing that
information.

Similarly, Roommate is not entitled to CDA immunity for
the operation of its search system, which filters listings, or of
its email notification system, which directs emails to sub-
scribers according to discriminatory criteria. Roommate de-
signed its search system so it would steer users based on the
preferences and personal characteristics that Roommate itself
forces subscribers to disclose. If Roommate has no immunity
for asking the discriminatory questions, as we concluded
above, it can certainly have no immunity for using the an-
swers to the unlawful questions to limit who has access to
housing.

For example, a subscriber who self-identifies as a “Gay
male” will not receive email notifications of new housing
opportunities supplied by owners who limit the universe of
acceptable tenants to “Straight male(s),” “Straight female(s)”
and “Lesbian(s).” Similarly, subscribers with children will
not be notified of new listings where the owner specifies “no
children.” Councils charge that limiting the information a sub-
scriber can access based on that subscriber’s protected status
violates the FHA. It is, Councils allege, no different from a real
estate broker saying to a client: “Sorry, sir, but I can’t show you
any listings on this block because you are [gay/female/black/a
parent].” If such screening is prohibited when practiced in per-
son or by telephone, we see no reason why Congress would
have wanted to make it lawful to profit from it online.

Roommate’s search function is similarly designed to steer
users based on discriminatory criteria. Roommate’s search en-
gine thus differs materially from generic search engines such as
Google, Yahoo! and MSN Live Search, in that Roommate de-
signed its system to use allegedly unlawful criteria so as to
limit the results of each search, and to force users to participate
in its discriminatory process. In other words, Councils allege
that Roommate’s search is designed to make it more difficult or
impossible for individuals with certain protected characteris-
tics to find housing—something the law prohibits. By contrast,
ordinary search engines do not use unlawful criteria to limit the
scope of searches conducted on them, nor are they designed to
achieve illegal ends—as Roommate’s search function is alleged

to do here. Therefore, such search engines play no part in the
“development” of any unlawful searches.

3. Councils finally argue that Roommate should be held liable
for the discriminatory statements displayed in the “Additional
Comments” section of profile pages. At the end of the registra-
tion process, on a separate page from the other registration
steps, Roommate prompts subscribers to “tak[e] a moment to
personalize your profile by writing a paragraph or two describ-
ing yourself and what you are looking for in a roommate.” The
subscriber is presented with a blank text box, in which he can
type as much or as little about himself as he wishes. Such
essays are visible only to paying subscribers.

Subscribers provide a variety of provocative, and often very
revealing, answers. The contents range from subscribers who
“[p]ref[er] white Male roommates” or require that “[t]he per-
son applying for the room MUST be a BLACK GAY MALE”
to those who are “NOT looking for black muslims.” Some com-
mon themes are a desire to live without “drugs, kids or animals”
or “smokers, kids or druggies,” while a few subscribers express
more particular preferences, such as preferring to live in a home
free of “psychos or anyone on mental medication.” Some sub-
scribers are just looking for someone who will get along with
their significant other or [will hold certain religious beliefs].

Roommate publishes these comments as written. It does not
provide any specific guidance as to what the essay should con-
tain, nor does it urge subscribers to input discriminatory prefer-
ences. Roommate is not responsible, in whole or in part, for
the development of this content, which comes entirely from
subscribers and is passively displayed by Roommate. Without
reviewing every essay, Roommate would have no way to distin-
guish unlawful discriminatory preferences from perfectly legit-
imate statements. Nor can there be any doubt that this informa-
tion was tendered to Roommate for publication online. This is
precisely the kind of situation for which § 230 was designed to
provide immunity.

We must keep firmly in mind that this is an immunity statute
we are expounding, a provision enacted to protect websites
against the evil of liability for failure to remove offensive con-
tent. Websites are complicated enterprises, and there will always
be close cases where a clever lawyer could argue that something
the website operator did encouraged the illegality. Such close
cases, we believe, must be resolved in favor of immunity, lest we
cut the heart out of § 230 by forcing websites to face death by
ten thousand duck-bites, fighting off claims that they promoted
or encouraged—or at least tacitly assented to—the illegality of
third parties. Where it is very clear that the website directly par-
ticipates in developing the alleged illegality—as it is clear here
with respect to Roommate’s questions, answers, and the result-
ing profile pages—immunity will be lost. But in cases of



20 Part One Foundations of American Law

enhancement by implication or development by inference—
such as with respect to the “Additional Comments” here—§ 230
must be interpreted to protect websites not merely from ultimate
liability, but from having to fight costly and protracted legal
battles.

[This decision’s] message to website operators is clear: If
you don’t encourage illegal content, or design your website to
require users to input illegal content, you will be immune. We
believe that this distinction is consistent with the intent of Con-
gress to preserve the free-flowing nature of Internet speech and
commerce without unduly prejudicing the enforcement of other
important state and federal laws. When Congress passed § 230
it didn’t intend to prevent the enforcement of all laws online;

rather, it sought to encourage interactive computer services that
provide users neutral tools to post content online to police that
content without fear that through their [screening of offensive
material], they would become liable for every single message
posted by third parties on their website.

In light of our determination that the CDA does not provide
immunity to Roommate for all of the content of its website and
email newsletters, we remand for the district court to determine
in the first instance whether the alleged actions for which
Roommate is not immune violate the FHA.

District court’s decision reversed in part and affirmed in
part, and case remanded for further proceedings.

540 U.S. 581 (U.S. Sup. Ct. 2004)

General Dynamics Land Systems, Inc. v. Cline

Section 623 of the federal Age Discrimination in Employment Act (ADEA) makes it unlawful for an employer of at least 20
persons ““to fail or refuse to hire or to discharge any individual or otherwise discriminate against any individual with respect
to his compensation, terms, conditions, or privileges of employment, because of such individual’s age’” According to another
ADEA section, the protection against discrimination afforded by § 623 applies only when the affected individual is at least
40 years of age.

A pre-1997 collective bargaining agreement between the United Auto Workers (UAW) and General Dynamics Land
Systems, Inc., called for General Dynamics to furnish health benefits to retired employees who had worked for the
company for a qualifying number of years. In 1997, however, the UAW and General Dynamics entered into a new collec-
tive bargaining agreement that eliminated the obligation of General Dynamics to provide health benefits to employees
who retired after the effective date of the new agreement, except for then-current workers who were at least 50 years old
at the time of the agreement. Employees in that 50-and-over category would still receive health benefits when they
retired.

Dennis Cline was among the General Dynamics employees who were dissatisfied with the new collective bargaining
agreement because they were under 50 years of age when the agreement was adopted, and thus would not receive health ben-
efits when they retired. Although they were under 50 years old, Cline and the other employees who later became plaintiffs
in the case described below were all at least 40 years of age. They therefore met the ADEA’s minimum age threshold. In a
proceeding before the Equal Employment Opportunity Commission (EEOC), Cline and the other plaintiffs asserted that
the 1997 collective bargaining agreement violated the ADEA, because the plaintiffs were within the ADEA’s protected class
of persons (those at least 40 years of age) and because the agreement discriminated against them ““with respect to. . .
compensation, terms, conditions, or privileges of employment, because of [their] age™ (quoting section 623 of the ADEA).
The age discrimination alleged by the plaintiffs was that under the terms of the agreement, their under-50 age was the basis
for denying them the more favorable treatment to be received by persons 50 years of age or older. Agreeing with this view
of the case, the EEOC invited General Dynamics and the union to settle informally with Cline and the other plaintiffs
(hereinafter referred to collectively as “Cline™).

When no settlement occurred, Cline sued General Dynamics for a supposed violation of the ADEA. The federal district
court dismissed the case. Cline appealed, and the U.S. Court of Appeals for the Sixth Circuit reversed. The Sixth Circuit rea-
soned that the prohibition of section 623, covering discrimination against “any individual . . . because of such individual’s
age;” was so clear on its face that if Congress had meant to limit its coverage to protect only the older worker against the
younger, it would have said so. The United States Supreme Court then granted General Dynamics’ petition for writ of certio-
rari (i.e., the Supreme Court agreed to decide the case).
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Souter, Justice

The Age Discrimination in Employment Act forbids discrimi-
natory preference for the young over the old. The question in
this case is whether it also prohibits favoring the old over the
young.

The common ground in this case is the generalization that
the ADEA’s prohibition covers “discriminat[ion] . . . because
of [an] individual’s age,” [if the discrimination] helps the
younger by hurting the older. In the abstract, the phrase is open
to an argument for a broader construction, since reference to
“age” carries no express modifier and the word could be read
to look two ways. This more expansive possible understanding
does not, however, square with the natural reading of the whole
provision prohibiting discrimination, and in fact Congress’s in-
terpretive clues speak almost unanimously to an understanding
of discrimination as directed against workers who are older
than the ones getting treated better.

Congress chose not to include age within discrimination
forbidden by Title V11 of the Civil Rights Act of 1964 [, which
prohibits employment discrimination on the basis of race,
color, sex, religion, or national origin]. Instead [Congress] called
for a study of the issue by the Secretary of Labor, who conclu-
ded that age discrimination was a serious problem [centering
around] disadvantage to older individuals from arbitrary and
stereotypical employment distinctions (including then-common
policies of age ceilings on hiring). ... [T]he Secretary
ultimately took the position that arbitrary discrimination
against older workers was widespread and persistent enough to
call for a federal legislative remedy. [The Secretary’s report]
was devoid of any indication that the Secretary had noticed
unfair advantages accruing to older employees at the expense
of their juniors.

[Congress then began considering legislation dealing with
employment-related age discrimination.] Extensive House and
Senate hearings ensued. The testimony at the hearings [focused]
on unjustified assumptions about the effect of age on ability to
work. [In addition, the hearings] specifically addressed higher
pension and benefit costs as heavier drags on hiring workers the
older they got. The record thus reflects the common facts that an
individual’s chances to find and keep a job get worse over time;
as between any two people, the younger is in the stronger posi-
tion, the older more apt to be tagged with demeaning stereotype.
Not surprisingly, from the voluminous records of the hearings,
we have found . .. nothing suggesting that any workers were
registering complaints about discrimination in favor of their
seniors.

Nor is there any such suggestion in the introductory provi-
sions of the ADEA. [The congressional findings set forth in the
introductory provisions] stress the impediments suffered by
“older workers . . . in their efforts to retain . . . and especially

to regain employment,” the burdens of “arbitrary age limits
regardless of potential for job performance,” the costs of
“otherwise desirable practices [that] may work to the disadvan-
tage of older persons,” and “the incidence of unemployment,
especially long-term unemployment [, which] is, relative to
the younger ages, high among older workers.” The statutory
objects [specified in the ADEA] were “to promote employment
of older persons based on their ability rather than age; to pro-
hibit arbitrary age discrimination in employment; [and] to help
employers and workers find ways of meeting problems arising
from the impact of age on employment.” In sum, ... all the
findings and statements of objectives are either cast in terms
of the effects of age as intensifying over time, or are couched
in terms that refer to “older” workers, explicitly or implicitly
relative to “younger” ones.

Such is the setting of the ADEA’s core substantive pro-
vision, 8 623, prohibiting employers and certain others from
“discriminat[ion] . . . because of [an] individual’s age,” [assum-
ing the individual is at least 40 years of age.] The prefatory
provisions and their legislative history [of the ADEA] make a
case that we think is beyond reasonable doubt, that the ADEA
was concerned to protect a relatively old worker from discrim-
ination that works to the advantage of the relatively young.

Nor is it remarkable that the record is devoid of any evi-
dence that younger workers were suffering at the expense of
their elders, let alone that a social problem required a federal
statute to place a younger worker in parity with an older one.
Common experience is to the contrary, and the testimony,
reports, and congressional findings simply confirm that Con-
gress used the phrase “discriminat[ion] ... because of [an]
individual’s age” the same way that ordinary people in common
usage might speak of age discrimination any day of the week.
One commonplace conception of American society in recent
decades is its character as a “youth culture,” and in a world
where younger is better, talk about discrimination because of
age is naturally understood to refer to discrimination against
the older.

This same, idiomatic sense of the statutory phrase is con-
firmed by the statute’s restriction of the protected class to
those 40 and above. If Congress had been worrying about pro-
tecting the younger against the older, it would not likely have
ignored everyone under 40. The youthful deficiencies of inex-
perience and unsteadiness invite stereotypical and discrimina-
tory thinking about those a lot younger than 40, and prejudice
suffered by a 40-year-old is not typically owing to youth, as
40-year-olds sadly tend to find out. The enemy of 40 is 30, not
50. Thus, the 40-year threshold makes sense as identifying a
class requiring protection against preference for their juniors,
not as defining a class that might be threatened by favoritism
toward seniors.
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[Cline argues, however,] that the statute’s meaning is plain
when the word “age” receives its natural and ordinary meaning
and the statute is read as a whole giving “age” the same mean-
ing throughout. [Cline makes] the dictionary argument that
“age” means the length of a person’s life, with the phrase
“because of such individual’s age” stating a simple test of cau-
sation: “discriminat[ion] . . . because of [an] individual’s age” is
treatment that would not have occurred if the individual’s span
of years had been longer or shorter. The case for this reading
calls attention to the other instances of “age” in the ADEA that
are not limited to old age, such as [the section that] gives an
employer a defense to charges of age discrimination when “age
is a bona fide occupational qualification.” Cline argues that if
“age” meant old age, [the section just quoted] would then pro-
vide a defense (old age is a bona fide qualification) only for an
employer’s action that on our reading would never clash with the
statute (because preferring the older is not forbidden).

The argument rests on two mistakes. First, it assumes that
the word “age” has the same meaning wherever the ADEA uses
it. But this is not so, and Cline simply misemploys the pre-
sumption that identical words used in different parts of the
same act are intended to have the same meaning. The presump-
tion of uniform usage relents when a word used has several
commonly understood meanings among which a speaker can
alternate in the course of an ordinary conversation, without
being confused or getting confusing.

“Age” is that kind of word. [T]he word “age” standing alone
can be readily understood either as pointing to any number of

General Public Purpose Occasionally, courts con-
strue statutory language in the light of various general
public purposes. These purposes are not the purposes un-
derlying the statute in question; rather, they are widely
accepted general notions of public policy. For example,
the Supreme Court once used the general public policy
against racial discrimination in education as an argument
for denying tax-exempt status to a private university that
discriminated on the basis of race.

Prior Interpretations Courts sometimes follow prior
cases and administrative decisions interpreting a statute,
regardless of the statute’s plain meaning or legislative
history. The main argument for following these prior
interpretations is to promote stability and certainty
by preventing each successive court that considers a
statute from adopting its own interpretation. The courts’
willingness to follow a prior interpretation depends on

years lived, or as common shorthand for the longer span and
concurrent aches that make youth look good. Which alternative
was probably intended is a matter of context; we understand the
different choices of meaning that lie behind a sentence [such
as] “Age can be shown by a driver’s license,” and the statement,
“Age has left him a shut-in.” So it is easy to understand that
Congress chose different meanings at different places in the
ADEA, as the different settings readily show. Hence the second
flaw in Cline’s argument for uniform usage: it ignores the
cardinal rule that statutory language must be read in context,
[because] a phrase gathers meaning from the words around it.
The point here is that we are not asking an abstract question
about the meaning of “age”; we are seeking the meaning of the
whole phrase “discriminate . . . because of such individual’s
age,” where it occurs in the ADEA.

Here, regular interpretive method leaves no serious ques-
tion. The word “age” takes on a definite meaning from being in
the phrase “discriminat[ion] . . . because of such individual’s
age,” occurring as that phrase does in a statute structured and
manifestly intended to protect the older from arbitrary favor for
the younger. We see the text, structure, purpose, and history of
the ADEA . . . as showing that the statute does not mean to stop
an employer from favoring an older employee over a younger
one.

Judgment of Sixth Circuit Court of Appeals reversed in favor
of General Dynamics.

such factors as the number of past courts adopting the
interpretation, the authoritativeness of those courts, and
the number of years that the interpretation has been
followed.

Maxims Maxims are general rules of thumb employed
in statutory interpretation. There are many maxims,
which courts tend to use or ignore at their discretion.
One example of a maxim is the ejusdem generis rule,
which says that when general words follow words of a
specific, limited meaning, the general language should
be limited to things of the same class as those specifi-
cally stated. Suppose that the pollution statute quoted
earlier listed 12 types of gas-powered vehicles and
ended with the words “and other motorized passenger or
cargo vehicles.” In that instance, ejusdem generis proba-
bly would dictate that battery-powered vehicles not be
included.
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Limits on the Power of Courts By now,
you may think that anything goes when courts decide
common law cases or interpret statutes. Many factors,
however, discourage courts from adopting a freewheeling
approach. Their legal training and mental makeup cause
judges to be likely to respect established precedents and
the will of the legislature. Many courts issue written
opinions, which expose judges to academic and profes-
sional criticism if the opinions are poorly reasoned.
Lower court judges may be discouraged from innovation
by the fear of being overruled by a higher court. Finally,
political factors inhibit judges. For example, some
judges are elected, and even judges with lifetime tenure
can sometimes be removed.

An even more fundamental limit on the power of
courts is that they cannot make or interpret law until

parties present them with a case to decide. In addition,
any such case must be a real dispute. That is, courts
generally limit themselves to genuine, existing “cases
or controversies” between real parties with tangible op-
posing interests in the lawsuit. Courts generally do not
issue advisory opinions on abstract legal questions un-
related to a genuine dispute, and do not decide feigned
controversies that parties concoct to seek answers to
such questions. Courts may also refuse to decide cases
that are insufficiently ripe to have matured into a gen-
uine controversy, or that are moot because there no
longer is a real dispute between the parties. Expressing
similar ideas is the doctrine of standing to sue, which
normally requires that the plaintiff have some direct,
tangible, and substantial stake in the outcome of the
litigation.

The Global Business Environment

Just as statutes may require judicial interpreta-
tion when a dispute arises, so may treaties. The
techniques that courts use in interpreting treaties
correspond closely to the statutory interpretation techniques
discussed in this chapter. Olympic Airways v. Husain, 540
U.S. 644 (U.S. Sup. Ct. 2004), furnishes a useful example.

In Olympic Airways, the U.S. Supreme Court was faced
with an interpretation question regarding a treaty, the Warsaw
Convention, which deals with airlines’ liability for passenger
deaths or injuries on international flights. Numerous nations
(including the United States) subscribe to the Warsaw Con-
vention, a key provision of which provides that in regard to
international flights, the airline “shall be liable for damages
sustained in the event of the death or wounding of a passenger
or any other bodily injury suffered by a passenger, if the acci-
dent which caused the damage so sustained took place on
board the aircraft or in the course of any of the operations of
embarking or disembarking.” A separate provision imposes
limits on the amount of money damages to which a liable air-
line may be subjected.

The Olympic Airways case centered around the death of
Dr. Abid Hanson, a severe asthmatic, on an international
flight operated by Olympic. Smoking was permitted on the
flight. Hanson was given a seat in the nonsmoking section,
but his seat was only three rows in front of the smoking sec-
tion. Because Hanson was extremely sensitive to secondhand
smoke, he and his wife, Rubina Husain, requested various
times that he be allowed, for health reasons, to move to a seat
farther away from the smoking section. Each time, the request
was denied by an Olympic flight attendant. When smoke from
the smoking section began to give Hanson difficulty, he used
a new inhaler and walked toward the front of the plane to get

&

some fresher air. Hanson went into respiratory distress,
whereupon his wife and a doctor who was on board gave him
shots of epinephrine from an emergency kit that Hanson car-
ried. Although the doctor administered CPR and oxygen when
Hanson collapsed, Hanson died. Husain, acting as personal
representative of her late husband’s estate, sued Olympic in
federal court on the theory that the Warsaw Convention made
Olympic liable for Hanson’s death. The federal district court
and the court of appeals ruled in favor of Husain.

In considering Olympic’s appeal, the U.S. Supreme Court
noted that the key issue was one of treaty interpretation:
whether the flight attendant’s refusals to reseat Hanson consti-
tuted an “accident which caused” the death of Hanson. Noting
that the Warsaw Convention itself did not define “accident”
and that different dictionary definitions of “accident” exist, the
Court looked to a precedent case, Air France v. Saks, 470 U.S.
392 (U.S. Sup. Ct. 1985), for guidance. In the Air France case,
the Court held that the term “accident” in the Warsaw Conven-
tion means “an unexpected or unusual event or happening that
is external to the passenger.” Applying that definition to the
facts at hand, the Court concluded in Olympic Airways that the
repeated refusals to reseat Hanson despite his health concerns
amounted to unexpected and unusual behavior for a flight at-
tendant. Although the refusals were not the sole reason why
Hanson died (the smoke itself being a key factor), the refusals
were nonetheless a significant link in the causation chain that
led to Hanson’s death. Given the definition of “accident” in the
Court’s earlier precedent, the phrasing, the Warsaw Conven-
tion, and the underlying public policies supporting it, the
Court concluded that the refusals to reseat Hanson constituted
an “accident” covered by the Warsaw Convention. Therefore,
the Court affirmed the decision of the lower courts.
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State and federal declaratory judgment statutes,
however, allow parties to determine their rights and du-
ties even though their controversy has not advanced to
the point where harm has occurred and legal relief may
be necessary. This enables them to determine their legal
position without taking action that could expose them to
liability. For example, if Darlene believes that some-
thing she plans to do would not violate Earl’s copyright
on a work of authorship but she recognizes that he may
take a contrary view, she may seek a declaratory judg-
ment on the question rather than risk Earl’s lawsuit by
proceeding to do what she had planned. Usually, a de-
claratory judgment is awarded only when the parties’
dispute is sufficiently advanced to constitute a real case
or controversy.

APPENDIX

Reading and Briefing Cases Throughout
this text, you will encounter cases—the judicial opinions
accompanying court decisions. These cases are highly
edited versions of their much longer originals. What
follows are explanations and pointers to assist you in
studying cases.

1. Each case has a case name that includes at least some
of the parties to the case. Because the order of the
parties may change when a case is appealed, do not
assume that the first party listed is the plaintiff (the
party suing) and the second the defendant (the party
being sued). Also, because some cases have many
plaintiffs and/or many defendants, the parties dis-
cussed in the court’s opinion sometimes differ from
those found in the case name.

2. Each case also has a citation, which includes the vol-
ume and page number of the legal reporter in which
the full case appears, plus the year the case was de-
cided. General Dynamics v. Cline, for instance, begins
on page 581 of volume 540 of the United States
Reports (the official reporter for U.S. Supreme Court
decisions), and was decided in 2004. (Each of the
many different legal reporters has its own abbrevia-
tion. The list is too long to include here.) In the paren-
thesis accompanying the date, we also give you some
information about the court that decided the case. For
example, “U.S. Sup. Ct.” is the United States Supreme
Court, “3d Cir.” is the U.S. Court of Appeals for the
Third Circuit, “S.D.N.Y.” is the U.S. District Court for
the Southern District of New York, “Minn. Sup. Ct.”

is the Supreme Court of Minnesota, and “Mich. Ct.
App.” is the Michigan Court of Appeals (a Michigan
intermediate appellate court). Chapter 2 describes the
various kinds of courts.

3. At the beginning of each case, there is a statement of
facts containing the most important facts that gave
rise to the case.

4. Immediately after the statement of facts, we give you
the case’s procedural history. This history tells you
what courts previously handled the case you are read-
ing, and how they dealt with it.

5. Next comes your major concern: the body of the
court’s opinion. Here, the court determines the appli-
cable law and applies it to the facts to reach a conclu-
sion. The court’s discussion of the relevant law may
be elaborate; it may include prior cases, legislative
history, applicable public policies, and more. The
court’s application of the law to the facts usually oc-
curs after it has arrived at the applicable legal rule(s),
but also may be intertwined with its legal discussion.

6. At the very end of the case, we complete the proce-
dural history by stating the court’s decision. For ex-
ample, “Judgment reversed in favor of Smith” says
that a lower court judgment against Smith was re-
versed on appeal. This means that Smith’s appeal was
successful and Smith wins.

7. The cases’ main function is to provide concrete exam-
ples of rules stated in the text. (Frequently, the text
tells you what point the case illustrates.) In studying
law, it is easy to conclude that your task is finished
once you have memorized a black letter rule. Real-life
legal problems, however, seldom present themselves
as abstract questions of law; instead, they are hidden
in particular situations one encounters or particular
actions one takes. Without some sense of a legal rule’s
real-life application, your knowledge of that rule is
incomplete. The cases help provide this sense.

8. Youmay find it helpful to brief the cases. There is no one
correct way to brief a case, but most good briefs contain
the following elements: (1) a short statement of the rele-
vant facts; (2) the case’s prior history; (3) the question(s)
or issue(s) the court had to decide; (4) the answer(s) to
those question(s); (5) the reasoning the court used to jus-
tify its decision; and (6) the final result. Using “P” and
“D” for the plaintiff and defendant, a brief of the
General Dynamics case might look this way:

General Dynamics v. Cline
Facts Under a pre-1997 collective bargaining agree-
ment between the United Auto Workers (UAW) and
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General Dynamics, retired employees of General Dynam-
ics received health benefits from the company if they had
worked there a sufficiently long period of time. A 1997
agreement between the UAW and General Dynamics
eliminated this company obligation as to employees who
retired after the 1997 effective date of the agreement, ex-
cept for workers who were already at least 50 years old
when the agreement took effect. The latter workers
would still receive health benefits when they retired.
Because Cline, an employee of General Dynamics, was
under 50 at the time of the 1997 agreement, he supposedly
would not receive health benefits when he retired. How-
ever, Cline was at least 40 years of age—the minimum
age necessary for a worker to be protected by the Age
Discrimination in Employment Act (ADEA), which bars
discrimination in a broad range of employment matters
“because of [the] age” of the allegedly discriminated-
against individual.

History Cline (P) sued General Dynamics (D), alleg-
ing that the 1997 collective bargaining agreement vio-
lated the ADEA by discriminating against him “because
of [his] age.” P argued there was age discrimination be-
cause the fact that he was under 50 years old in 1997
meant that when he retired, he would not receive the
health benefits that were still being guaranteed, upon
retirement, to workers who were 50 or older in 1997.
P lost in the federal district court, but the court of appeals
reversed. D appealed to the U.S. Supreme Court.

Issue Is the ADEA’s ban on employment discrimina-
tion on the basis of “age” violated when the supposed
discrimination works in favor of employees who are

Problems and Problem Cases

1. Law enforcement officers arrived at a Minnesota res-
idence in order to execute arrest warrants for Andrew
Hyatt. During the officers’ attempt to make the arrest,
Hyatt yelled something such as “Go ahead, just shoot
me, shoot me,” and struck one of the officers. Another
officer then called for assistance from City of Anoka,
Minnesota, police officer Mark Yates, who was else-
where in the residence with his leashed police dog,
Chips. Yates entered the room where Hyatt was, saw
the injured officer’s bloodied face, and observed
Hyatt standing behind his wife (Lena Hyatt). One of
the officers acquired the impression that Lena may
have been serving as a shield for her husband. When
Andrew again yelled “Shoot me, shoot me” and ran
toward the back of the room, Yates released Chips

older and against employees who are younger but are at
least 40 years old?

Holding No, there is no ADEA violation in such a
situation.

Reasoning Even though the literal language of the
relevant ADEA section’s prohibition of employment
discrimination “because of ... age” could be read as
allowing an ADEA claim even when an employer’s age-
based action favors older workers over younger work-
ers, the statute should not be read that way. The social
context in which the ADEA was enacted, the legislative
history of the ADEA, and the congressional findings in
the introductory sections of the ADEA all indicate that
when the relevant ADEA section banned discrimination
“because of ... age,” Congress was concerned about
the persistent problem posed by employers who took
age-based actions favoring younger workers over older
workers. Nothing indicates that Congress was worried
about employers’ age-based actions that favored older
employees, even when the disadvantaged younger em-
ployees were within the class of persons the ADEA
normally protects (persons at least 40 years of age). In
addition, a commonsense reading of the statutory con-
text in which the “discrimination . . . because of such
individual’s age” language appeared bolsters the con-
clusion that Congress meant only to prohibit age-based
employment discrimination that favored younger per-
sons at the expense of older ones. Congress did not
seek to stop employers from favoring older employees
over younger workers.

Result Court of appeals decision reversed. D wins.

from the leash. Instead of pursuing Andrew, Chips
apprehended Lena, taking her to the ground and
performing a “bite and hold” on her leg and arm.
Yates then pursued Andrew, who had fled through a
window. When Yates later re-entered the room, he re-
leased Chips from Lena and instructed another officer
to arrest her on suspicion of obstruction of legal
process. Lena was taken by ambulance to a hospital
and treated for lacerations on her elbow and knee. She
later sued the City of Anoka, seeking compensation
for medical expenses and pain and suffering. Her
complaint alleged liability on the basis of Minnesota’s
dog bite statute, which read as follows:

“If a dog, without provocation, attacks or injures any
person who is acting peaceably in any place where the
person may lawfully be, the owner of the dog is liable
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in damages to the person so attacked or injured to the
full amount of the injury sustained. The term “owner”
includes any person harboring or keeping a dog but the
owner shall be primarily liable. The term “dog” includes
both male and female of the canine species.”

In defense, the city argued that the dog bite statute
does not apply to police dogs and municipalities that
own them. Was the city correct?

As part of its collective bargaining agreement with
the United Steelworkers of America, the Kaiser Alu-
minum and Chemical Company established an on-
the-job craft training program at its Gramercy,
Louisiana, plant. The selection of trainees for the pro-
gram was generally based on seniority, but the selec-
tion guidelines included an affirmative action feature
under which at least 50 percent of the new trainees
had to be black until the percentage of black skilled
craft workers in the plant approximated the percent-
age of blacks in the local labor force. The purposes of
the affirmative action feature were to break down old
patterns of racial segregation and hierarchy, and to
open up employment opportunities for blacks in occu-
pations that had traditionally been closed to them.
Kaiser employee Brian Weber, who was white, ap-
plied for the program but was rejected. He would have
qualified for the program had the affirmative action
feature not existed. Weber sued Kaiser and the union
in federal district court, arguing that the racial prefer-
ence violated Title VII of the Civil Rights Act of
1964. Section 703(a) of the Act states: “It shall be an
unlawful employment practice for an employer . . . to
discriminate against any individual with respect to his
compensation, terms, conditions, or privileges of
employment, because of such individual’s race, color,
religion, sex, or national origin.” Section 703(d) in-
cludes a similar provision specifically forbidding
racial discrimination in admission to apprenticeship
or other training programs. Weber won his case in
the federal district court and in the federal court of
appeals. Kaiser and the union appealed to the U.S.
Supreme Court. Did the affirmative action feature of
the training program violate Title VII’s prohibition
of employment discrimination on the basis of race?

The Freedom of Access to Clinic Entrances Act
(FACE), a federal statute, provides for penalties
against anyone who “by force or threat of force or by
physical obstruction . . . intentionally injures, intimi-
dates, or interferes . . . with any person . . . in order to
intimidate such person . . . from obtaining or providing

reproductive health services.” Two persons, Lynch
and Moscinski, blocked access to a clinic that offered
such services. The federal government sought an in-
junction barring Lynch and Moscinski from impeding
access to, or coming within 15 feet of, the clinic. In
defense, the defendants argued that FACE protects the
taking of innocent human life, that FACE is therefore
contrary to natural law, and that, accordingly, FACE
should be declared null and void. A federal district
court issued the injunction after finding that Lynch
and Moscinski had violated FACE by making en-
trance to the clinic unreasonably difficult. On appeal,
the defendants maintained that the district court erred
in not recognizing their natural law argument as a de-
fense. Were the defendants correct?

. The Anti-Drug Abuse Act of 1988 provides that each

“public housing agency shall utilize leases which . . .
provide that any criminal activity that threatens the
health, safety, or right to peaceful enjoyment of the
premises by other tenants or any drug-related crimi-
nal activity on or off such premises, engaged in by a
public housing tenant, any member of the tenant’s
household, or any guest or other person under the
tenant’s control, shall be cause for termination of
tenancy.” Department of Housing and Urban Develop-
ment (HUD) regulations implementing the Act autho-
rize local public housing authorities to evict tenants
for drug-related activity of persons listed in the
statute even if the tenants did not know of the activity.
The Oakland Housing Authority (OHA) instituted
eviction proceedings in state court against four
tenants, alleging that they had violated a lease provi-
sion obligating tenants to “assure that . .. any mem-
ber of the household, a guest, or another person under
the tenant’s control, shall not engage in . . . any drug-
related criminal activity on or near the premises.”
Allegedly, the respective grandsons of tenants Lee
and Hill were caught smoking marijuana in the apart-
ment complex parking lot, and the daughter of tenant
Rucker was found with cocaine and a crack cocaine
pipe three blocks from Rucker’s apartment. In addi-
tion, on three instances within a two-month period,
75-year-old tenant Walker’s caregiver and two others
were found with cocaine in Walker’s apartment. Lee,
Hill, and Rucker claimed to have been unaware of
their grandsons’ and daughter’s illegal drug abuse,
and Walker fired his caregiver upon receiving the
eviction notice. In response to OHA’s actions, the four
tenants just mentioned filed suit in federal court,
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arguing that the Anti-Drug Abuse Act should not be
interpreted as authorizing the eviction of innocent
tenants (i.e., tenants who did not know of the drug
activity on or near the premises). Were the tenants
correct?

. The Federal Tort Claims Act (FTCA) waives the fed-
eral government’s sovereign immunity concerning
claims arising out of torts committed by federal em-
ployees. Therefore, the government generally can be
sued for tort claims based on wrongful actions by fed-
eral employees. However, there are exceptions to this
waiver of sovereign immunity. Where an exception
applies, a tort claim cannot be brought against the
government. One of the exceptions to the sovereign
immunity waiver is set forth in FTCA § 2680(c). This
exception is for “any claim arising in respect of the
assessment or collection of any tax or customs duty,
or the detention of any . . . property by any officer of
customs or excise or any other law enforcement
officer.” When a prisoner was transferred from a
federal prison in Georgia to another federal prison in
Kentucky, he noticed that several items of religious
and nostalgic significance were missing from his
bags of personal property, which had been shipped to
the new facility by the Federal Bureau of Prisons
(FBOP). Alleging that FBOP officers had lost his
property, petitioner filed suit under the FTCA. The
district court dismissed the claim, concluding that it
was barred by § 2680(c) and its broad reference to
“any other law enforcement officer.” The U.S. Court
of Appeals for the Eleventh Circuit affirmed. In doing
so, the Eleventh Circuit rejected the prisoner’s argu-
ment that the statutory phrase “any officer of customs
or excise or any other law enforcement officer” ap-
plies only to officers enforcing customs or excise
laws and not to the FBOP officers (who obviously
were not acting as enforcers of customs or excise
laws). The prisoner appealed to the U.S. Supreme
Court. In rejecting the prisoner’s argument, did the
Eleventh Circuit correctly interpret § 2680(c)?

. As noted in the preceding problem case, the Federal
Tort Claims Act (FTCA) waives the federal govern-
ment’s sovereign immunity concerning claims arising
out of torts committed by federal employees. This
waiver of sovereign immunity allows tort claims
based on wrongful actions by federal employees,
except when an exception to the waiver applies (in
which event a tort claim cannot be brought or pursued
against the government). One of the exceptions to the

sovereign immunity waiver is set forth in FTCA
§ 2680(b). This exception is for “loss, miscarriage, or
negligent transmission of letters or postal matter.”
Barbara Dolan was injured when she tripped and fell
over packages and letters that a U.S. Postal Service
(USPS) mail carrier left on the porch of her home.
Dolan sued the USPS under the FTCA on the theory
that the USPS mail carrier had been negligent—in
other words, had failed to use reasonable care—in
leaving the items of mail on the porch. The USPS ar-
gued that the case should be dismissed because it fell
within § 2680(b)’s reference to claims arising out of
“negligent transmission of letters or postal matter.”
Agreeing with this argument, the district court dis-
missed the case. The U.S. Court of Appeals for the
Third Circuit affirmed. Dolan appealed to the U.S.
Supreme Court, arguing that the lower courts had
erroneously interpreted § 2680(b). Were the lower
courts correct in their interpretation of § 2680(b)?
Was Dolan’s claim barred by the “negligent transmis-
sion of letters or postal matter” language?

. Many states and localities used to have so-called

Sunday Closing laws—statutes or ordinances for-
bidding certain business from being conducted on
Sunday. A few may still have such laws. Often, these
laws have not been obeyed or enforced. What would
an extreme legal positivist tend to think about the
duty to enforce and obey such laws? What would a
natural law exponent who strongly believes in eco-
nomic freedom tend to think about this question?
What about a natural law adherent who is a Christian
religious traditionalist? What observation would
almost any legal realist make about Sunday Closing
laws? With these laws looked at from a sociological
perspective, finally, what social factors help explain
their original passage, their relative lack of enforce-
ment today, and their continued presence on the books
despite their lack of enforcement?

. Assume that you are a trial court judge in Nebraska’s

state court system and that Sigler v. Patrick is one of
the civil cases you must decide. Your research has
revealed that the critical issue in Sigler is the same
issue presented in Churchich v. Duda, a 1996 decision
of the Supreme Court of Nebraska (the highest court
in the Nebraska system). The Churchich decision
established a new common law rule for Nebraska.
Your research has also revealed that in 2007, the
Nebraska legislature enacted a statute that states a
rule different from the common law rule established
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in Churchich. You believe, however, that the 2007
statute offers an unwise rule, and that the common
law rule set forth in Churchich amounts to much
better public policy. In deciding the Sigler case, are
you free to apply the Churchich rule? Why or why not?

One wheel of a pre-1916 automobile manufactured
by the Buick Motor Company was made of defective
wood. Buick could have discovered the defect had it
made a reasonable inspection after it purchased the
wheel from another manufacturer. Buick sold the car
to a retail dealer, who then sold it to MacPherson.
While MacPherson was driving his new Buick, the
defective wheel collapsed and he was thrown from
the vehicle. Was Buick, which did not deal directly
with MacPherson, liable for his injuries?

In 1997, the Drudge Report, a free Internet gossip
page hosted by America Online (AOL), reported that
Sidney Blumenthal, a Clinton Administration aide,
had a “spousal abuse past that [had] been effectively
covered up.” Blumenthal and his wife then brought a
defamation action against AOL and Matt Drudge,
the operator of the Drudge Report. Although Drudge
posted the content that appeared on the Drudge Re-
port, AOL retained certain editorial rights in regard
to the page. The Blumenthals took the position that
the editorial rights retained by AOL made AOL a
publisher of the Drudge Report’s statements and, as
such, a liable party in addition to Drudge under the
common law of defamation. AOL argued, however,

Then do the following:

that § 230 of the federal Communications Decency
Act protected it against liability. Section 230 states
that “[n]o provider or user of an interactive computer
service shall be treated as the publisher or speaker of
any information provided by another information
content provider.” How did the court rule? Did AOL
face potential liability under the common law of
defamation, or did § 230 of the Communications
Decency Act protect AOL against liability?

Online Research

Statutory Interpretation

Statutory interpretation was critical to the Supreme Court of
Colorado’s resolution of a 2007 case, Pringle v. Valdez. Using
an online source or sources, locate the Pringle decision.

1. Read Justice Bender's majority opinion and prepare a
case brief of the sort described in this chapter’s appendix
on “Reading and Briefing Cases.”

2. Read the dissenting opinion authored by Justice Coats.
Then prepare a one-page essay that (a) summarizes
the principal arguments made in the dissenting opinion;
(b) sets forth your view on which analysis—the majority
opinion’s or the dissenting opinion’s—is better; and
(c) provides the reasons for the view you have expressed
in (b).




chapter 2

THE RESOLUTION OF
PRIVATE DISPUTES

proceeds from beginning to end?

because XYZ used a photograph of her, without her consent, in an advertisement for one of the company’s
products. Wilson will seek money damages of $150,000 from XY Z, whose principal offices are located
in New Jersey. A New Jersey newspaper was the only print media outlet in which the advertisement was pub-
lished. However, XYZ also placed the advertisement on the firm’s Web site. This Web site may be viewed by
anyone with Internet access, regardless of the viewer’s geographic location.
Consider the following questions regarding Wilson’s case as you read Chapter 2:

Victoria Wilson, a resident of Illinois, wishes to bring an invasion of privacy lawsuit against XYZ Co.

* Where, in a geographic sense, may Wilson properly file and pursue her lawsuit against XYZ?

» Must Wilson pursue her case in a state court, or does she have the option of litigating in federal court?
 Assuming that Wilson files her case in a state court, what strategic option may XYZ exercise if it acts promptly?
 Regardless of the court in which the case is litigated, what procedural steps will occur as the lawsuit

« If Wilson requests copies of certain documents in XYZ’s files, does XYZ have a legal obligation to provide
the copies? What if Wilson requests copies of e-mails written by XYZ employees? Is XY Z legally required to
provide the copies? What ethical obligations attend Wilson’s making, and XY Z’s responses to, such requests?

BUSINESS LAW COURSES examine many substantive
legal rules that tell us how to behave in business and in
society. Examples include the principles of contract, tort,
and agency law, as well as those of many other legal
areas addressed later in this text. Most of these principles
are applied by courts as they decide civil cases involving
private parties. This chapter lays a foundation for the
text’s discussion of substantive legal rules by examining
the court systems of the United States and by outlining
how civil cases proceed from beginning to end. The chap-
ter also explores related subjects, including alternative
dispute resolution, a collection of processes for resolving
private disputes outside the court systems.

State Courts and Their
Jurisdiction

The United States has 52 court systems—a federal system
plus a system for each state and the District of Columbia.
This section describes the various types of state courts.

It also considers the important subject of jurisdiction,
something a court must have if its decision in a case is to
be binding on the parties.

Courts of Limited Jurisdiction Minor crim-
inal cases and civil disputes involving small amounts
of money or specialized matters frequently are decided
in courts of limited jurisdiction. Examples include traffic
courts, probate courts, and small claims courts. Such courts
often handle a large number of cases. In some of these
courts, procedures may be informal and parties often argue
their own cases without representation by attorneys. Courts
of limited jurisdiction often are not courts of record—
meaning that they may not keep a transcript of the pro-
ceedings conducted. Appeals from their decisions therefore
require a new trial (a trial de novo) in a trial court.

Trial Courts Courts of limited jurisdiction find the
relevant facts, identify the appropriate rule(s) of law,
and combine the facts and the law to reach a decision.
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State trial courts do the same, but differ from inferior
courts in two key ways. First, they are not governed by
the subject-matter restrictions or the limits on civil dam-
ages or criminal penalties that govern courts of limited
jurisdiction. Cases involving significant dollar amounts
or major criminal penalties usually begin, therefore, at
the trial court level. Second, trial courts are courts of
record that keep detailed records of hearings, trials, and
other proceedings. These records become important if
a trial court decision is appealed. The trial court’ fact-
finding function may be handled by the judge or by a
jury. Determination of the applicable law, however, is
always the judge’ responsibility. In cases pending in
trial courts, the parties nearly always are represented by
attorneys.

States usually have at least one trial court for each
county. It may be called a circuit, superior, district, county,
or common pleas court. Most state trial courts can hear a
wide range of civil and criminal cases, with little or no
subject-matter restriction. They may, however, have civil
and criminal divisions. If no court of limited jurisdiction
deals with these matters, state trial courts may also con-
tain other divisions such as domestic relations courts or
probate courts.

Appellate Courts state appeals (or appellate)
courts generally decide only legal questions. Instead of
receiving new evidence or otherwise retrying the case,
appellate courts review the record of the trial court
proceedings. Although appellate courts correct legal
errors made by the trial judge, they usually accept the
trial court’s findings of fact. Appellate courts also may
hear appeals from state administrative agency deci-
sions. Some states have only one appeals court (usually
called the supreme court), but most also have an inter-
mediate appellate court. The U.S. Supreme Court
sometimes hears appeals from decisions of the state’s
highest court.

Jurisdiction and Venue The party who sues
in a civil case (the plaintiff) cannot sue the defendant
(the party being sued) in whatever court the plaintiff
happens to prefer. Instead, the chosen court—whether a
state court or a federal court—must have jurisdiction
over the case. Jurisdiction is a court’s power to hear a
case and to issue a decision binding on the parties. In
order to render a binding decision in a civil case, a court
must have not only subject-matter jurisdiction but also
in personam jurisdiction or in rem jurisdiction. Even if a
court has jurisdiction, applicable venue requirements

must also be satisfied in order for the case to proceed in
that court.

Subject-Matter Jurisdiction Subject-matter jurisdic-
tion is a court’s power to decide the type of dispute
involved in the case. Criminal courts, for example,
cannot hear civil matters. Similarly, a $500,000 claim for
breach of contract cannot be pursued in a small claims
court.

In Personam Jurisdiction Even a court with subject-
matter jurisdiction cannot decide a civil case unless it
also has either in personam jurisdiction or in rem juris-
diction. In personam jurisdiction is based on the resi-
dence, location, or activities of the defendant. A state
court has in personam jurisdiction over defendants who
are citizens or residents of the state (even if situated out-
of-state), who are within the state’s borders when process
is served on them (even if nonresidents),* or who consent
to the court’s authority (for instance, by entering the state
to defend against the plaintiff’s claim).? The same princi-
ple governs federal courts’ in personam jurisdiction over
defendants.

In addition, most states have enacted “long-arm”
statutes that give their courts in personam jurisdiction
over certain out-of-state defendants. Under these statutes,
nonresident individuals and businesses become subject
to the jurisdiction of the state’s courts by, for example,
doing business within the state, contracting to supply
goods or services within the state, or committing a tort
(a civil wrong) within the state. Some long-arm statutes
are phrased with even broader application in mind.
Federal law, moreover, permits federal courts to rely
on state long-arm statutes as a basis for obtaining in
personam jurisdiction over nonresident defendants.

Even if a long-arm statute applies, however, a state
or federal court’s assertion of in personam jurisdiction
over an out-of-state defendant is subject to federal due
process standards. The Bombliss case, which follows
shortly, addresses long-arm statute and due process issues
arising in a context involving Internet communications.
For further discussion of in personam jurisdiction issues,
see the Internet Solutions case and the Global Business
Environment box, both of which appear later in the
chapter.

IService of process is discussed later in the chapter.

2In many states, however, out-of-state defendants may make a special
appearance to challenge the court’s jurisdiction without consenting to
the court’s authority.
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Bombliss v. Cornelsen 824 N.E.2d 1175 (Ill. App. 2005)

Ron and Catherine Bombliss were dog breeders who lived in Illinois. They bred Tibetan mastiffs, as did Oklahoma residents
Anne and Jim Cornelsen. When Anne Cornelsen telephoned the Bomblisses and said she was ready to sell two litters of
Tibetan mastiff puppies, Ron Bombliss expressed interest in purchasing two females of breeding quality.

ATibetan mastiff named Mulan was the mother of one of the two litters of puppies the Cornelsens were offering for sale. Mulan
was co-owned by Richard Eichhorn. Pursuant to an agreement containing a written guarantee that Mulan was free of genetic
defects, Eichhorn provided Mulan to the Cornelsens for breeding purposes. The agreement between Eichhorn and the Cornelsens
entitled Eichhorn to odd-numbered pups from Mulan’s first two litters. However, in the event a genetic defect became apparent,
Eichhorn would not receive any puppies. According to the complaint filed by the Bomblisses in the case described below, Anne
Cornelsen was angry with Eichhorn because Mulan was infected with roundworms and ticks when Eichhorn delivered the dog
to the Cornelsens. Anne allegedly told the Bomblisses that she wanted to prevent Eichhorn from getting any of Mulan’s pups.

In January 2002, the Bomblisses traveled to Oklahoma to see the puppies. During their visit, they observed that Mulan
and some of her pups appeared sick and worm-infested. They urged Anne to get the sick puppies to the veterinarian immedi-
ately. The Bomblisses selected one healthy female from each litter and paid the agreed price with the understanding that the
Cornelsens would guarantee the puppies as breeding stock, free from genetic diseases or defects, for three years. According
to the Bomblisses’ complaint, Anne waited two weeks to take one of the sick pups to the veterinarian. It was then confirmed
that the pup had pneumonia. Approximately one month later, Anne posted a message in a Tibetan mastiff chat room on
the Internet. In the message, Anne sought advice as to why a three-month-old pup from Mulan’s litter was critically ill,
even though it had been wormed. She subsequently posted messages stating that she believed the puppy suffered from a
genetic disease, and that all of the puppies from the same litter should be spayed or neutered rather than used for breeding.
Nevertheless, in April 2002, Anne completed American Kennel Club (AKC) registration papers for Mohanna, one of the sick
puppy’s littermates that had been sold to plaintiffs in January. These papers, which Anne mailed to the Bomblisses” home in
Illinois, stated that Mohanna was “for breeding:”

After learning of Anne’s chat room postings, the Bomblisses had blood tests done on Mohanna. The tests indicated that
Mohanna had no genetic disorders. The Bomblisses later sued the Cornelsens in an Illinois court on various legal theories,
including tortious interference with prospective business advantage. The various claims made by the plaintiffs centered
around contentions that the defendants knowingly published false statements about Mohanna’s genetic line in order to retal-
iate against Eichhorn, and that, as a consequence, the plaintiffs’ negotiations with several potential puppy customers had
fallen through. The plaintiffs also alleged that they were denied membership in Internet discussion groups, and that the
defendants’ comments harmed their reputations.

Because the defendants were residents of Oklahoma and because they believed that the Illinois long-arm statute did not
apply, they asked the Illinois trial court to dismiss the complaint for lack of in personam jurisdiction. When the trial court
granted the defendants’ request, the plaintiffs appealed to the Illinois Court of Appeals.

31

McDade, Justice

The issue we are asked to determine is whether this state’s
long-arm statute permits Illinois courts to exercise personal
jurisdiction over the Oklahoma defendants.

Specific jurisdiction refers to jurisdiction over a defendant in
asuit arising out of or related to the defendant’s contacts with the
forum. Plaintiffs argue that specific in personam jurisdiction is
established . . . because the Cornelsens intentionally directed tor-
tious activities at the Illinois plaintiffs [and] because the asser-
tion of jurisdiction comports with the due process clauses of the
Illinois and United States Constitutions. Relevant to our inquiry
are the following provisions of the Illinois long-arm statute:

(@) Any person, whether or not a citizen or resident of
this State, who in person or through an agent does any

of the acts hereinafter enumerated, thereby submits such
person, and, if an individual, his or her personal represen-
tative, to the jurisdiction of the courts of this State as to
any cause of action arising from the doing of any of such
acts:
* k k%

(2) The commission of a tortious act within this
State;
* Kk k%

(c) A court may also exercise jurisdiction on any other
basis now or hereafter permitted by the Illinois Constitution
and the Constitution of the United States.

Subsection (c) [of the long-arm statute] has been interpreted
to mean that if contacts between the defendant and Illinois
are sufficient to satisfy due process under the state and federal
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constitutions, no further inquiry is necessary to satisfy the
statute. Accordingly, if the constitutional guarantees of due
process are satisfied in this case, we need not determine whether
plaintiffs have established jurisdiction under the alternative
“tortious act” provision.

The assertion of specific in personam jurisdiction satisfies
federal due process guarantees so long as the defendant has
sufficient “minimum contacts” with the forum state, such that
maintaining an action there comports with “traditional notions
of fair play and substantial justice.” International Shoe Co. v.
Washington, 326 U.S. 310 (1945). “Minimum contacts” must
involve acts by which the defendant purposefully avails himself
of the privilege of conducting activities within the forum state,
thereby invoking the benefits and protection of its laws. Hanson
v. Denckla, 357 U.S. 235 (1958). The defendant’s conduct with
respect to the forum state must be such that he would reasonably
anticipate being haled into that state’s court. World-Wide
\olkswagen Corp. v. Woodson, 444 U.S. 286 (1980). The factors a
court must consider include (1) whether the defendant has
sufficient minimum contacts with the forum state, (2) whether
the cause of action arises out of these contacts, and (3) whether
it is reasonable to require the defendant to litigate in the forum
state. Burger King Corp. v. Rudzewicz, 471 U.S. 462 (1985). We
analyze each factor in turn.

When the parties have a contractual relationship, minimum
contacts may be shown by the parties’ negotiations preceding
their agreement, the course of dealing between the parties, the
terms of the agreement and foreseeable future consequences
arising out of the agreement. Where the defendant is shown
to have deliberately engaged in significant activities within the
forum state or created ongoing obligations with a resident of
the forum state, the defendant has accepted the privilege of doing
business with the forum state, and it is not unreasonable to
require him to litigate there.

In this case, plaintiffs allege that defendants telephoned
plaintiffs at their residence in Illinois and initiated negotiations
for the sale of pick-of-the-litter “breeding quality” puppies.
After plaintiffs [visited Oklahoma, purchased Mohanna and
another puppy, and] returned to Illinois, defendants forwarded
AKC registration papers through the United States postal
service to plaintiffs’ Illinois residence. [The mailed papers]
documented Mohanna’s lineage and [stated] that she was sold
“for breeding purposes.” If the only contacts defendants had
with Illinois consisted of a single telephone call and one
mailing in connection with their sale of the two pups to plain-
tiffs, we might agree with the trial court that plaintiffs failed to
establish sufficient minimum contacts to satisfy due process.
But, plaintiffs insist, there was more.

Plaintiffs allege, and defendants agree, that defendants
maintain an interactive commercial website advertising their

pups and encouraging visitors to communicate with them about
potential purchases of puppies via a direct link to defendants’
e-mail address. Moreover, plaintiffs allege, defendants’ publi-
cation of untrue statements about Mohanna’s lineage in Tibetan
mastiff chat rooms constitutes activity in Illinois. According to
plaintiffs, defendants’ statements targeted Mohanna and her
littermates and falsely indicated that no genetically sound pup-
pies would result from breeding Mohanna.

The type of Internet activity that is sufficient to establish
personal jurisdiction remains an emerging area of jurispru-
dence. For ease of analysis, a “sliding scale” approach has been
adopted. Zippo Manufacturing Co. v. Zippo Dot Com, Inc., 952
F. Supp. 1119 (W.D. Pa. 1997). At one end, jurisdiction may be
asserted if the [nonresident] defendant transacts business in
[the forum state] via an interactive website where contracts are
completed online and the defendant derives profits directly
from web-related activity. At the opposite end of the scale,
jurisdiction does not attach where the nonresident maintains a
passive website that merely provides information about the
defendant’s products. Between these types of websites lies a
third category that is interactive, in that it allows customers
[in whatever states they are located] to communicate regarding
the defendant’s services or products. This third category may
or may not be sufficient to assert in personam jurisdiction,
depending on the level of interactivity and the commercial
nature of the information exchanged.

It is clear to us that defendants’ website falls within the third
category. If defendants’ commercial website inviting prospec-
tive puppy purchasers to communicate with them by e-mail
were the full extent of their Internet activity, we would not find
sufficient purposeful contacts with Illinois to assert long-arm
jurisdiction. However, the pleadings at issue establish that
defendants’ activity in the Tibetan mastiff chat rooms also con-
cerned the dog breeding business and should be considered,
especially since defendants’ messages in the chat rooms
pertained to the lineage of plaintiffs’ AKC-registered, “breeding
quality” pup in Illinois. In our opinion, the totality of defen-
dants’ activities in Illinois, including (1) the contract negotiations
and follow-up AKC registration of Mohanna, (2) maintenance
of a commercial interactive website, and (3) use of Tibetan mas-
tiff chat rooms to reach potential customers of Tibetan mastiff
breeders, including plaintiffs, were of sufficient quantity and
quality to constitute minimum contacts in Illinois under federal
due process analysis.

Next, we must consider whether plaintiffs’ cause of action
arose out of defendants’ contacts with Illinois. This question is
easily resolved in plaintiffs’ favor. Plaintiffs’ primary complaint
is of tortious interference with prospective business advantage.
According to the complaint, defendants’ initial contact was by
telephone, offering to sell “pick-of-the-litter” female pups to
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plaintiffs. They followed up on the agreement with a contact by
mail, forwarding AKC registration papers to plaintiffs’ home
showing that Mohanna was “for breeding.” They subsequently
published allegedly false information about Mohanna’s lineage
in Internet chat rooms targeting Tibetan mastiff owners and
breeders, again reaching into Illinois and adversely affecting
plaintiffs’ Illinois dog-breeding operation. Accordingly, it is clear
that defendants’ contacts with Illinois gave rise to plaintiffs’
cause of action.

Next, we consider whether it is reasonable to require defen-
dants to litigate in lllinois. Again, several factors guide this
inquiry: (1) the burden on the defendant of defending the action
in the forum state; (2) the forum state’s interest in adjudicating
the dispute; (3) the plaintiff’s interest in obtaining effective
relief; (4) the interstate judicial system’s interest in obtaining
the most efficient resolution of the action; and (5) the shared -
interests of the several states in advancing fundamental social
policies. World-Wide Volkswagen [cited earlier]. If the plaintiff
has established that the defendant purposely directed his activi-
ties at the forum state, it is the defendant’s burden to show that
litigating the dispute in that state would be unreasonable.
Burger King [cited earlier].

Here, plaintiffs have shown that defendants purposely
directed their activities at Illinois by initiating negotiations with
regard to the sale of two pups. Defendants also purposely posted
messages in Internet chat rooms impugning the genetic integrity
of Mohanna and her littermates. Even if, as plaintiffs allege,
defendants’ primary purpose was to cover up a breach of
their contractual obligation with Eichhorn in California, they

In Rem Jurisdiction In rem jurisdiction is based on the
presence of property within the state. It empowers state
courts to determine rights in that property even if the
persons whose rights are affected are outside the state’s
in personam jurisdiction. For example, a state court’s
decision regarding title to land within the state is said to
bind the world.

Another form of jurisdiction, quasi in rem jurisdiction or attachment
jurisdiction, also is based on the presence of property within the state.
Unlike cases based on in rem jurisdiction, cases based on quasi in rem
jurisdiction do not necessarily determine rights in the property itself.
Instead, the property is regarded as an extension of the out-of-state
defendant—an extension that sometimes enables the court to decide
claims unrelated to the property. For example, a plaintiff might attach
the defendant’s bank account in the state where the bank is located,
sue the defendant on a tort or contract claim unrelated to the bank
account, and recover the amount of the judgment from the account if
the suit is successful.

reasonably should have anticipated that messages to other Tibetan
mastiff breeders and owners would cause economic damage to
plaintiffs’ 1llinois dog-breeding enterprise. Under the circum-
stances, it was defendants’ burden to show that litigating the
cause in Illinois would be unreasonable. This, they have not done.

First, defendants have not shown that it would be unduly
burdensome for them to defend this action in Illinois. It would
appear that most of the documentary evidence and some of the
witnesses are situated in Illinois. The inconvenience to defen-
dants of litigating here is no more burdensome to them than the
inconvenience of litigating in Oklahoma would be to plaintiffs.
Turning to the second factor, Illinois has a strong interest in
providing its residents with a convenient forum. Third, any dam-
ages sustained by plaintiffs would have affected their interests
in Illinois. And, finally, defendants have advanced no com-
pelling argument for finding that litigating the cause in
Oklahoma would serve the interstate judicial system, or that the
shared interests of both states in advancing fundamental social
policies would be better served by litigating in Oklahoma.

In sum, we [conclude] that the Illinois court’s assertion of in
personam jurisdiction over the Cornelsens does not offend
federal due process concerns. For [essentially] the same reasons
that in personam jurisdiction does not offend the federal consti-
tution’s due process protections, we also . . . conclude that the
assertion of in personam jurisdiction comports with this state’s
due process guaranty.

Trial court’s dismissal for lack of in personam jurisdiction
reversed, and case remanded for further proceedings.

Venue Even if a court has jurisdiction, it may be unable
to decide the case because venue requirements have not
been met. Venue questions arise only after jurisdiction is
established or assumed. In general, a court has venue if it
is a territorially fair and convenient forum in which to
hear the case. Venue requirements applicable to state
courts typically are set by state statutes, which normally
determine the county in which a case must be brought.
For instance, the statute might say that a case concerning
land must be filed in the county where the land is located,
and that other suits must be brought in the county where
the defendant resides or is doing business. If justice so
requires, the defendant may be able to obtain a change of
venue. This can occur when, for example, a fair trial
would be impossible within a particular county.

Role of Forum Selection Clauses Contracts some-
times contain a clause reciting that disputes between the
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parties regarding matters connected with the contract
must be litigated in the courts of a particular state. Such
a provision is known as a forum selection clause.
Depending on its wording, a forum selection clause may
have the effect of addressing both jurisdiction and venue
issues. Although forum selection clauses may appear in
agreements whose terms have been hammered out by
the parties after extensive negotiation, they fairly often
are found in form agreements whose terms were not the
product of actual discussion or give-and-take. For example,
an Internet access provider (IAP) may include a forum
selection clause in a so-called “clickwrap” document
that sets forth the terms of its Internet-related services—
terms to which the IAP’s subscribers are deemed to have
agreed by virtue of utilizing the 1AP’s services. Forum
selection clauses, whether expressly bargained for or
included in a clickwrap agreement, are generally enforced
by courts unless they are shown to be unreasonable in a
given set of circumstances. Assume, for instance, that the
IAP’s terms of services document calls for the courts
of Virginia to have “exclusive jurisdiction” over its sub-
scribers’ disputes with the company, but that a subscriber
sues the IAP in a Pennsylvania court. Unless the sub-
scriber performs the difficult task of demonstrating that
application of the clickwrap agreement’s forum selection
clause would be unreasonable, the Pennsylvania court
will be likely to dismiss the case and to hold that if the
subscriber wishes to litigate the claim, he or she must sue
in an appropriate Virginia court.

Federal Courts and Their
Jurisdiction

Federal District Courts Inthe federal system,
lawsuits usually begin in the federal district courts. As do
state trial courts, the federal district courts determine
both the facts and the law. The fact-finding function may
be entrusted to either the judge or a jury, but determining
the applicable law is the judge’s responsibility. Each state

is designated as a separate district for purposes of the
federal court system. Each district has at least one district
court, and each district court has at least one judge.

District Court Jurisdiction There are various bases of
federal district court civil jurisdiction. The two most
important are diversity jurisdiction and federal question
jurisdiction. One traditional justification for diversity
jurisdiction is that it may help protect out-of-state defen-
dants from potentially biased state courts. Diversity
jurisdiction exists when (1) the case is between citizens
of different states, and (2) the amount in controversy
exceeds $75,000. For an example, see the Internet Solu-
tions case, which follows shortly. Diversity jurisdiction
also exists in certain cases between citizens of a state and
citizens or governments of foreign nations, if the amount
in controversy exceeds $75,000. Under diversity juris-
diction, a corporation normally is a citizen of both the
state where it has been incorporated and the state where
it has its principal place of business.

Federal question jurisdiction exists when the case
arises under the Constitution, laws, or treaties of the
United States. The “arises under” requirement normally
is met when a right created by federal law is a basic part
of the plaintiff’s case. There is no amount-in-controversy
requirement for federal question jurisdiction.

Diversity jurisdiction and federal question jurisdic-
tion are forms of subject-matter jurisdiction. Even if one
of the two forms exists, a federal district court must also
have in personam jurisdiction in order to render a deci-
sion that is binding on the parties. As noted earlier in the
chapter, the analysis of in personam jurisdiction issues
in the federal court system is essentially the same as in
the state court systems. Further limiting the plaintiff’s
choice of federal district courts are the federal system’s
complex venue requirements, which are beyond the scope
of this text.

The Internet Solutions case, which follows, illustrates
the application of diversity jurisdiction and in personam
jurisdiction principles in the federal court system.

2008 U.S. Dist. LEXIS 28261 (M.D. Fla. 2008)

Internet Solutions Corp. v. Marshall

Internet Solutions Corp. (ISC), a Nevada corporation, has its principal place of business in Orlando, Florida. ISC, which
operates various employment recruiting and Internet advertising Web sites, sued Tabatha Marshall, a resident of the State of
Washington, in the U.S. District Court for the Middle District of Florida. In its lawsuit, ISC alleged that on her Web site,
Marshall made false and defamatory statements asserting that ISC engaged in ongoing criminal activity, scams, and
phishing. According to ISC, these statements caused injury to ISC’s business in Florida. Marshall filed a motion to dismiss
the case because, in her view, neither subject matter nor in personam jurisdiction existed.
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Conway, District Judge

[Marshall’s motion to dismiss presents the question] whether the
district court has subject matter jurisdiction in the case at bar [and
the question] whether the district court can exercise in personam
jurisdiction over the nonresident defendant pursuant to [Florida
law] and the Due Process Clause of the U.S. Constitution.

Pursuant to 28 U.S.C. § 1332, subject matter jurisdiction
is proper in federal court when there is a matter in controversy
between citizens of different states and . . . “the matter in con-
troversy exceeds the sum or value of $75,000.” [The damages
sought by ISC make this a] case involv[ing] a controversy that
exceeds the sum or value of $75,000. ISC is a Nevada corpora-
tion, which has its principal place of business in Orlando,
Florida. Marshall is a private individual who resides in the
State of Washington. Therefore, pursuant to 28 U.S.C. § 1332,
this court has subject matter jurisdiction based on diversity of
citizenship.

[The court now turns to the in personam jurisdiction
question.] A district court’s determination of in personam
jurisdiction over a nonresident defendant generally entails a
two-part inquiry. First, the court must determine whether the
exercise of jurisdiction is appropriate under [the state’s] long-
arm statute. Second, the court must determine whether there
are sufficient minimum contacts with the forum state to satisfy
the Due Process Clause of the U.S. Constitution and traditional
notions of fair play and substantial justice. See International
Shoe Co. v. Washington, 326 U.S. 310 (1945). [Both parts of
the] two-part inquiry must be satisfied before the court can
properly exercise in personam jurisdiction over a nonresident
defendant.

[Florida’s long-arm statute and precedent cases indicate that
in personam jurisdiction] may be found in certain instances
where an out-of-state defendant commits a tort that produces
an injury in Florida. ISC bears the burden of establishing a
prima facie case of in personam jurisdiction through the long-
arm statute. 1ISC contends that Marshall committed tortious
conduct through her website, which caused injury to ISC’s
business in Florida. Specifically, ISC alleges that Marshall
made false and defamatory statements on her website which
harmed ISC’s reputation in the community, deterred third
persons from associating with ISC, and [adversely affected]
ISC’s business revenues.

Marshall has not adequately rebutted ISC’s allegation of
long-arm jurisdiction based on the claim that the tort was
committed in Florida and that injury resulted in Florida. [An
affidavit submitted by Marshall] explains the lack of mini-
mum contacts that Marshall has with Florida, asserts that
Marshall has never done business in Florida, denies directing
any communications into Florida, and denies committing any
tort in Florida. The affidavit does not discuss the issue of an

injury resulting to 1SC’s business in Florida. It does not
adequately refute that a tort was committed in Florida. [In]
simply conclud[ing] that Marshall did not commit any tort
in the State of Florida[,] Marshall’s affidavit is insufficient to
shift to ISC the burden of producing evidence supporting
jurisdiction.

Therefore, the court finds that ISC has satisfied its [first]
burden and assumes that there is jurisdiction under Florida’s
long-arm statute for the purposes of deciding the instant
motion. However, the in personam jurisdiction inquiry does
not end here. The court must now assess whether ISC has
established the existence of sufficient minimum contacts and
whether Due Process is otherwise satisfied.

[D]ue process requires that in order to subject a defendant to
a judgment in personam [in a state in which she does not reside,
she must] have certain minimum contacts with [the forum state,
so that] the maintenance of the suit does not offend traditional
notions of fair play and substantial justice. See International
Shoe. The plaintiff bears the burden of establishing . . . that the
constitutional requirement of minimum contacts has been
satisfied.

[In Posner v. Essex Ins. Co., 178 F.3d 1209 (11th Cir. 1999),
the U.S. Court of Appeals for the Eleventh Circuit] adopted a
three-part test to determine whether the minimum contacts
requirement has been satisfied. First, “the contacts must be
related to the plaintiff’s cause of action.” Second, “the contacts
must involve some act by which the defendant purposefully
avails itself of the privilege of conducting activities within the
forum.” Third, “the defendant’s contacts with the forum must
be such that the defendant should reasonably anticipate being
haled into court there.”

ISC contends that Marshall committed tortious acts by post-
ing defamatory comments on her website and targeting individ-
uals in Florida. ISC further alleges that Marshall’s conduct
resulted in contact or communications “into” Florida. However,
“the minimum contacts must be ‘purposeful’ contacts.” [Case
citation omitted.] In Calder v. Jones, the United States Supreme
Court found that an alleged single tortious act by a National
Enquirer editor and reporter in Florida was sufficient to satisfy
minimum contacts with the forum state of California. Calder v.
Jones, 465 US 783, 789-790, 104 S. Ct. 1482, 79 L. Ed. 2d 804
(1984). The two National Enquirer employees were Florida
residents who were sued in California for libel. The court
reasoned that the writers purposefully availed themselves by
specifically targeting a California audience, making large
distributions into California, and publishing articles about a
California resident. The court further explained that the alleged
tortious conduct was purposeful and calculated to cause injury
in California, and therefore the editors must have reasonably
anticipated being haled into a California court.
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Unlike Calder, in the case at bar there is no evidence that
Marshall specifically targeted Florida residents. Marshall’s
website was not only made available to Florida residents, but
the website was equally accessible to persons in all states.
Under the Calder analysis, even if Marshall’s alleged tortious
conduct occurred or resulted in injury in Florida, the single
tortious act would not be sufficient to satisfy minimum
contacts absent a showing of purposeful availment. According
to Marshall’s affidavit, her contacts with Florida were nearly
nonexistent. Marshall [states] that she does not own or lease
property in the state of Florida, does not operate a business of
any kind, and has only visited Florida on one occasion (which
had no connection to her website). ISC has not provided
evidence to the contrary. Besides, the website postings do not
establish any Florida-specific postings or conduct by Marshall,
[who] denies directing any communications into Florida.

In addition, the postings do not specifically mention Florida
or its residents nor do they amount to purposeful availment.
“The requirement for purposeful minimum contacts helps [to]
ensure that non-residents have fair warning that a particular
activity may subject them to litigation within the forum.” [Case
citation omitted.] Marshall’s conduct is distinguishable from
the purposeful contacts made in the Calder case. Marshall has
not made Florida-specific contacts. The mere fact that Marshall’s

Concurrent Jurisdiction and Removal The federal
district courts have exclusive jurisdiction over some
matters. Patent cases, for example, must be litigated in
the federal system. Often, however, federal district courts
have concurrent jurisdiction with state courts—meaning
that both state and federal courts have jurisdiction over
the case. For example, a plaintiff might assert state court
in personam jurisdiction over an out-of-state defendant
or might sue in a federal district court under that court’s
diversity jurisdiction. A state court, moreover, may some-
times decide cases involving federal questions. Where
concurrent jurisdiction exists and the plaintiff opts for a
state court, the defendant has the option to remove the
case to an appropriate federal district court, assuming
the defendant acts promptly.

Specialized Federal Courts The federal
court system also includes certain specialized federal courts,
including the Court of Federal Claims (which hears
claims against the United States), the Court of Interna-
tional Trade (which is concerned with tariff, customs,

website was accessible to residents everywhere and a resident
of Florida responded does not amount to purposeful availment.

ISC contends that Marshall should have known that her
conduct would subject her to litigation in the court’s jurisdic-
tion. The fact that Marshall posted comments on her website
which were accessible to residents everywhere does not indi-
cate that Marshall could reasonably anticipate being haled into
a Florida court. Based on the information presented, there is
nothing to support [a conclusion] that Marshall should reason-
ably anticipate being called before a Florida court to answer for
her alleged conduct.

Marshall’s affidavit rebuts ISC’s claim that there is jurisdic-
tion under the minimum contacts requirement. [The] affi-
davit . . . was sufficient to shift the burden back to ISC[, which]
did not refute or provide supporting evidence that there were
minimum contacts. [Because] ISC has failed to meet its burden
of establishing sufficient minimum contacts, . . . the court de-
termines that exercising in personam jurisdiction over Marshall
would not comport with the requirements of Due Process or the
traditional notions of fair play and substantial justice. [There-
fore,] in personam jurisdiction over the nonresident defendant
in this court would be improper.

Defendant’s motion granted and case dismissed.

import, and other trade matters), the Bankruptcy Courts
(which operate as adjuncts of the district courts), and the
Tax Court (which reviews certain IRS determinations).
Usually, the decisions of these courts can be appealed to
a federal court of appeals.

Federal Courts of Appeals The U.S. courts
of appeals do not engage in fact-finding. Instead, they
review only the legal conclusions reached by lower fed-
eral courts. As Figure 1 shows, there are 13 circuit courts
of appeals: 11 numbered circuits covering several states
each; a District of Columbia circuit; and a separate
federal circuit.

Except for the Court of Appeals for the Federal
Circuit, the most important function of the U.S. courts of
appeals is to hear appeals from decisions of the federal
district courts. Appeals from a district court ordinarily
proceed to the court of appeals for that district court’s
region. Appeals from the District Court for the Southern
District of New York, for example, go to the Second
Circuit Court of Appeals. The courts of appeals also hear
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Figure 1 The Thirteen Federal Judicial Circuits

First Circuit (Boston,
Mass.) Maine,
Massachusetts, New
Hampshire, Puerto Rico,
Rhode Island

Second Circuit (New
York, N.Y .) Connecticut,
New York, Vermont

Third Circuit (Philadelphia,
Pa.) Delaware, New

Jersey, Pennsylvania,

Virgin Islands

Fourth Circuit (Richmond,
Va ) Maryland, North
Carolina, South Carolina,
Virginia, West Virginia

Fifth Circuit (New
Orleans, La.) Louisiana,
Mississippi, Texas

Sixth Circuit (Cincinnati,
Ohio) Kentucky,
Michigan, Ohio, Tennessee

Seventh Circuit (Chicago,
111.) llinois, Indiana,
Wisconsin

Eighth Circuit (S. Louis,
Mo.) Arkansas, lowa,
Minnesota, Missouri,
Nebraska, North Dakota,
South Dakota

Ninth Circuit (San Francisco,
Calif.) Alaska, Arizona,

Tenth Circuit (Denver,
Colo.) Colorado, Kansas,

Eleventh Circuit (Atlanta,
Ga.) Alabama, Florida,

District of Columbia
Circuit (Washington,
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California, Guam, Hawaii, New Mexico, Oklahoma, Georgia D.C.)
Idaho, Montana, Nevada, Utah, Wyoming
Northern Mariana Islands,
Oregon, Washington
Federal Circuit

(Washington, D.C.)

appeals from the Tax Court, from many administrative
agency decisions, and from some Bankruptcy Court
decisions. The Court of Appeals for the Federal Circuit
hears a wide variety of specialized appeals, including
some patent and trademark matters, Court of Federal
Claims decisions, and decisions by the Court of Interna-
tional Trade.

The U.S. Supreme Court The United States
Supreme Court, the highest court in the land, is mainly
an appellate court. It therefore considers only questions
of law when it decides appeals from the federal courts of
appeals and the highest state courts.* Today, most appeal-
able decisions from these courts fall within the Supreme
Court’s certiorari jurisdiction, under which the Court has
discretion whether to hear the appeal. The Court hears

4In special situations that do not often arise, the Supreme Court will
hear appeals directly from the federal district courts.

only a small percentage of the many appeals it is asked to
decide under its certiorari jurisdiction.

Nearly all appeals from the federal courts of appeals
are within the Court’s certiorari jurisdiction. Appeals
from the highest state courts are within the certiorari
jurisdiction when (1) the validity of any treaty or federal
statute has been questioned; (2) any state statute is chal-
lenged as repugnant to federal law; or (3) any title, right,
privilege, or immunity is claimed under federal law. The
Supreme Court usually defers to the states’ highest
courts on questions of state law and does not hear
appeals from those courts if the case involves only such
questions.

In certain rare situations, the U.S. Supreme Court has
original jurisdiction, which means that it acts as a trial
court. The Supreme Court has original and exclusive
jurisdiction over all controversies between two or more
states. It has original, but not exclusive, jurisdiction over
cases involving foreign ambassadors, ministers, and like
parties, controversies between the United States and a
state, and cases in which a state proceeds against citizens
of another state or against aliens.



The in personam jurisdiction issues addressed

the plaintiff’s home state or federal district against a U.S.

@; The Global Business Environment

earlier in the chapter also arise when a resident of

the United States initiates legal action in the United

States against a defendant from another country. Benton v.

Cameco Corp., 375 F3d 1070 (10th Cir. 2004), furnishes a
useful example.

A Colorado resident, Oren Benton, and a Canadian firm,
Cameco Corp., entered into a Memorandum of Understanding
(MOQOU) that called for Benton to purchase uranium from
Cameco for purposes of resale. The MOU also set forth the
key terms of a planned joint venture involving uranium trad-
ing activities. The transactions contemplated by the MOU did
not take place, however, because Cameco’s board of directors
did not approve them. Benton later sued Cameco in federal
district court in Colorado, asserting claims for breach of con-
tract and tortious interference with existing and prospective
business relationships. After determining that Cameco did not
have sufficient contacts with Colorado to allow the court to
exercise in personam jurisdiction over the Canadian firm, the
district court granted Cameco’s motion to dismiss. On appeal,
the U.S. Court of Appeals for the Tenth Circuit concluded
that Cameco did have the requisite minimum contacts with
Colorado but that the district court’s dismissal should be
affirmed anyway, because “traditional notions of fair play and
substantial justice” counseled against an exercise of in
personam jurisdiction over Cameco.

The Tenth Circuit regarded the minimum contacts issue as a
close call but based its conclusion that minimum contacts
existed between Cameco and the state of Colorado on the basis
of this combination of facts: the Canadian firm’s supposed con-
tract with a Colorado resident, Benton; the separate transactions
that Cameco had engaged in with Benton during earlier years;
the parties’ contract negotiations, which, through the use of the
telephone and mailed communications, had a connection with
Colorado; the further connection with Colorado that would have
resulted if contract performance had occurred; and the fact that
Cameco sent representatives to Colorado to check on Benton’s
business. Because Benton’s claim arose out of Cameco’s con-
tacts with Colorado, the facts just noted would have been suffi-
cient to support in personam jurisdiction of the specific variety
pursuant to Colorado’s long-arm statute, if not for another criti-
cal requirement. (Specific jurisdiction is discussed more fully in
the Bombliss case, which appears earlier in the chapter.) The
other requirement was that an attempt to exert in personam
jurisdiction over a nonresident defendant must be consistent
with “traditional notions of fair play and substantial justice.” See
International Shoe Co. v. Washington, 326 U.S. 310 (U.S. Sup.
Ct. 1945); Asahi Metal Industry Co. v. Superior Court, 480 U.S.
102 (U.S. Sup. Ct. 1987). In order to make the necessary deter-
mination regarding “fair play and substantial justice,” the Tenth
Circuit applied five factors drawn from precedent cases.

First, the court considered the burden on Cameco of
having to litigate the case in what was, for the Canadian firm,
a foreign forum. Important when a U.S. plaintiff files suit in

defendant from a different state, this factor assumes added
significance when a defendant from another country is sued
in the United States. In the latter situation, the court stressed,
“‘great care and reserve should be exercised’ before [in per-
sonam] jurisdiction is exercised over the defendant” (quoting
Asahi). The Tenth Circuit regarded the burden on Cameco
as substantial, given that the firm’s principal offices were in
Saskatchewan, it had no offices, property, or employees
in Colorado, and it was not licensed to do business there. If
in personam jurisdiction were held to exist in this case,
Cameco’s officers and employees would not only have to
travel to Colorado for trial but also litigate the case before
judges who were unfamiliar with Canadian law (which the
parties, in the MOU, had agreed would be controlling). The
first factor, therefore, weighed against a conclusion that in
personam jurisdiction should exist as to Cameco.

Second, the Tenth Circuit examined the forum state’s inter-
est in resolving the dispute. Although Colorado had an interest
in providing a dispute-resolution forum for a Colorado resi-
dent (Benton), the parties’ agreement that Canadian law would
govern their dispute meant that the second factor did not sub-
stantially favor either party.

Third, the court considered whether the plaintiff could
receive convenient and effective relief in a forum other than
the U.S. court he chose. Because Canadian law governed the
parties’ dispute and because there was no showing that the
inconvenience of traveling to Canada for trial would cause
undue hardship to Benton, the Tenth Circuit concluded that
the third factor favored Cameco and weighed against an exer-
cise of in personam jurisdiction by the U.S. court.

Fourth, the court focused on whether Colorado was the
most efficient place for the litigation to be conducted. The court
observed that many of the witnesses in the dispute would be
affiliated with Cameco and would thus be located in Canada,
that the supposed wrong—the Cameco board’s failure to
approve the transactions contemplated by the MOU—aoccurred
in Canada, and that Canadian law would govern the case. The
Tenth Circuit therefore concluded that it would not be more
efficient to litigate the case in Colorado than in Canada.

Fifth (and finally), the court considered whether an exercise
of in personam jurisdiction would affect important Canadian
policy interests. The Tenth Circuit noted that precedent cases
required it to look carefully at whether allowing the case to
proceed in the U.S. court would interfere with Canada’s
sovereignty. The court regarded an exertion of in personam
jurisdiction over Cameco as likely to affect Canadian policy in-
terests and interfere with Canada’s sovereignty, mainly because
Cameco was a Canadian firm and Canadian law was to govern
the dispute. With most of the five “reasonableness factors”
operating in Cameco’s favor, the Tenth Circuit held that even
though Cameco possessed minimum contacts with Colorado,
“an exercise of in personam jurisdiction over Cameco would
offend traditional notions of fair play and substantial justice.”

38
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Civil Procedure

Civil procedure is the set of legal rules establishing how
a civil lawsuit proceeds from beginning to end.> Because
civil procedure sometimes varies with the jurisdiction in
question,® the following presentation summarizes the
most widely accepted rules governing civil cases in state
and federal courts. Knowledge of these basic procedural
matters will be useful if you become involved in a civil
lawsuit and will help you understand the cases in this text.

In any civil case, the adversary system is at work.
Through their attorneys, the litigants take contrary
positions before a judge and possibly a jury. To win a
civil case, the plaintiff must prove each element of his,
her, or its claim by a preponderance of the evidence.’
This standard of proof requires the plaintiff to show that
the greater weight of the evidence—by credibility, not
quantity—supports the existence of each element. In
other words, the plaintiff must convince the fact-finder
that the existence of each factual element is more prob-
able than its nonexistence. The attorney for each party
presents his or her client’s version of the facts, tries to
convince the judge or jury that this version is true, and
attempts to rebut conflicting factual allegations by
the other party. Each attorney also seeks to persuade the
court that his or her reading of the law is correct.

Service of the Summons A summons noti-
fies the defendant that he, she, or it is being sued. The
summons typically names the plaintiff and states the time
within which the defendant must enter an appearance in
court (usually through an attorney). In most jurisdictions,
it is accompanied by a copy of the plaintiff’s complaint
(which is described below).

The summons is usually served on the defendant by
an appropriate public official after the plaintiff has filed
her case. To ensure that the defendant is properly notified,
statutes, court rules, and constitutional due process guar-
antees set standards for proper service of the summons.
For example, personal delivery to the defendant almost
always meets these standards. Many jurisdictions also
permit the summons to be left at the defendant’s home or
place of business. Service to corporations often may be
accomplished by delivery of the summons to the firm’s

SCriminal procedure is discussed in Chapter 5.

81n the following discussion, the term jurisdiction refers to one of the
50 states, the District of Columbia, or the federal government.

’In a criminal case, however, the government must prove the elements
of the alleged crime beyond a reasonable doubt. This standard of
proof is discussed in Chapter 5.

managing agent. Many state long-arm statutes permit
out-of-state defendants to be served by registered mail.
Although inadequate service of process may sometimes
defeat the plaintiff’s claim, the defendant who partici-
pates in the case without making a prompt objection to
the manner of service will be deemed to have waived the
objection.

The Pleadings The pleadings are the documents
the parties file with the court when they first state their
respective claims and defenses. They include the com-
plaint, the answer, and, in some jurisdictions, the reply.
Traditionally, the pleadings” main function was to define
and limit the issues to be decided by the court. Only those
issues raised in the pleadings were considered part of
the case, amendments to the pleadings were seldom per-
mitted, and litigants were firmly bound by allegations or
admissions contained in the pleadings. Although many
jurisdictions retain some of these rules, most have
relaxed them significantly. The main reason is the mod-
ern view of the purpose of pleading rules: that their aim
is less to define the issues for trial than to give the parties
general notice of each other’s claims and defenses.

The Complaint The complaint states the plaintiff’s
claim in separate, numbered paragraphs. It must allege
sufficient facts to show that the plaintiff would be enti-
tled to legal relief and to give the defendant reasonable
notice of the nature of the plaintiff’s claim. The com-
plaint also must state the remedy requested.

The Answer Unless the defendant makes a successful
motion to dismiss (described below), he must file an
answer to the plaintiff’s complaint within a designated
time after service of the complaint. The amount of time
is set by applicable law, with 30 to 45 days being typical.
The answer responds to the complaint paragraph by
paragraph, with an admission or denial of each of the
plaintiff’s allegations.

An answer may also include an affirmative defense
to the claim asserted in the complaint. A successful affir-
mative defense enables the defendant to win the case
even if all the allegations in the complaint are true and,
by themselves, would have entitled the plaintiff to
recover. For example, suppose that the plaintiff bases her
lawsuit on a contract that she alleges the defendant has
breached. The defendant’s answer may admit or deny the
existence of the contract or the assertion that the defen-
dant breached it. In addition, the answer may make asser-
tions that, if proven, would provide the defendant an
affirmative defense on the basis of fraud committed by
the plaintiff during the contract negotiation phase.
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Furthermore, the answer may contain a counterclaim.®
A counterclaim is a new claim by the defendant arising
from the matters stated in the complaint. Unlike an affir-
mative defense, it is not merely an attack on the plain-
tiff s claim, but is the defendant’s attempt to obtain legal
relief. In addition to using fraud as an affirmative
defense to a plaintiff’s contract claim, for example, a
defendant might counterclaim for damages caused by
that fraud.

The Reply Insome jurisdictions, the plaintiff is allowed
or required to respond to an affirmative defense or a
counterclaim by making a reply. The reply is the plain-
tiff’s point-by-point response to the allegations in the
answer or counterclaim. In jurisdictions that do not
allow a reply to an answer, the defendant’s new allega-
tions are automatically denied. Usually, however, a plain-
tiff who wishes to contest a counterclaim must file a
reply to it.

Motion to Dismiss Sometimes it is evident from
the complaint or the pleadings that the plaintiff does not
have a valid claim. In such a situation, it would be waste-
ful for the litigation to proceed further. The procedural
device for ending the case at this early stage is com-
monly called the motion to dismiss. This motion often is
made after the plaintiff has filed her complaint. A similar
motion allowed by some jurisdictions, the motion for
judgment on the pleadings, normally occurs after the
pleadings have been completed. A successful motion to
dismiss means that the defendant wins the case. If the
motion fails, the case proceeds.

The motion to dismiss may be made on various
grounds—for example, inadequate service of process or
lack of jurisdiction. The most important type of motion
to dismiss, however, is the motion to dismiss for failure
to state a claim upon which relief can be granted, some-
times called the demurrer. This motion basically says
“So what?” to the factual allegations in the complaint. It
asserts that the plaintiff cannot recover even if all of his
allegations are true because no rule of law entitles him to
win on those facts. Suppose that Potter sues Davis on the
theory that Davis’s bad breath is a form of “olfactory
pollution” entitling Potter to recover damages. Potter’s

81n appropriate instances, a defendant also may file a cross claim
against another defendant in the plaintiff’s suit, or a third-party
complaint against a party who was not named as a defendant in the
plaintiff’s complaint.

complaint describes Davis’s breath and the distress it
causes Potter in great detail. Even if all of Potter’s factual
allegations are true, Davis’s motion to dismiss almost
certainly will succeed. There is no rule of law allowing the
“victim” of another person’s bad breath to recover dam-
ages from that person.

Discovery When a civil case begins, litigants do
not always possess all of the facts they need to prove
their claims or establish their defenses. To help litigants
obtain the facts and to narrow and clarify the issues for
trial, the state and federal court systems permit each party
to a civil case to exercise discovery rights. The discovery
phase of a lawsuit normally begins when the pleadings
have been completed. Each party is entitled to request
information from the other party by utilizing the forms
of discovery described in this section. Moreover, for civil
cases pending in federal court, the Federal Rules of Civil
Procedure require each party to provide the other party
certain basic information at an early point in the case,
even though the other party may not have made a formal
discovery request.

Discovery is available for information that is not sub-
ject to a recognized legal privilege and is relevant to the
case or likely to lead to other information that may be
relevant. Information may be subject to discovery even if
it would not ultimately be admissible at trial under the
legal rules of evidence. The scope of permissible discov-
ery is thus extremely broad. The broad scope of discovery
stems from a policy decision to minimize the surprise
element in litigation and to give each party the opportu-
nity to become fully informed regarding facts known by
the opposing party. Each party may then formulate trial
strategies on the basis of that knowledge.

The deposition is one of the most frequently employed
forms of discovery. In a deposition, one party’s attorney
conducts an oral examination of the other party or of a
likely witness (usually one identified with the other
party). The questions asked by the examining attorney
and the answers given by the deponent—the person
being examined—are taken down by a court reporter.
The deponent is under oath, just as he or she would be if
testifying at trial, even though the deposition occurs on a
pretrial basis and is likely to take place at an attorney’s
office or at some location other than a courtroom. Some
depositions are videotaped.

Interrogatories and requests for admissions are
among the other commonly utilized forms of discovery.
Interrogatories are written questions directed by the
plaintiff to the defendant, or vice versa. The litigant on
whom interrogatories are served must provide written
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answers, under oath, within a time period prescribed
by applicable law (30 days being typical). Requests
for admissions are one party’s written demand that the
other party admit or deny, in writing, certain statements
of supposed fact or of the application of law to fact,
within a time period prescribed by law (30 days again
being typical). The other party’s failure to respond
with an admission or denial during the legal time period
is deemed an admission of the statements’ truth or
accuracy.

Requests for production of documents or other physical
items (e.g., videotapes, photographs, and the like) are a
discovery form employed by the parties in many civil
cases. What about e-mail and other electronically stored
information? For a discussion of the discoverability of
such items, see the Cyberlaw in Action box that appears
later in the chapter.

When the issues in a case make the opposing litigant’s
physical or mental condition relevant, a party may seek
discovery in yet another way by filing a motion for a
court order requiring that the opponent undergo a phys-
ical or mental examination. With the exception of the
discovery form mentioned in the previous sentence, dis-
covery generally takes place without a need for court
orders or other judicial supervision. Courts become invol-
ved, however, if a party objects to a discovery request on
the basis of privilege or other recognized legal ground,
desires an order compelling a noncomplying litigant
to respond to a discovery request, or seeks sanctions on
a party who refused to comply with a legitimate discovery
request or abusively invoked the discovery process.
In the Allstate case, the court rejects Allstate’s objections
to the opposing parties’ request for documents from the
insurer’s files.

Allstate Indemnity Co. v. Ruiz

2005 Fla. LEXIS 612 (Fla. Sup. Ct. 2005)

One month after securing insurance coverage from Allstate Indemnity Co. for their Chevrolet Blazer, Joaquin and Paulina
Ruiz purchased an Oldsmobile Cutlass. They instructed Allstate agent Paul Cobb to add that vehicle to the policy. Cobb
added the Cutlass to the policy but mistakenly deleted the Blazer. The Ruizes were not notified that the Blazer was no longer
covered under their insurance policy.

Joaquin Ruiz was later involved in an accident while driving the Blazer. When the Ruizes submitted a claim for collision
coverage, Allstate denied payment, asserting that the Blazer was not covered under the policy. The Ruizes filed suit, alleging
that Cobb and Allstate had been negligent in deleting the Blazer from the insurance policy, and that Allstate had engaged in
bad faith and unfair claim settlement practices in violation of a Florida statute. After the filing of the lawsuit, Allstate
admitted its obligation to provide collision coverage. Even though the basic coverage issue was resolved, the bad faith claim
remained pending.

In connection with the bad faith claim, the Ruizes sought discovery of certain documents, including Allstate’s claim and
investigative file and materials, Allstate internal manuals, and Cobb’s file regarding the bad faith claim. Allstate refused
to supply the requested documents, so the Ruizes asked the trial court to compel production of them. After reviewing the docu-
ments sought by the Ruizes, the trial judge ordered that the documents be provided to them because the documents contained
relevant information regarding Allstate’s handling of the underlying insurance claim. The judge also determined that the
requested documents did not constitute work product or attorney-client communications and thus were not exempt from disclo-
sure during the discovery process. (Because communications between an attorney and his or her client are privileged, they are
not subject to discovery. Work product is a term used to describe documents and materials prepared by an attorney and his or
her client in anticipation of litigation. In general, work product is not subject to discovery.)

Allstate appealed to Florida’s intermediate court of appeals, arguing that the dispute over the Ruizes’ insurance coverage
was immediately apparent when Allstate refused to make payment, that litigation was anticipated at all pertinent times, and
that all of the material sought by the Ruizes was nondiscoverable work product. The appellate court concluded that several
requested items were not protected work product and therefore were properly discoverable, including Cobb’s statement of
January 7, 1997; computer diaries and entries from the date Joaquin Ruiz reported the accident on December 28, 1996,
through January 10, 1997; and a January 7, 1997, memorandum from an Allstate insurance adjustor to her boss. However, the
appellate court determined that the balance of the documents sought by the Ruizes were prepared by Allstate in anticipation
of litigation and were thus nondiscoverable work product. Both parties were dissatisfied with the appellate court’s decision,
the Ruizes because some of what they sought was held nondiscoverable and Allstate because some of what it sought to withhold
was held discoverable. The Supreme Court of Florida granted Allstate’s request for review.
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Lewis, Justice

The instant action causes us to review and revisit previous
decisions regarding discovery issues that arise in bad faith
insurance litigation. Section 624.155 of the Florida Statutes was
designed and intended to provide a civil remedy for any person
damaged by an insurer’s conduct, including “not attempting in
good faith to settle claims when, under all the circumstances, it
could and should have done so, had it acted fairly and honestly
toward its insured and with due regard for her or his interests.”
Fla. Stat. § 624.155(1)(b)(1). As implied by the statute, bad faith
actions do not exist in a vacuum. A necessary prerequisite for
any bad faith action is an underlying claim for coverage or ben-
efits or an action for damages which the insured alleges was
handled in bad faith by the insurer.

It is precisely this two-tiered nature of bad faith actions that
engenders the discovery battles so often waged in bad faith
litigation, and is at the heart of the matter now before the Court.
Allstate asserts that work product protection should extend
to and envelop the entire claim file and all files, whatever the
name, in the underlying coverage or damage matter or dispute,
including an extension into any bad faith litigation which may
flow from the processing or litigating of the underlying claim.
The insureds and injured third parties, on the other hand, often
and logically seek disclosure of actual events in the claim pro-
cessing as reflected in the studies, notes, memoranda, and other
documentation comprising the claim file type material because
such information is certainly material and relevant, if not crucial,
to any intelligent and just resolution of the bad faith litigation.
They assert that this is precisely the evidence upon which a
“bad faith” determination is made. As the insureds succinctly
posit, how is one to ever determine whether an insurance
company has processed, analyzed, or litigated a claim in a fair,
forthright, and good faith manner if access is totally denied to
the underlying file materials that reflect how the matter was
processed and contain the direct evidence of whether the claim
was processed in “good” or “bad” faith? In other words, it is as-
serted that the claim litigation file material constitutes the best
and only evidence of an insurer’s conduct.

To resolve this bad faith discovery dispute, we must first
review the nature of bad faith actions and case law pertaining to
discovery. There are two distinct but very similar types of bad
faith actions that may be initiated against an insurer: first-party
and third-party. Third-party bad faith actions have a long and
established pedigree, having been recognized at common law
in this state since 1938. Third-party bad faith actions arose in
response to the argument that there was a practice in the insur-
ance industry of rejecting without sufficient investigation or
consideration claims presented by third parties against an
insured, thereby exposing the insured individual to judgments
exceeding the coverage limits of the policy while the insurer

remained protected by a policy limit. With no actionable remedy;,
insureds in this state and elsewhere were left personally respon-
sible for the excess judgment amount. This concern gave life
to the concept that insurance companies had an obligation of good
faith and fair dealing. Florida courts recognized common law
third-party bad faith actions in part because the insurers had the
power and authority to litigate or settle any claim, and thus owed
the insured a corresponding duty of good faith and fair dealing
in handling these third-party claims.

Traditionally and historically, the courts in this state did not,
however, recognize a corresponding common law first-party
action that would protect insured individuals and enable them
to seek redress of harm against their insurers for the wrongful
processing or denial of their own first-party claims or failure
to deal fairly in claims processing. This void existed notwith-
standing that insurers had the same incentive to deny an insured’s
first-party claim as may have existed with regard to the refusal
to settle a claim presented by a third party against an insured. In
both contexts, the insurer’s ultimate responsibility could not
exceed the policy limits in the absence of a viable bad faith
cause of action.

However, with the enactment of § 624.155 in 1982, . . . the
Florida Legislature resolved this inequity and recognized
the power disparity as it created a statutory first-party bad faith
cause of action for first-party insureds, thereby eliminating the
disparity in the treatment of insureds aggrieved by an act of bad
faith on the part of their insurers regardless of the nature of
the type of claim presented. [T]his statutory remedy essentially
extended the duty of an insurer to act in good faith and deal
fairly in those instances where an insured seeks first-party cov-
erage or benefits under a policy of insurance. It was pursuant to
this provision that the Ruizes filed the statutory first-party bad
faith action at issue in the instant proceeding.

Even though the enactment of § 624.155 ushered out the dis-
tinction between first- and third-party statutory claims for the
purposes of initiating bad faith actions, some court decisions
have continued to draw inappropriate distinctions in defining
the parameters of discovery in those bad faith actions. In the
context of both statutory and common law third-party bad faith
actions for failure to settle a claim, discovery of the insurer’s
underlying claim file type material is permitted over the objec-
tions of work product protection.

By contrast, the rule permitting discovery of materials
contained in claim type files in third-party bad faith actions has
not been consistently applied in first-party bad faith actions. It
appears that this inconsistency has resulted from and been
engendered by a misdescription of the nature of the parties’
relationship in first-party actions as being totally adversarial,
an outdated pre-statutory analysis, as opposed to applying the
responsibilities that have traditionally flowed in the third-party
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context, which are now codified for first-party actions. The
Legislature has mandated that insurance companies act in good
faith and deal fairly with insureds regardless of the nature of
the claim presented, whether it be a first-party claim or one
arising from a claim against an insured by a third party.

[A]ny distinction between first- and third-party bad faith ac-
tions with regard to discovery purposes is unjustified and without
support under § 624.155 and creates an overly formalistic dis-
tinction between substantively identical claims. [S]ection 624.155
very clearly provides first-party claimants, upon compliance
with statutory requirements, the identical opportunity to pursue
bad faith claims against insurers as has been the situation in
connection with third-party claims for decades at common
law. The Legislature has clearly chosen to impose on insurance
companies a duty to use good faith and fair dealing in process-
ing and litigating the claims of their own insureds as insurers
have had in dealing with third-party claims. Thus, there is no
basis to apply different discovery rules to the substantively iden-
tical causes of action.

[T]o continue to recognize any such distinction and restric-
tion would not only hamper but would impair the viability of
first-party bad faith actions in a manner that would thwart the
legislative intent in creating the right of action in the first instance.
Just as we have concluded in the context of third-party actions,
we conclude that the claim file type material presents virtually
the only source of direct evidence with regard to the essential
issue of the insurance company’s handling of the insured’s claim.
Given the Legislature’s recognition of the need to require that
insurance companies deal fairly and act in good faith and the
decision to provide insureds the right to institute first-party
bad faith actions against their insurers, there is simply no
logical or legally tenable basis upon which to deny access to

Documents and similar items obtained through the
discovery process may be used at trial if they fall within
the legal rules governing admissible evidence. The same
is true of discovery material such as answers to inter-
rogatories and responses to requests for admissions. If a
party or other witness who testifies at trial offers testi-
mony that differs from her statements during a deposi-
tion, the deposition may be used to impeach her—that is,
to cast doubt on her trial testimony. A litigant may offer
as evidence the deposition of a witness who died prior
to trial or meets the legal standard of unavailability to
testify in person. In addition, selected parts or all of the
deposition of the opposing party or of certain persons
affiliated with the opposing party may be used as evidence

the very information that is necessary to advance such action
but also necessary to fairly evaluate the allegations of bad
faith—information to which they would have unfettered access
in the third-party bad faith context. We therefore hold, as does
the substantial weight of authority elsewhere on the question,
that the claim file is and was properly held producible in this
first-party case.

[W]e determine that the [court of appeals] was correct in
affirming the trial court’s decision to compel the production
of [the documents the trial court ordered to be produced]. We
have reservations, however, with regard to the balance of the
[appellate] court’s determination, which reversed the trial
court’s decision to compel the production of other [requested
documents]. Our review of the record reveals that [the other
requested] documents included handwritten notes evaluating
coverage issues, internal letters and memoranda drafted in
September of 1997 regarding coverage issues, and other items
that do appear to be relevant, discoverable, [and] not entitled to
protection, and [that appear] to pertain to Allstate’s conduct
with regard to the coverage dispute. While we remand . . . for
a careful review of each document requested in light of this
holding, such documentation would appear to be freely discov-
erable in the bad faith action. In accordance with our decision
today, work product protection that may otherwise be afforded
to documents prepared in anticipation of litigation of the
underlying coverage dispute does not automatically operate
to protect such documents from discovery in the ensuing, or
accompanying, bad faith action.

Court of appeals decision denying production of certain
requested documents reversed, and case remanded for
further proceedings.

at trial, regardless of whether such a deponent is available
to testify “live.”

Participation in the discovery process may require
significant expenditures of time and effort, not only by
the attorneys but also by the parties and their employees.
Parties who see themselves as too busy to comply with
discovery requests may need to think seriously about
whether they should remain a party to pending litigation.
The discovery process may also trigger significant ethical
issues, such as those associated with uses of discovery
requests simply to harass or cause expense to the other
party, or the issues faced by one who does not wish to hand
over legitimately sought material that may prove to be
damaging to him or to his employer.
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CYBERLAW IN ACTION

In recent years, the widespread uses of e-mail and
information presented and stored in electronic
form have raised questions about whether, in civil
litigation, an opposing party’s e-mails and elec-

tronic information are discoverable to the same
extent as conventional written or printed documents. With the

Federal Rules of Civil Procedure and comparable discovery
rules applicable to state courts having been devised prior

to the explosion in e-mail use and online activities, the rules’
references to “documents” no doubt contemplated traditional
on-paper items. Courts, however, frequently interpreted

“documents” broadly, so as to include e-mails and certain
electronic communications within the scope of what was
discoverable.

Even so, greater clarity on the discoverability issue
seemed warranted—especially as to electronic material that
might be less readily classifiable than e-mails as “docu-
ments.” Various states responded by updating their discovery
rules to include electronic communications within the list of
discoverable items. So did the Federal Judicial Conference. In
Federal Rules of Civil Procedure amendments proposed by
the Judicial Conference and ratified by Congress in 2006,
“electronically stored information” became a separate cate-
gory of discoverable material. The electronically stored infor-
mation (ESI) category is broad enough to include e-mails and
similar communications as well as electronic business
records, Web pages, dynamic databases, and a host of other
material existing in electronic form. So-called “E-Discovery”
has become a standard feature of civil litigation because of
the obvious value of having access to the opposing party's
e-mails and other electronic communications.

Discovery regarding ESl occurs in largely the same manner
as discovery regarding conventional documents. The party
seeking discovery of ESI serves a specific request for pro-
duction on the other. The served party must provide the
requested ESI if it is relevant, is not protected by a legal privi-
lege (e.g., the attorney-client privilege), and is reasonably
accessible. Court involvement becomes necessary only if the
party from whom discovery is sought fails to comply or raises
an objection on lack of relevance, privilege, or burdensome-
ness grounds. The Federal Rules allow the party seeking
discovery of ESI to request not only copies of the requested
material but also, where appropriate, the ability to test or sam-
ple the ESI. The party seeking discovery of ESI may also spec-
ify the form in which the requested copies should appear (e.g.,
hard copies, electronic files, searchable CD, direct access to
database, etc.). The party from whom discovery is sought may
object to the specified form, in which event the court may have
to resolve the dispute. If the party requesting discovery does
not specify a form, the other party must provide the requested
electronic material in a form that is reasonably usable.

The Federal Rules provide that if the requested electronic
material is “not reasonably accessible because of undue bur-
den or cost,” the party from whom discovery is sought need
not provide the material. When an objection along those lines
is filed, the court decides whether the objection is valid in
light of the particular facts and circumstances. For instance,
if requested e-mails now appear only on backup tapes and
searching those tapes would require the expenditures of
significant time, money, and effort, are the requested e-mails
“not reasonably accessible because of undue burden or
costs”? Perhaps, but perhaps not. The court will rule, based
on the relevant situation. The court may deny the discovery
request, uphold the discovery request, or condition the up-
holding of the discovery request on the requesting party’s
covering part or all of the costs incurred by the other party in
retrieving the requested ESI and making it available. When a
party fails or refuses to comply with a legitimate discovery
request and the party seeking discovery of ESI has to secure
a court order compelling the release of the requested mate-
rial, the court may order the noncompliant party to pay the
attorney’s fees incurred by the requesting party in seeking
the court order. If a recalcitrant party does not abide by
a court order compelling discovery, the court may assess
attorney’s fees against that party and/or impose evidentiary or
procedural sanctions such as barring that party from using
certain evidence or from raising certain claims or defenses
at trial.

The above discussion suggests that discovery requests
regarding ESI may be extensive and broad-ranging, with
logistical issues often attending those requests. In recogni-
tion of these realities, the Federal Rules seek to head off the
sorts of disputes outlined in the previous paragraph by requir-
ing the parties to civil litigation to meet, at least through their
attorneys, soon after the case is filed. The meeting’s goal is
development of a discovery plan that outlines the parties’
intentions regarding discovery of ESI and sets forth an agree-
ment on such matters as the form in which the requested ESI
will be provided. If the parties cannot agree on certain issues
concerning discovery of ESI, the court will have to hecome
involved to resolve the disputes.

The discoverability of electronically stored information
makes it incumbent upon businesses to retain and pre-
serve such material not only when litigation to which the
material may be related has already been instituted, but
also when potential litigation might reasonably be antici-
pated. Failure to preserve the electronic communications
could give rise to allegations of evidence spoliation and,
potentially, sanctions imposed by a court. (For further dis-
cussion of legal and ethical issues concerning spoliation,
see the Gribben case in Chapter 1 and this chapter’s Ethics
in Action box.)
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Finally, given the now-standard requests of plaintiffs and
defendants that the opposing party provide access to relevant
e-mails, one should not forget this important piece of advice:
Do not say anything in an e-mail that you would not say in a
formal written memo or in a conversation with someone. There
is a too-frequent tendency to think that because e-mails tend

Summary Judgment Summary judgment is
a device for disposing of relatively clear cases without a
trial. It differs from a demurrer because it involves
factual determinations. To prevail, the party moving for
a summary judgment must show that (1) there is no
genuine issue of material (legally significant) fact, and
(2) she is entitled to judgment as a matter of law. A mov-
ing party satisfies the first element of the test by using
the pleadings, relevant discovery information, and affi-
davits (signed and sworn statements regarding matters
of fact) to show that there is no real question about any
significant fact. She satisfies the second element by
showing that, given the established facts, the applicable
law clearly mandates that she win.

Either or both parties may move for a summary
judgment. If the court rules in favor of either party, that
party wins the case. (The losing party may appeal, how-
ever.) If the parties’ summary judgment motions are
denied, the case proceeds to trial. The judge may also grant
a partial summary judgment, which settles some issues in
the case but leaves others to be decided at trial.

The Pretrial Conference Depending on the
jurisdiction, a pretrial conference is either mandatory
or held at the discretion of the trial judge. At this confer-
ence, the judge meets informally with the attorneys for
both litigants. He or she may try to get the attorneys to
stipulate, or agree to, the resolution of certain issues in
order to simplify the trial. The judge may also urge them
to convince their clients to settle the case by coming to
an agreement that eliminates the need for a trial. If the
case is not settled, the judge enters a pretrial order that
includes the attorneys’ stipulations and any other agree-
ments. Ordinarily, this order binds the parties for the
remainder of the case.

The Trial Once the case has been through discovery
and has survived any pretrial motions, it is set for trial. The
trial may be before a judge alone (i.e., a bench trial), in
which case the judge makes findings of fact and reaches

to be informal in nature, one is somehow free to say things in
an e-mail that he or she would not say in another setting. Many
individuals and companies have learned the hard way that
comments made in their e-mails or those of their employees
proved to be damning evidence against them in litigation and
thus helped the opposing parties to win the cases.

conclusions of law before issuing the court’ judgment. If
the right to a jury trial exists and either party demands one,
the jury finds the facts. The judge, however, continues to
determine legal questions.® During a pretrial jury screen-
ing process known as voir dire, biased potential jurors
may be removed for cause. In addition, the attorney for
each party is allowed a limited number of peremptory
challenges, which allow him to remove potential jurors
without having to show bias or other cause.

Trial Procedure At either a bench trial or a jury trial,
the attorneys for each party make opening statements
that outline what they expect to prove. The plaintiff’s at-
torney then presents her client’ case-in-chief by calling
witnesses and introducing documentary evidence (rele-
vant documents and written records, e-mails, videotapes,
and other evidence having a physical form). The plain-
tiff’s attorney asks questions of her client’s witnesses in
a process known as direct examination. If the plaintiff is
an individual person rather than a corporation, he is very
likely to testify. The plaintiff’s attorney may choose to
call the defendant to testify. In this respect, civil cases
differ from criminal cases, in which the Fifth Amend-
ment’s privilege against self-incrimination bars the gov-
ernment from compelling the defendant to testify. After
the plaintiff’s attorney completes direct examination of
a witness, the defendant’s lawyer cross-examines the
witness. This may be followed by redirect examination
by the plaintiff’s attorney and recross examination by the
defendant’s lawyer.

Once the plaintiff’s attorney has completed the pre-
sentation of her client’s case, defense counsel presents
his client’s case-in-chief by offering documentary evidence

9The rules governing availability of a jury trial are largely beyond
the scope of this text. The U.S. Constitution guarantees a jury trial

in federal court cases “at common law” whose amount exceeds $20.
Most states have similar constitutional provisions, often with a higher
dollar amount. Also, Congress and the state legislatures have chosen
to allow jury trials in various other cases.
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The broad scope of discovery rights in a civil
case will often entitle a party to seek and obtain
copies of e-mails, records, memos, and other docu-
ments and electronically stored information from the oppos-
ing party’s files. In many cases, some of the most favorable
evidence for the plaintiff will have come from the defendant’s
files, and vice versa. If your firm is, or is likely to be, a party
to civil litigation and you know that the firm’s files contain
materials that may be damaging to the firm in the litigation,
you may be faced with the temptation to alter or destroy the
potentially damaging items. This temptation poses serious
ethical dilemmas. Is it morally defensible to change the con-
tent of records or documents on an after-the-fact basis, in
order to lessen the adverse effect on your firm in pending or
probable litigation? Is document destruction or e-mail dele-
tion ethically justifiable when you seek to protect your firm’s
interests in a lawsuit?

If the ethical concerns are not sufficient by themselves
to make you leery of involvement in document alteration or
destruction, consider the potential legal consequences for
yourself and your firm. The much-publicized collapse of the
Enron Corporation in 2001 led to considerable scrutiny of
the actions of the Arthur Andersen firm, which had provided
auditing and consulting services to Enron. An Andersen part-
ner, David Duncan, pleaded guilty to a criminal obstruction of
justice charge that accused him of having destroyed, or having
instructed Andersen employees to destroy, certain Enron-
related records in order to thwart a Securities and Exchange
Commission (SEC) investigation of Andersen. The U.S. Justice
Department also launched an obstruction of justice prosecu-
tion against Andersen on the theory that the firm altered or
destroyed records pertaining to Enron in order to impede the
SEC investigation. In 2002, a jury found Andersen guilty of
obstruction of justice. Although the Andersen conviction was
overturned by the U.S. Supreme Court in 2005 because the
trial judge’s instructions to the jury on relevant principles of
law had been impermissibly vague regarding the critical issue
of criminal intent, a devastating effect on the firm had already
taken place.

Of course, not all instances of document alteration or
destruction will lead to criminal prosecution for obstruction
of justice. Other consequences of a noncriminal but clearly
severe nature may result, however, from document destruction
that interferes with legitimate discovery requests in a civil
case. In such instances, courts have broad discretionary
authority to impose appropriate sanctions on the document-

destroying party. These sanctions may include such remedies
as court orders prohibiting the document-destroyer from rais-
ing certain claims or defenses in the lawsuit, instructions to
the jury regarding the wrongful destruction of the documents,
and court orders that the document-destroyer pay certain
attorney’s fees to the opposing party. The Gribben case, which
appears in Chapter 1, discusses some of the consequences just
mentioned—consequences that the Gribben court regarded as
severe enough to make a separate tort claim for spoliation of
evidence unnecessary.

What about the temptation to simply refuse to cooperate
regarding an opposing party’s lawful request for discovery
regarding material in one’s possession? Although a refusal
to cooperate seems less blameworthy than destruction or
alteration of documents, extreme instances of recalcitrance
during the discovery process may cause a party to experience
adverse consequences similar to those imposed on parties
who destroy or alter documents. Recent litigation between
Ronald Perelman and the Morgan Stanley firm provides an
illustration. Perelman had sued Morgan Stanley on the theory
that the investment bank participated with Sunbeam Corp.
in a fraudulent scheme that supposedly induced him to sell
Sunbeam his stake in another firm in return for Sunbeam
shares whose value plummeted when Sunbeam collapsed.
During the discovery phase of the case, Perelman had sought
certain potentially relevant e-mails from Morgan Stanley’s
files. Morgan Stanley repeatedly failed and refused to pro-
vide this discoverable material, and in the process ignored
court orders to provide the e-mails.

Eventually, a fed-up trial judge decided to impose sanc-
tions for Morgan Stanley’s wrongful conduct during the dis-
covery process. The judge ordered that Perelman’s contentions
would be presumed to be correct and that the burden of
proof would be shifted to Morgan Stanley, so that Morgan
Stanley would have to disprove Perelman’s allegations. In
addition, the trial judge prohibited Morgan Stanley from con-
testing certain allegations made by Perelman. The jury later
returned a verdict in favor of Perelman and against Morgan
Stanley for $604 million in compensatory damages and $850 mil-
lion in punitive damages. The court orders sanctioning Morgan
Stanley for its discovery misconduct undoubtedly played a key
role in Perelman’s victory, effectively turning a case that was
not a sure-fire winner for Perelman into just that. The case
illustrates that a party to litigation may be playing with fire if
he, she, or it insists on refusing to comply with legitimate
discovery requests.

and the testimony of witnesses. The same process of direct,
cross-, redirect, and recross-examination is followed,
except that the examination roles of the respective
lawyers are reversed. After the plaintiff and defendant

have presented their cases-in-chief, each party is allowed
to present evidence rebutting the showing made by the
other party. Throughout each side’s presentations of evi-
dence, the opposing attorney may object, on specified
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legal grounds, to certain questions asked of witnesses
or to certain evidence that has been offered for admis-
sion. The trial judge utilizes the legal rules of evidence
to determine whether to sustain the objection (meaning
that the objected-to question cannot be answered by the
witness or that the offered evidence will be disallowed)
or, instead, overrule it (meaning that the question
may be answered or that the offered evidence will be
allowed).

After all of the evidence has been presented by the
parties, each party’s attorney makes a closing argument
summarizing his or her client’s position. In bench trials,
the judge then usually takes the case under advisement
rather than issuing a decision immediately. The judge
later makes findings of fact and reaches conclusions
of law, renders judgment, and, if the plaintiff is the
winning party, states the relief to which the plaintiff is
entitled.

Jury Trials At the close of a jury trial, the judge ordi-
narily submits the case to the jury after issuing
instructions that set forth the legal rules applicable to
the case. The jury then deliberates, makes the necessary
determinations of the facts, applies the applicable legal
rules to the facts, and arrives at a verdict on which the
court’s judgment will be based.

The verdict form used the majority of the time is the
general verdict, which requires only that the jury declare
which party wins and, if the plaintiff wins, the money
damages awarded. The jury neither states its findings of
fact nor explains its application of the law to the facts.
Although the nature of the general verdict may permit a
jury, if it is so inclined, to render a decision that is
based on bias, sympathy, or some basis other than the
probable facts and the law, one’s belief regarding the ex-
tent to which juries engage in so-called “jury nullifica-
tion” of the facts and law is likely to be heavily influenced
by one’s attitude toward the jury system. Most propo-
nents of the jury system may be inclined to believe that
“renegade” juries, though regrettable, are an aberration,
and that the vast majority of juries make a good-faith
effort to decide cases on the basis of the facts and con-
trolling legal principles. Some jury system proponents,
however, take a different view, asserting that juries
should engage in jury nullification when they believe it
is necessary to accomplish “rough justice.” Those who
take a dim view of the jury system perceive it as funda-
mentally flawed and as offering juries too much opportu-
nity to make decisions that stray from a reasonable view
of the evidence and the law. Critics of the jury system
have little hope of abolishing it, however. Doing so

would require amendments to the U.S. Constitution and
many state constitutions, as well as the repeal of numer-
ous federal and state statutes.

Another verdict form known as the special verdict
may serve to minimize concerns that some observers
have about jury decisions. When a special verdict is
employed, the jury makes specific, written findings of
fact in response to questions posed by the trial judge. The
judge then applies the law to those findings. Whether a
special verdict is utilized is a matter largely within the
discretion of the trial judge. The special verdict is not as
frequently employed, however, as the general verdict.

Directed Verdict Although the general verdict gives
the jury considerable power, the American legal system
also has devices for limiting that power. One device, the
directed verdict, takes the case away from the jury and
provides a judgment to one party before the jury gets a
chance to decide the case. The motion for a directed
verdict may be made by either party; it usually occurs
after the other (nonmoving) party has presented her evi-
dence. The moving party asserts that the evidence, even
when viewed favorably to the other party, leads to only
one result and need not be considered by the jury. Courts
differ on the test governing a motion for a directed
verdict. Some deny the motion if there is any evidence
favoring the nonmoving party, whereas others deny the
motion only if there is substantial evidence favoring
the nonmoving party. More often than not, trial judges
deny motions for a directed verdict.

Judgment Notwithstanding the Verdict On occasion,
one party wins a judgment even after the jury has reached
a verdict against that party. The device for doing so is the
judgment notwithstanding the verdict (also known as
the judgment non obstante veredicto or judgment n.o.v.).
Some jurisdictions provide that a motion for judgment
n.o0.v. cannot be made unless the moving party previously
moved for a directed verdict. In any event, the standard
used to decide the motion for judgment n.o.v. usually
is the same standard used to decide the motion for a
directed verdict.

Motion for a New Trial In a wide range of situations
that vary among jurisdictions, the losing party can suc-
cessfully move for a new trial. Acceptable reasons for
granting a new trial include legal errors by the judge
during the trial, jury or attorney misconduct, the discovery
of new evidence, or an award of excessive damages to the
plaintiff. Most motions for a new trial are unsuccessful,
however.
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Appeal A final judgment generally prevents the par-
ties from relitigating the same claim. One or more parties
still may appeal the trial court’s decision, however.
Normally, appellate courts consider only alleged errors
of law made by the trial court. The matters ordinarily
considered “legal” and thus appealable include the trial
judge’s decisions on motions to dismiss, for summary
judgment, for directed verdict or judgment notwithstand-
ing the verdict, and for a new trial. Other matters typically
considered appealable include trial court rulings on ser-
vice of process and admission of evidence at trial, as well
as the court’s legal conclusions in a nonjury trial, instruc-
tions to the jury in a jury case, and decision regarding
damages or other relief. Appellate courts may affirm
the trial court’s decision, reverse it, or affirm parts of the
decision and reverse other parts. One of three things
ordinarily results from an appellate court’s disposition of
an appeal: (1) the plaintiff wins the case; (2) the defen-
dant wins the case; or (3) the case is remanded (returned)
to the trial court for further proceedings if the trial
court’s decision is reversed in whole or in part. For exam-
ple, if the plaintiff appeals a trial court decision granting
the defendant’s motion to dismiss and the appellate
courts affirm that decision, the plaintiff loses. On the
other hand, if an appellate court reverses a trial court
judgment in the plaintiff’s favor, the defendant could win
outright, or the case might be returned to the trial court
for further proceedings consistent with the appellate
decision.

Enforcing a Judgment In this text, you may
occasionally see cases in which someone was not sued
even though he probably would have been liable to the
plaintiff, who sued another party instead. One explanation
is that the first party was “judgment-proof "—so lacking
in assets as to make a civil lawsuit for damages a waste of
time and money. The defendant’s financial condition also
affects a winning plaintiff’s ability to collect whatever
damages she has been awarded.

When the defendant fails to pay as required after
losing a civil case, the winning plaintiff must enforce the
judgment. Ordinarily, the plaintiff will obtain a writ of
execution enabling the sheriff to seize designated prop-
erty of the defendant and sell it at a judicial sale to help
satisfy the judgment. A judgment winner may also use a
procedure known as garnishment to seize property,
money, and wages that belong to the defendant but are in
the hands of a third party such as a bank or employer.
Legal limits exist, however, concerning the portion of
wages that may be garnished. If the property needed to

satisfy the judgment is located in another state, the plain-
tiff must use that state’s execution or garnishment proce-
dures. Under the U.S. Constitution, the second state must
give “full faith and credit” to the judgment of the state in
which the plaintiff originally sued. Finally, when the court
has awarded an equitable remedy such as an injunction,
the defendant may be found in contempt of court and sub-
jected to a fine or a jail term if he fails to obey the court’s
order.

Class Actions So far, our civil procedure discus-
sion has proceeded as if the plaintiff and the defendant
were single parties. Various plaintiffs and defendants,
however, may be parties to one lawsuit. In addition, each
jurisdiction has procedural rules stating when other par-
ties can be joined to a suit that begins without them.

One special type of multiparty case, the class action,
allows one or more persons to sue on behalf of themselves
and all others who have suffered similar harm from sub-
stantially the same wrong. Class action suits by consumers,
environmentalists, and other groups now are reasonably
common events. The usual justifications for the class action
are that (1) it allows legal wrongs causing losses to a large
number of widely dispersed parties to be fully compen-
sated, and (2) it promotes economy of judicial effort by
combining many similar claims into one suit.

The requirements for a class action vary among juris-
dictions. The issues addressed by state and federal class
action rules include the following: whether there are
questions of law and fact common to all members of the
alleged class; whether the class is small enough to allow
all of its members to join the case as parties rather than
use a class action; and whether the plaintiff(s) and their
attorney(s) can adequately represent the class without
conflicts of interest or other forms of unfairness. To pro-
tect the individual class members’ right to be heard, some
jurisdictions have required that unnamed or absent class
members be given notice of the case if this is reasonably
possible. The damages awarded in a successful class
action usually are apportioned among the entire class.
Establishing the total recovery and distributing it to the
class, however, pose problems when the class is large,
the class members’ injuries are indefinite, or some mem-
bers cannot be identified.

In 2005, Congress moved to restrict the filing of class
actions in state courts by enacting a statute giving the
federal district courts original jurisdiction over class
actions in which the amount in controversy exceeds
$5 million and any member of the plaintiff class resides
in a state different from the state of any defendant.



Chapter Two The Resolution of Private Disputes 49

Proponents of the measure describe it as being designed
to curtail “forum shopping” by multistate plaintiffs for
“friendly” state courts that might be especially likely to
favor the claims of the plaintiffs. Critics assert that the
2005 enactment is too protective of corporate defendants
and likely to curtail the bringing of legitimate civil rights,
consumer-protection, and environmental-harm claims.
As this book went to press, it remained too early to sort
out the full effects of the 2005 class action legislation.

Alternative Dispute Resolution

Lawsuits are not the only devices for resolving civil
disputes. Nor are they always the best means of doing so.
Settling private disputes through the courts can be a cum-
bersome, lengthy, and expensive process for litigants.
With the advent of a litigious society and the increasing
caseloads it has produced, handling disputes in this
fashion also imposes ever-greater social costs. For these
reasons and others, various forms of alternative dispute
resolution (ADR) have assumed increasing importance
in recent years. Proponents of ADR cite many consider-
ations in its favor. These include ADR’s (1) quicker res-
olution of disputes; (2) lower costs in time, money, and
aggravation for the parties; (3) lessening of the strain on an
overloaded court system; (4) use of decision makers with
specialized expertise; and (5) potential for compromise
decisions that promote and reflect consensus between
the parties. Those who are skeptical of ADR worry about
its potential for sloppy or biased decisions. They also
worry that it may sometimes mean second-class justice
for ordinary people who deal with powerful economic
interests. Sometimes, for example, agreements to submit
disputes to alternative dispute resolution are buried in
complex standard-form contracts drafted by a party with
superior size, knowledge, and business sophistication
and are unknowingly agreed to by less knowledgeable
parties. Such clauses, critics charge, may compel ADR
proceedings before decision makers who are biased in
favor of the stronger party.

Common Forms of ADR

Settlement The settlement of a civil lawsuit is not
everyone’s idea of an alternative dispute resolution
mechanism. It is an important means, however, of avoid-
ing protracted litigation—one that often is a sensible
compromise for the parties. Most cases settle at some
stage in the proceedings described previously. The usual
settlement agreement is a contract whereby the defendant

agrees to pay the plaintiff a sum of money, in exchange
for the plaintiff’s promise to release the defendant from
liability for the plaintiff’s claims. Such agreements must
satisfy the requirements of contract law discussed later
in this text. In some cases, moreover, the court must
approve the settlement in order for it to be enforceable.
Examples include class actions and litigation involving
minors.

Arbitration Arbitration is the submission of a dispute
to a neutral, nonjudicial third party (the arbitrator) who
issues a binding decision resolving the dispute. Arbitration
usually results from the parties’ agreement. That agree-
ment normally is made before the dispute arises (most
often through an arbitration clause in a contract). As
noted in the Preston case, which follows shortly, the
Federal Arbitration Act requires judicial enforcement of
awide range of agreements to arbitrate claims. This means
that if a contract contains a clause requiring arbitration
of certain claims but one of the parties attempts to litigate
such a claim in court, the court is very likely to dismiss
the case and compel arbitration of the dispute.

Arbitration may also be compelled by other statutes.
One example is the compulsory arbitration many states
require as part of the collective bargaining process for
certain public employees. Finally, parties who have not
agreed in advance to submit future disputes to arbitration
may agree upon arbitration after the dispute arises.

Arbitration usually is less formal than regular court
proceedings. The arbitrator may or may not be an attor-
ney. Often, she is a professional with expertise in the
subject matter of the dispute. Although arbitration hearings
often resemble civil trials, the applicable procedures, the
rules for admission of evidence, and the record-keeping
requirements typically are not as rigorous as those gov-
erning courts. Arbitrators sometimes have freedom to
ignore rules of substantive law that would bind a court.

The arbitrator’s decision, called an award, is filed
with a court, which will enforce it if necessary. The losing
party may object to the arbitrator’s award, but judicial
review of arbitration proceedings is limited. According
to the Federal Arbitration Act (FAA), grounds for over-
turning an arbitration award include (1) a party’s use
of fraud, (2) the arbitrator’s partiality or corruption, and
(3) other misconduct by the arbitrator.

In Hall Street Associates v. Mattel. Inc., 128 S. Ct. 1396
(2008), the U.S. Supreme Court noted that the exclusive
grounds for having an arbitration award vacated are the
ones listed in the FAA. The Court then held that parties
to an arbitration agreement cannot add to the statutory
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list of grounds for overturning an arbitration award by
contractually calling for judicial review that would allow
an arbitration award to be vacated because of ordinary
legal errors on the part of the arbitrator. Thus, even if a
party believes that the arbitrator’s decision resulted from
an erroneous application of the law, the arbitration award
will stand.

Preston v. Ferrer, which follows, discusses the pur-
poses of the FAA. The Supreme Court goes on to hold
that when parties have agreed to arbitrate disputes, the
FAA controls and the dispute must therefore be submit-
ted to arbitration even if otherwise applicable state law
appears to give initial decision-making authority to a
court or an administrative agency.

Preston v. Ferrer 128 S. Ct. 978 (U.S. Sup. Ct. 2008)

Alex Ferrer, a former judge who appears as “Judge Alex” on a Fox television network program, entered into a contract with
Arnold Preston, a California attorney who renders services to persons in the entertainment industry. Seeking fees allegedly
due under the contract, Preston invoked the clause setting forth the parties’ agreement to arbitrate “any dispute . . . relating
to the terms of [the contract] or the breach, validity, or legality thereof . . . in accordance with the rules [of the American
Arbitration Association]”” Preston’s demand for arbitration was countered shortly thereafter by Ferrer’s petition to the
California Labor Commissioner. In that petition, Ferrer contended that the contract was unenforceable under the California
Talent Agencies Act (CTAA). Ferrer asserted that Preston acted as a talent agent without the license required by the CTAA,
and that Preston’s unlicensed status rendered the entire contract void.

The Labor Commissioner’s hearing officer determined that Ferrer had stated a plausible basis for invoking the Labor
Commissioner’s authority. The hearing officer denied Ferrer’s motion to stay the arbitration, however, on the ground that the
Labor Commissioner lacked the specific power to order such relief. Ferrer then filed suit in a California Superior Court,
seeking a declaration that the controversy between the parties “arising from the [c]ontract, including in particular the issue
of the validity of the [c]ontract, is not subject to arbitration?” Ferrer sought an injunction restraining Preston from proceed-
ing before the arbitrator. Preston responded by moving to compel arbitration. The Superior Court denied Preston’s motion to
compel arbitration and enjoined Preston from proceeding before the arbitrator “unless and until the Labor Commissioner
determines that . . . she is without jurisdiction over the disputes between Preston and Ferrer.”

Preston appealed to the California Court of Appeal, which affirmed the lower court’s decision. The California Supreme
Court denied Preston’s petition for review. The U.S. Supreme Court, however, granted Preston’s petition for a writ of certio-
rari and thereby agreed to decide the issue presented by Preston’s appeal: whether the Federal Arbitration Act overrides a

state law vesting initial adjudicatory authority in an administrative agency.

Ginsburg, Justice

As this Court recognized in Southland Corp. v. Keating, 465
U.S. 1 (1984), the Federal Arbitration Act (FAA) establishes a
national policy favoring arbitration when the parties contract
for that mode of dispute resolution. The FAA . . . supplies not
simply a procedural framework applicable in federal courts; it
also calls for the application, in state as well as federal courts,
of federal substantive law regarding arbitration. More recently,
in Buckeye Check Cashing, Inc. v. Cardegna, 546 U.S. 440
(2006), the Court clarified that when parties agree to arbitrate
all disputes arising under their contract, questions concerning
the validity of the entire contract are to be resolved by the arbi-
trator in the first instance, not by a federal or state court.

The instant petition presents the following question: Does
the FAA override not only state statutes that refer certain state-
law controversies initially to a judicial forum, but also state

statutes that refer certain disputes initially to an administrative
agency? We hold today that when parties agree to arbitrate all
questions arising under a contract, state laws lodging primary
jurisdiction in another forum, whether judicial or admini-
strative, are superseded by the FAA.

An easily stated question underlies this controversy. Ferrer
claims that Preston was a talent agent who operated without a
license in violation of the CTAA. Accordingly, he urges, the
contract between the parties . . . is void and Preston is entitled
to no compensation for any services he rendered. Preston, on
the other hand, maintains that he acted as a personal manager,
not as a talent agent, hence his contract with Ferrer is not gov-
erned by the CTAA and is both lawful and fully binding on the
parties.

Because the contract between Ferrer and Preston provides
that “any dispute . . . relating to the . . . validity, or legality”
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of the agreement “shall be submitted to arbitration,” Preston
urges that Ferrer must litigate his CTAA defense in the
arbitral forum. Ferrer insists, however, that the “personal
manager” or “talent agent” inquiry falls, under California
law, within the exclusive original jurisdiction of the Labor
Commissioner, and that the FAA does not displace the
Commissioner’s primary jurisdiction. The dispositive issue,
then, contrary to Ferrer’ suggestion, is not whether the FAA
preempts the CTAA wholesale. The FAA plainly has no
such destructive aim or effect. Instead, the question is simply
who decides whether Preston acted as personal manager or
as talent agent.

Section 2 of the FAA states: “A written provision inany . . .
contract evidencing a transaction involving commerce to settle
by arbitration a controversy thereafter arising out of such con-
tract or transaction . . . shall be valid, irrevocable, and enforce-
able, save upon such grounds as exist at law or in equity for the
revocation of any contract.” Section 2 “declare[s] a national
policy favoring arbitration” of claims that parties contract to
settle in that manner. Southland Corp., 465 U.S. at 10. That
national policy, we held in Southland, “appli[es] in state as well
as federal courts” and “foreclose[s] state legislative attempts to
undercut the enforceability of arbitration agreements.” Id. at
16. The FAA’s displacement of conflicting state law is now
well-established and has been repeatedly reaffirmed. [Case
citations omitted.]

A recurring question under § 2 is who should decide
whether “grounds . . . exist at law or in equity” to invalidate
an arbitration agreement. In Prima Paint Corp. v. Flood &
Conklin Mfg. Co., 388 U.S. 395 (1967), we held that attacks on
the validity of an entire contract, as distinct from attacks
aimed at the arbitration clause, are within the arbitrator’s ken.
The litigation in Prima Paint originated in federal court, but
the same rule, we held in Buckeye, applies in state court. The
plaintiffs in Buckeye alleged that the contracts they signed,
which contained arbitration clauses, were illegal under state
law and void ab initio. Relying on Southland, we held that the
plaintiffs’ challenge was within the province of the arbitrator
to decide.

Buckeye largely, if not entirely, resolves the dispute before
us. The contract between Preston and Ferrer clearly “evidenc[ed]
a transaction involving commerce” [quoting FAA § 2], and
Ferrer has never disputed that the written arbitration provision
in the contract falls within the purview of § 2. Moreover, Ferrer
sought invalidation of the contract as a whole. In the proceed-
ings below, he made no discrete challenge to the validity of the
arbitration clause. Ferrer thus urged the Labor Commissioner
and California courts to override the contract’s arbitration
clause on a ground that Buckeye requires the arbitrator to
decide in the first instance.

Ferrer attempts to distinguish Buckeye by arguing that the
CTAA merely requires exhaustion of administrative reme-
dies before the parties proceed to arbitration. We reject that
argument.

The CTAA regulates talent agents and talent agency agree-
ments. “Talent agency” is defined, with exceptions not relevant
here, as “a person or corporation who engages in the occupa-
tion of procuring, offering, promising, or attempting to procure
employment or engagements for an artist or artists.” The defi-
nition “does not cover other services for which artists often
contract, such as personal and career management (i.e., advice,
direction, coordination, and oversight with respect to an artist’s
career or personal or financial affairs).” [Case citation omitted.]
The CTAA requires talent agents to procure a license from the
Labor Commissioner. “In furtherance of the [CTAA’s] protec-
tive aims, an unlicensed person’s contract with an artist to
provide the services of a talent agency is illegal and void.”
[Case citation omitted.]

The CTAA states [that] “[i]n cases of controversy arising
under this chapter, the parties involved shall refer the matters
in dispute to the Labor Commissioner, who shall hear and
determine the same, subject to an appeal within 10 days after
determination, to the superior court where the same shall be
heard de novo.” . . . Procedural prescriptions of the CTAA
thus conflict with the FAA’s dispute resolution regime [by
granting] the Labor Commissioner exclusive jurisdiction to
decide an issue that the parties agreed to arbitrate. . . . Ferrer
contends that the CTAA is nevertheless compatible with the
FAA because [the CTAA] merely postpones arbitration until
after the Labor Commissioner has exercised her primary
jurisdiction. The party that loses before the Labor Commis-
sioner may file for de novo review in [a California Superior
Court]. At that point, Ferrer asserts, either party could move to
compel arbitration under [California law] and thereby obtain
an arbitrator’s determination prior to judicial review.

Ferrer’s . . . argument—that [the CTAA] merely postpones
arbitration—[does not] withstand examination. [The CTAA]
provides for de novo review in [California] Superior Court, not
elsewhere. From Superior Court an appeal lies in the Court of
Appeal. Thereafter, the losing party may seek review in the
California Supreme Court. Arbitration, if it ever occurred
following the Labor Commissioner’s decision, would likely be
long delayed, in contravention of Congress’ intent “to move the
parties to an arbitrable dispute out of court and into arbitration
as quickly and easily as possible.” [Case citation omitted.] If
Ferrer prevailed in the California courts, moreover, he would
no doubt argue that judicial findings of fact and conclusions of
law, made after a full and fair de novo hearing in court, are
binding on the parties and preclude the arbitrator from making
any contrary rulings.
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A prime objective of an agreement to arbitrate is to achieve
“streamlined proceedings and expeditious results.” [Case
citation omitted.] That objective would be frustrated even if
Preston could compel arbitration in lieu of de novo Superior
Court review. Requiring initial reference of the parties’ dispute
to the Labor Commissioner would, at the least, hinder speedy
resolution of the controversy.

Ferrer asks us to overlook the apparent conflict between the
arbitration clause and [the CTAA] because proceedings before
the Labor Commissioner are administrative rather than judicial.
Allowing parties to proceed directly to arbitration, Ferrer con-
tends, would undermine the Labor Commissioner’s ability to
stay informed of potentially illegal activity, and would deprive
artists protected by the TAA of the Labor Commissioner’s
expertise. In Gilmer v. Interstate/Johnson Lane Corp., 500 U.S.
20 (1991), we considered and rejected a similar argument,
namely, that arbitration of age discrimination claims would
undermine the role of the Equal Employment Opportunity
Commission (EEOC) in enforcing federal law. The “mere
involvement of an administrative agency in the enforcement of
a statute,” we held, does not limit private parties’ obligation to
comply with their arbitration agreements.

Ferrer points to our holding in EEOC v. Waffle House, Inc.,
534 U.S. 279 (2002), that an arbitration agreement signed by an
employee who becomes a discrimination complainant does not
bar the EEOC from filing an enforcement suit in its own name.
He further emphasizes our observation in Gilmer that individ-
uals who agreed to arbitrate their discrimination claims would
“still be free to file a charge with the EEOC.” Consistent with
these decisions, Ferrer argues, the arbitration clause in his
contract with Preston leaves undisturbed the Labor Commis-
sioner’s independent authority to enforce the CTAA. And so it

Court-Annexed Arbitration In this form of ADR,
certain civil lawsuits are diverted into arbitration. One
example might be cases in which less than a specified
dollar amount is at issue. Most often, court-annexed
arbitration is mandatory and is ordered by the judge, but
some jurisdictions merely offer litigants the option of
arbitration. The losing party in a court-annexed arbitra-
tion still has the right to a regular trial.

Mediation In mediation, a neutral third party called a
mediator helps the parties reach a cooperative resolution
of their dispute by facilitating communication between
them, clarifying their areas of agreement and disagree-
ment, helping them to see each other’s viewpoints, and sug-
gesting settlement options. Mediators, unlike arbitrators,

may. Enforcement of the parties’ arbitration agreement in this
case does not displace any independent authority the Labor
Commissioner may have to investigate and rectify violations of
the CTAA. But in [the CTAA] proceedings [Ferrer desires], the
Labor Commissioner [would] function[] not as an advocate
advancing a cause before a tribunal authorized to find the facts
and apply the law; instead, the Commissioner [would] serve[] as
impartial arbiter. That role is just what the FAA-governed
agreement between Ferrer and Preston reserves for the arbitra-
tor. In contrast, in Waffle House and in the Gilmer aside [that]
Ferrer quotes, the Court addressed the role of an agency, not as
adjudicator but as prosecutor, pursuing an enforcement action
in its own name or reviewing a discrimination charge to deter-
mine whether to initiate judicial proceedings.

Finally, it bears repeating that Preston’s petition presents
precisely and only a question concerning the forum in which
the parties’ dispute will be heard. “By agreeing to arbitrate a
statutory claim, a party does not forgo the substantive rights
afforded by the statute; it only submits to their resolution in an
arbitral . . . forum.” [Case citation omitted.] So here, Ferrer
relinquishes no substantive rights the CTAA or other California
law may accord him. But under the contract he signed, he cannot
escape resolution of those rights in an arbitral forum.

In sum, we disapprove the distinction between judicial and
administrative proceedings drawn by Ferrer and adopted by the
[California Court of Appeal in ruling in favor of Ferrer]. When
parties agree to arbitrate all questions arising under a contract,
the FAA supersedes state laws lodging primary jurisdiction in
another forum, whether judicial or administrative.

Decision of California Court of Appeal reversed, and case
remanded for further proceedings.

cannot make decisions that bind the parties. Instead, a
successful mediation process results in a mediation agree-
ment. Such agreements normally are enforced under regular
contract law principles.

Mediation is used in a wide range of situations,
including labor, commercial, family, and environmental
disputes. It may occur by agreement of the parties after a
dispute has arisen. It also may result from a previous
contractual agreement by the parties. Increasingly, court-
annexed mediation is either compelled or made available
by courts in certain cases.

Summary Jury Trial Sometimes settlement of civil litiga-
tion is impeded because the litigants have vastly different
perceptions about the merits of their cases. In such cases,



Chapter Two The Resolution of Private Disputes 53

the summary jury trial may give the parties a needed dose
of reality. The summary jury trial is an abbreviated, non-
public mock jury trial that does not bind the parties. If the
parties do not settle after completion of the summary jury
trial, they still are entitled to a regular court trial. There is
some disagreement over whether courts can compel the
parties to take part in a summary jury trial.

Minitrial A minitrial is an informal, abbreviated private
“trial” whose aim is to promote settlement of disputes.
Normally, it arises out of a private agreement that also
describes the procedures to be followed. In the typical
minitrial, counsel for the parties present their cases to a
panel composed of senior management from each side.
Sometimes a neutral advisor such as an attorney or a retired
judge presides. This advisor may also offer an opinion
about the case’s likely outcome in court. After the presenta-
tions, the managers attempt to negotiate a settlement.

Problems and Problem Cases

1. Peters sues Davis. At trial, Peters’s lawyer attempts
to introduce certain evidence to help make his case.
Davis’s attorney objects, and the trial judge refuses
to allow the evidence. Peters eventually loses the
case at the trial court level. On appeal, his attorney
argues that the trial judge’s decision not to admit the
evidence was erroneous. Davis’s attorney argues that
the appellate court cannot consider this question,
because appellate courts review only errors of law
(not fact) at the trial court level. Is Davis’s attorney
correct? Why or why not?

2. Eric Baker, who had agreed in his employment appli-
cation to resolve any employment-related dispute
through arbitration, was fired after suffering a seizure
on the job. Baker did not initiate arbitration proceed-
ings. Instead, he filed a charge of discrimination with
the Equal Employment Opportunity Commission
(EEOC). Alleging that Baker’s employer violated the
Americans with Disabilities Act (ADA), the EEOC
filed an enforcement action against the employer in
federal court. The EEOC sought an injunction and
punitive damages against the employer, and backpay,
reinstatement, and compensatory damages for Baker.
The Federal Arbitration Act (FAA) does not allow
Baker to step outside the bounds of his agreement by
bringing a judicial action against Waffle House. Does

Other ADR Devices Other ADR devices include
(1) med/arb (a hybrid of mediation and arbitration in
which a third party first acts as a mediator, and then as an
arbitrator); (2) the use of magistrates and special masters
to perform various tasks during complex litigation in
the federal courts; (3) early neutral evaluation (ENE) (a
court-annexed procedure involving early, objective eval-
uation of the case by a neutral private attorney with expe-
rience in its subject matter); (4) private judging (in which
litigants hire a private referee to issue a decision that may
be binding but that usually does not preclude recourse to
the courts); and (5) private panels instituted by an indus-
try or an organization to handle claims of certain kinds
(e.g., the Better Business Bureau). In addition, some formal
legal processes are sometimes called ADR devices.
Examples include small claims courts and the adminis-
trative procedures used to handle claims for veterans’
benefits or Social Security benefits.

it prohibit the EEOC from bringing such an action,
demanding victim-specific relief for Baker?

3. Alabama resident Lynda Butler sued Beer Across
America, an Illinois firm, for having sold her minor
son 12 bottles of beer. The son ordered the beer from
the defendant’s Web site while his parents were on
vacation. Butler based her lawsuit on an Alabama
statute and filed it in an Alabama state court. Exercis-
ing an option described in Chapter 2, the defendant
removed the case to a federal court, the U.S. District
Court for the Northern District of Alabama. Alabama’s
long-arm statute, rather than being restricted to cer-
tain listed behaviors on the part of nonresident defen-
dants, contained an authorization for courts in the state
and federal district of Alabama to exert in personam
jurisdiction over nonresident defendants in any case
in which the exertion of such jurisdiction would be
consistent with the U.S. Constitution’s due process
guarantee. Beer Across America filed a motion ask-
ing the federal court to dismiss the case for lack of
in personam jurisdiction. The facts showed that Beer
Across America owned no property in Alabama, had
no offices or sales personnel located there, and did
not advertise there. Beer Across America’s $24.95
sale to Butler’s son was the only sale made by the firm
to him, and the firm had not directly solicited him as
a customer. Sales to Alabama residents represented
a very small percentage of Beer Across America’s
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revenue. Beer Across America’s Web site allowed the
ordering of products but was not highly interactive in
nature. In view of the facts and the relevant legal prin-
ciples, how did the court rule on Beer Across Amer-
ica’s motion to dismiss?

Sandra Wheeler and Darrin Green were involved in
litigation in which Wheeler was not represented by
an attorney. Green’s attorney served 64 requests for
admission on Wheeler. For the most part, the requests
for admission set forth substantive legal allegations
that Green needed to prove in order to win the case,
as opposed to being requests that sought admissions
regarding purely factual matters. Wheeler provided
responses to the requests but did so two days after the
responses were due under applicable law of the state
of Texas. Because the responses he received from
Wheeler were not timely and because he took the
position that the requests for admission were to be
deemed admitted, Green’s attorney filed a motion for
summary judgment against Wheeler. The trial court
granted summary judgment in favor of Green. Wheeler
retained an attorney and appealed to the intermediate
court of appeals, which affirmed the trial court’s deci-
sion. Wheeler then appealed to the Supreme Court of
Texas, arguing that even though her responses to the
requests for admission were submitted after the due
date, the requests should not have been deemed admit-
ted, and the lower courts should not have granted
summary judgment in favor of Green. Was Wheeler
correct?

Adams, a worker at a Circuit City retail electronics
store in California, signed an employment application
that included an agreement to resolve all future em-
ployment disputes exclusively by binding arbitration.
Later, Adams filed a state-law-based employment
discrimination suit against Circuit City in a California
state court. Circuit City then filed suit in a federal
district court, asking the court to enjoin the state
court action and compel arbitration under the Federal
Arbitration Act (FAA). The coverage provision of the
FAA states that “[a] written provisionin . . . a contract
evidencing a transaction involving commerce to settle
by arbitration a controversy thereafter arising out of
such contract . . . shall be valid, irrevocable, and
enforceable. . . .” However, another section of the
FAA excludes from the FAA’s coverage “contracts of
employment of seamen, railroad employees, or any
other class or workers engaged in foreign or inter-
state commerce.” Concluding that the FAA applied

to the Adams—Circuit City contract, the federal dis-
trict court issued an order compelling arbitration of
the dispute. Adams appealed, and the U.S. Court of
Appeals for the Ninth Circuit reversed. The Ninth
Circuit reasoned that in view of the above-quoted
exclusion, the FAA does not apply to contracts of em-
ployment. Circuit City appealed to the U.S. Supreme
Court, which agreed to decide the case. Was the Ninth
Circuit correct? Are all contracts of employment
excluded from the FAA’s coverage?

. Jerrie Gray worked at a Tyson Foods plant where she

was exposed to comments, gestures, and physical
contact that, she alleged, constituted sexual harass-
ment. Tyson disputed the allegation, arguing that the
behavior was not unwelcome, that the complained-
about conduct was not based on sex, that the conduct
did not affect a term, condition, or privilege of em-
ployment, and that proper remedial action was taken
in response to any complaint by Gray of sexual
harassment. During the trial in federal court, a witness
for Gray repeatedly volunteered inadmissible testi-
mony that the judge had to tell the jury to disregard.
At one point, upon an objection from the defendant’s
counsel, the witness asked, “May | say something
here?” The judge told her she could not. Finally, after
the jury left the courtroom, the witness had an angry
outburst that continued into the hallway, in view of
some of the jurors.

The jury awarded Gray $185,000 in compensatory
and $800,000 in punitive damages. Tyson believed
that it should not have been liable, that the awards
of damages were excessive and unsupported by evi-
dence, and that the inadmissible evidence and improper
conduct had tainted the proceedings. What courses
of action may Tyson pursue?

. Preston is the plaintiff in a civil lawsuit against Dalton.

During the discovery phase of the case, Dalton’s
attorney took Preston’s deposition. The trial of the case
is in process. Dalton’s attorney has offered Preston’s
deposition as evidence. Preston’s attorney has objected,
arguing that Preston is neither dead nor unavailable
to testify in person, and that the deposition therefore
should not be allowed admitted into evidence. Is
Preston’s attorney correct?

. Abbott Laboratories manufactured and sold the Life

Care PCA, a pump that delivers medication into a
person intravenously at specific time intervals.
Beverly Lewis sued Abbott in a Mississippi state
court, alleging that a defective Life Care PCA had
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injured her by delivering an excessive quantity of
morphine. Abbott served Lewis with a request for
admission calling for her to admit that her damages
did not exceed $75,000. Lewis did not answer the
request for admission. Abbott removed the case
to the U.S. District Court for the Southern District
of Mississippi, predicating the courts subject-
matter jurisdiction on diversity of citizenship and an
amount in controversy exceeding $75,000. Contending
that her silence had amounted to an admission that
her damages were less than $75,000, Lewis filed a
motion asking that the federal court remand the case
to the state court. Did the federal court have subject-
matter jurisdiction? How did the federal court rule
on Lewis’s motion to send the case back to the state
court?

The state of New Jersey says it is sovereign over
certain landfilled portions of Ellis Island. The state of
New York disagrees, asserting that it is sovereign over
the whole of the island. New Jersey brings an action
in the U.S. District Court for the Southern District of
New York. Should the court hear the case?

New Jersey residents Richard Goldhaber and his
daughter, Danna, joined an Internet newsgroup that
provided information about cruises and cruise ships.

California resident Charles Kohlenberg was a mem-
ber of the same group. According to the Goldhabers,
Kohlenberg began posting on this newsgroup certain
messages that alleged the Goldhabers had engaged
in unlawful and immoral acts. These allegations were
false, the Goldhabers maintained. They filed a de-
famation lawsuit against Kohlenberg in a New Jersey
court. Kohlenberg sought to have the case dismissed,
contending that the court lacked in personam juris-
diction over him. Did the New Jersey court have in
personam jurisdiction over Kohlenberg?

Online Research

The American Arbitration
Association

The American Arbitration Association (AAA) furnishes
dispute resolution services in cases that fall within a wide
variety of legal categories identified on the AAA's official
Web site. Locate and review the organization’s Web site.
Then prepare a list of the legal categories of cases
concerning which the AAA provides dispute resolution
services.




chapter 3

BUSINESS AND THE CONSTITUTION

tional right to freedom of speech.

alcohol content of the beer in the container on which the label appeared. The regulation existed because

the U.S. government believed that if alcohol content could be disclosed on labels, certain producers of
beer might begin marketing their brand as having a higher alcohol content than competing beers. The govern-
ment was concerned that “strength wars” among producers could then develop, that consumers would seek out
beers with higher alcohol content, and that adverse public health consequences would follow. Because it wished
to include alcohol content information on container labels for its beers, Coors Brewing Co. filed suit against the
United States government and asked the court to rule that the statute and regulations violated Coors’s constitu-

! federal statute and related regulations prohibited producers of beer from listing, on a product label, the

Consider the following questions as you read Chapter 3:

On which provision in the U.S. Constitution was Coors relying in its challenge of the statute and regulations?
Does a corporation such as Coors possess the same constitutional right to freedom of speech possessed by an
individual human being, or does the government have greater latitude to restrict the content of a corporation’s
speech?

The alcohol content disclosures that Coors wished to make with regard to its product would be classified

as commercial speech. Does commercial speech receive the same degree of constitutional protection that
political or other noncommercial speech receives?

Which party—Caoors or the federal government—won the case, and why?

Do producers and other sellers of alcoholic beverages have, in connection with the sale of their products,
special ethical obligations that sellers of other products might not have? If so, what are those obligations

and why do they exist?

CONSTITUTIONS SERVE TWO general functions.
First, they set up the structure of government, allocating
power among its various branches and subdivisions.
Second, they prevent government from taking certain
actions—especially actions that restrict individual or, as
suggested by the Coors scenario with which this chap-
ter opened, corporate rights. This chapter examines the
U.S. Constitution’ performance of these functions and
considers how that performance affects government
regulation of business.

An Overview of the
U.S. Constitution

The U.S. Constitution exhibits the principle of separa-
tion of powers by giving distinct powers to Congress,
the president, and the federal courts. Article | of the
Constitution establishes a Congress composed of a Senate
and a House of Representatives, gives it sole power to
legislate at the federal level, and sets out rules for the
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enactment of legislation. Article I, section 8 also defines
when Congress can make law by stating its legislative
powers. Three of those powers—the commerce, tax, and
spending powers—are discussed later in the chapter.

Article 11 gives the president the executive power—
the power to execute or enforce the laws passed by
Congress. Section 2 of that article lists other presidential
powers, including the powers to command the nation’s
armed forces and to make treaties. Article Il gives the
judicial power of the United States to the Supreme Court
and the other federal courts later established by Congress.
Article 111 also determines the types of cases the federal
courts may decide.

Besides creating a separation of powers, Articles I, 1I,
and 111 set up a system of checks and balances among
Congress, the president, and the courts. For example,
Article | gives the president the power to veto legisla-
tion passed by Congress, but allows Congress to over-
ride such a veto by a two-thirds vote of each House.
Article | and Article Il provide that the president, the
vice president, and other federal officials may be im-
peached and removed from office by a two-thirds vote
of the Senate. Article 1l states that treaties made by the
president must be approved by a two-thirds vote of
the Senate. Article Il gives Congress some control over
the Supreme Court’s appellate jurisdiction.

The Constitution recognizes the principle of federalism
in the way it structures power relations between the fed-
eral government and the states. After Article I lists the
powers Congress holds, a later section in Article | lists
certain powers that Congress cannot exercise. The Tenth
Amendment provides that those powers the Constitution
neither gives to the federal government nor denies to the
states are reserved to the states or the people.

Article VI, however, makes the Constitution, laws,
and treaties of the United States supreme over state law.
As will be seen, this principle of federal supremacy
may cause federal statutes to preempt inconsistent state
laws. The Constitution also puts limits on the states” law-
making powers. One example is Article I’s command
that states shall not pass laws impairing the obligation of
contracts.

Article V sets forth the procedures for amending the
Constitution. The Constitution has been amended 27
times. The first 10 of these amendments comprise the
Bill of Rights. Although the rights guaranteed in the
first 10 amendments once restricted only federal govern-
ment action, most of them now limit state government
action as well. As you will learn, this results from their
incorporation within the Due Process Clause of the
Fourteenth Amendment.

The Evolution of the
Constitution and the Role
of the Supreme Court

According to the legal realists discussed in Chapter 1,
written “book law” is less important than what public
decision makers actually do. Using this approach, we
discover a Constitution that differs from the written
Constitution just described. The actual powers of today’s
presidency, for instance, exceed anything one would expect
from reading Article I1. As you will see, moreover, some
constitutional provisions have acquired a meaning dif-
ferent from their meaning when first enacted. American
constitutional law is much more evolving than static.

Many of these changes result from the way one public
decision maker—the nine-member U.S. Supreme Court—
has interpreted the Constitution over time. Formal con-
stitutional change can be accomplished only through the
amendment process. Because this process is difficult to
employ, however, amendments to the Constitution have
been relatively infrequent. As a practical matter, the
Supreme Court has become the Constitution’s main
“amender” through its many interpretations of constitu-
tional provisions. Various factors help explain the
Supreme Court’s ability and willingness to play this role.
Because of their vagueness, some key constitutional
provisions invite diverse interpretations; “due process of
law” and “equal protection of the laws” are examples.
In addition, the history surrounding the enactment of
constitutional provisions sometimes is sketchy, confused,
or contradictory. Probably more important, however, is
the perceived need to adapt the Constitution to changing
social conditions. As the old saying goes, Supreme Court
decisions tend to “follow the election returns.” (Regard-
less of where one finds himself or herself on the political
spectrum, the old saying has taken on a new twist after
Bush v. Gore, the historic 2000 decision referred to later
in this chapter.)

Under the power of judicial review, courts can declare
the actions of other government bodies unconstitutional.
How courts exercise this power depends on how they
choose to read the Constitution. This means that courts—
especially the Supreme Court—have political power. In-
deed, the Supreme Court’s justices are, to a considerable
extent, public policy makers. Their beliefs are important
in the determination of how America is governed. This
is why the justices’ nomination and confirmation often
involve so much political controversy.

Yet even though the Constitution frequently is what the
courts say it is, judicial power to shape the Constitution
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has limits. Certain limits spring from the Constitution’s
language, which sometimes is quite clear. Others result
from the judges’ adherence to the stare decisis doctrine
discussed in Chapter 1. Perhaps the most significant limits
on judges’ power, however, stem from the tension between
modern judicial review and democracy. Legislators are
chosen by the people, whereas judges—especially appel-
late level judges—often are appointed, not elected. Today,
judges exercise political power by declaring the actions
of legislatures unconstitutional under standards largely
of the judiciary’s own devising. This sometimes leads to
charges that courts are undemaocratic, elitist institutions.
Such charges put political constraints on judges because
courts depend on the other branches of government—
and ultimately on public belief in judges’ fidelity to the
rule of law—to make their decisions effective. Judges,
therefore, may be reluctant to declare statutes unconsti-
tutional because they are wary of power struggles with a
more representative body such as Congress.

3 \LOG ON |

For a great deal of information about the U.S.
Supreme Court and access to the Court’s opinions in
recent cases, see the Court’s Web site at
hitp://www.supremecourtus.gov.

The Coverage and Structure
of This Chapter

This chapter examines certain constitutional provisions
that are important to business; it does not discuss consti-
tutional law in its entirety. These provisions help define
federal and state power to regulate the economy. The U.S.
Constitution limits government regulatory power in two
general ways. First, it restricts federal legislative authority
by listing the powers Congress can exercise. These are
known as the enumerated powers. Federal legislation
cannot be constitutional if it is not based on a power
specifically stated in the Constitution. Second, the U.S.
Constitution limits both state and federal power by plac-
ing certain independent checks in the path of each. In
effect, the independent checks establish that even if Con-
gress has an enumerated power to legislate on a particu-
lar matter or a state constitution authorizes a state to take
certain actions, there still are certain protected spheres
into which neither the federal government nor the state
government may reach.

Accordingly, a federal law must meet two general
tests in order to be constitutional: (1) it must be based on
an enumerated power of Congress, and (2) it must not
collide with any of the independent checks. For example,
Congress has the power to regulate commerce among the
states. This power might seem to allow Congress to pass
legislation forbidding women from crossing state lines to
buy or sell goods. Yet such a law, though arguably based
on an enumerated power, surely would be unconstitutional
because it conflicts with an independent check—the
equal protection guarantee discussed later in the chapter.
Today, the independent checks are the main limitations
on congressional power. The most important reason for
the decline of the enumerated powers limitation is the
perceived need for active federal regulation of economic
and social life. Recently, however, the enumerated powers
limitation has begun to assume somewhat more impor-
tance, as will be seen.

After discussion of the most important state and fed-
eral powers to regulate economic matters, the chapter
explores certain independent checks that apply to the
federal government and the states. The chapter then
examines some independent checks that affect the states
alone. It concludes by discussing a provision—the Takings
Clause of the Fifth Amendment—that both recognizes a
governmental power and limits its exercise.

State and Federal Power
to Regulate

State Regulatory Power Although state con-
stitutions may do so, the U.S. Constitution does not list
the powers state legislatures can exercise. The U.S. Con-
stitution does place certain independent checks in the
path of state lawmaking, however. It also declares that
certain powers (e.g., creating currency and taxing imports)
can be exercised only by Congress. In many other areas,
though, Congress and the state legislatures have con-
current powers. Both can make law within those areas
unless Congress preempts state regulation under the
supremacy clause. A very important state legislative power
that operates concurrently with many congressional
powers is the police power, a broad state power to regu-
late for the public health, safety, morals, and welfare.

Federal Regulatory Power Article I, sec-
tion 8 of the U.S. Constitution specifies a number of
ways in which Congress may legislate concerning busi-
ness and commercial matters. For example, it empowers
Congress to coin and borrow money, regulate commerce
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with foreign nations, establish uniform laws regarding
bankruptcies, create post offices, and enact copyright and
patent laws. The most important congressional powers
contained in Article I, section 8, however, are the powers
to regulate commerce among the states, to lay and collect
taxes, and to spend for the general welfare. Because they
now are read so broadly, these three powers are the main
constitutional bases for the extensive federal social and
economic regulation that exists today.

The Commerce Power Article 1, section 8 states that
“The Congress shall have Power . . . To regulate Com-
merce . . . among the several States.” The original reason
for giving Congress this power to regulate interstate
commerce was to nationalize economic matters by
blocking the protectionist state restrictions on interstate
trade that were common after the Revolution. As dis-
cussed later in the chapter, the Commerce Clause serves
as an independent check on state regulation that unduly
restricts interstate commerce. Our present concern, how-
ever, is the Commerce Clause’s role as a source of
congressional regulatory power.

The literal language of the Commerce Clause simply
gives Congress power to regulate commerce that occurs
among the states. Today, however, the clause is regarded
as an all-purpose federal police power enabling Congress
to regulate many activities within a state’s borders (intra-
state matters). How has this transformation occurred?

Gonzales v. Raich

59

The most important step in the transformation was
the Supreme Court’ conclusion that the power to regulate
interstate commerce includes the power to regulate intra-
state activities that affect interstate commerce. For exam-
ple, in a 1914 decision, the Supreme Court upheld the
Interstate Commerce Commission’s regulation of railroad
rates within Texas (an intrastate matter outside the lan-
guage of the Commerce Clause) because those rates
affected rail traffic between Texas and Louisiana (an
interstate matter within the clause’s language). This
“affecting commerce” doctrine eventually was used to
justify federal police power measures with significant
intrastate reach. For instance, the Supreme Court upheld
the application of the 1964 Civil Rights Act’s “public
accommodations” section to a family-owned restaurant
in Birmingham, Alabama. It did so because the restau-
rant’s racial discrimination affected interstate commerce
by reducing the restaurant’s business and limiting its
purchases of out-of-state meat, and by restricting the
ability of blacks to travel among the states.

As the above example suggests, Congress may Con-
stitutionally regulate many predominantly intrastate
activities. Yet two Supreme Court decisions during
roughly the past 15 years offered indications that the
commerce power is not as broad as many had come to
believe. Harmonizing those two decisions with the ear-
lier “affecting commerce” decisions was the Court’s task
in a 2005 case, Gonzales v. Raich, which follows.

545 U.S. 1 (U.S. Sup. Ct. 2005)

Although marijuana possession and sale are outlawed by state and federal statutes, a 1996 California law, the Compassionate
Use Act, made California the first of approximately 10 states to authorize limited use of the drug for medicinal purposes. The
Compassionate Use Act created an exemption from criminal prosecution for patients and primary caregivers who possess or
cultivate marijuana for medicinal purposes with a physician’s approval.

California residents Angel Raich and Diane Monson suffered from a variety of serious medical conditions. After prescrib-
ing numerous conventional medicines, physicians had concluded that marijuana was the only effective treatment for Raich
and Monson. Both women had been using marijuana as a medication pursuant to their doctors’ recommendations, and both
relied heavily on marijuana so that they could function on a daily basis without extreme pain. Monson cultivated her own
marijuana. Two caregivers provided Raich with locally grown marijuana at no charge.

In 2002, county deputy sheriffs and agents from the federal Drug Enforcement Administration (DEA) came to Monson’s
home. Although the deputies concluded that Monson’s use of marijuana was lawful under California law, the federal agents
seized and destroyed all six of her cannabis plants. Raich and Monson thereafter initiated legal action against the Attorney
General of the United States and the head of the DEA in an effort to obtain an injunction barring the enforcement of the
federal Controlled Substances Act (CSA), to the extent that it prevented them from possessing, obtaining, or manufacturing
cannabis for their personal medical use in accordance with California law. The CSA classifies marijuana as a controlled sub-
stance and criminalizes its possession and sale. In their complaint, Raich and Monson claimed that enforcing the CSA against
them would violate the U.S. Constitution’s Commerce Clause and the Due Process Clause of the Fifth Amendment. The
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federal district court denied the request for a preliminary injunction. The U.S. Court of Appeals for the Ninth Circuit, however,
agreed with the Commerce Clause argument made by Raich and Monson. The Court of Appeals therefore directed the lower
court to issue a preliminary injunction prohibiting enforcement of the CSA against Raich and Monson (often referred to below
as “‘respondents’). The U.S. Supreme Court granted the federal government’s petition for a writ of certiorari.

Stevens, Justice

Article 1, section 8 of the Constitution [empowers Congress]
“to make all Laws which shall be necessary and proper for
carrying into Execution” [the federal] authority to “regulate
Commerce with foreign Nations, and among the several States.”
The question presented in this case is whether the power vested
in Congress by [the Commerce Clause] includes the power to
prohibit the local cultivation and use of marijuana in compli-
ance with California law. [This] case is made difficult by respon-
dents’ strong arguments that they will suffer irreparable harm
because, despite a congressional finding to the contrary, mari-
juana does have valid therapeutic purposes. The [issue] before
us, however, is not whether it is wise to enforce the statute in
these circumstances; rather, it is whether Congress’ power to
regulate interstate markets for medicinal substances encom-
passes the portions of those markets that are supplied with
drugs produced and consumed locally.

[Enacted in 1970 as part of a broader legislative package
known as the Comprehensive Drug Abuse Prevention and Con-
trol Act], the CSA repealed most of the earlier [federal] drug laws
in favor of a comprehensive regime to combat the international
and interstate traffic in illicit drugs. The main objectives of the
CSA [center around monitoring] legitimate and illegitimate
traffic in controlled substances. Congress devised a closed regu-
latory system making it unlawful to manufacture, distribute,
dispense, or possess any controlled substance except in a manner
authorized by the CSA, [which] categorizes all controlled sub-
stances into five schedules. The drugs are grouped together based
on their accepted medical uses, the potential for abuse, and their
psychological and physical effects on the body. Each schedule is
associated with a distinct set of controls regarding the manufac-
ture, distribution, and use of the substances listed therein.

Congress classified marijuana [in] Schedule I [of the CSA].
Schedule | drugs are categorized as such because of their high
potential for abuse, lack of any accepted medical use, and absence
of any accepted safety for use in medically supervised treatment.
These three factors, in varying gradations, are also used to cate-
gorize drugs in the other four schedules. [As Congress acknowl-
edged in the CSA, many drugs listed on the other schedules
do have accepted medical uses.] By classifying marijuana as a
Schedule | drug, [Congress made] the manufacture, distribution,
or possession of marijuana . . . a criminal offense.

Respondents . . . do not dispute that passage of the CSA, as
part of the Comprehensive Drug Abuse Prevention and Control
Act, was well within Congress’ commerce power. Rather,

respondents’ challenge is actually quite limited; they argue that
the CSA’s categorical prohibition of the manufacture and pos-
session of marijuana as applied to the intrastate manufacture
and possession of marijuana for medical purposes pursuant to
California law exceeds Congress’ authority under the Com-
merce Clause.

[This Court’s Commerce Clause cases] have identified three
general categories of regulation in which Congress is authorized
to engage under its commerce power. First, Congress can regu-
late the channels of interstate commerce. Second, Congress has
authority to regulate and protect the instrumentalities of inter-
state commerce, and persons or things in interstate commerce.
Third, Congress has the power to regulate activities that sub-
stantially affect interstate commerce. Only the third category is
implicated in the case at hand.

Our case law firmly establishes Congress’ power to regulate
purely local activities that are part of an economic “class of
activities” [having] a substantial effect on interstate commerce.
See, e.g., Wickard v. Filburn, 317 U.S. 111 (1942). As we stated
in Wickard, “even if appellee’s activity be local and though it may
not be regarded as commerce, it may still, whatever its nature, be
reached by Congress if it exerts a substantial economic effect on
interstate commerce.” In Wickard, we upheld the application of
regulations promulgated under the Agricultural Adjustment Act
of 1938, which were designed to control the volume of wheat
moving in interstate and foreign commerce in order to avoid sur-
pluses and consequent abnormally low prices. The regulations
established an allotment of 11.1 acres for Filburn’s 1941 wheat
crop, but he sowed 23 acres, intending to use the excess by con-
suming it on his own farm. Filburn argued that even though Con-
gress [had the] power to regulate the production of goods for
commerce, that power did not authorize “federal regulation [of]
production not intended in any part for commerce but wholly for
consumption on the farm.” Justice Jackson’s opinion for a unan-
imous Court rejected this submission. He wrote:

The effect of the statute before us is to restrict the amount
which may be produced for market and the extent as well to
which one may forestall resort to the market by producing
to meet his own needs. That appellee’s own contribution to
the demand for wheat may be trivial by itself is not enough
to remove him from the scope of federal regulation where,
as here, his contribution, taken together with that of many
others similarly situated, is far from trivial.

Wickard thus establishes that Congress can regulate purely
intrastate activity that is not itself “commercial,” in that it is not
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produced for sale, if it concludes that failure to regulate that
class of activity would undercut the regulation of the interstate
market in that commodity.

The similarities between this case and Wickard are striking.
Like the farmer in Wickard, respondents are cultivating, for
home consumption, a fungible commodity for which there
is an established, albeit illegal, interstate market. Just as
the Agricultural Adjustment Act was designed “to control the
volume [of wheat] moving in interstate and foreign commerce
in order to avoid surpluses” and consequently control the market
price, a primary purpose of the CSA is to control the supply
and demand of controlled substances in both lawful and unlaw-
ful drug markets. In Wickard, we had no difficulty concluding
that Congress had a rational basis for believing that . . . leaving
home-consumed wheat outside the regulatory scheme would
have a substantial influence on price and market conditions. Here
too, Congress had a rational basis for concluding that leaving
home-consumed marijuana outside federal control would simi-
larly affect price and market conditions.

More concretely, one concern prompting inclusion of wheat
grown for home consumption in the 1938 Act was that rising
market prices could draw such wheat into the interstate market,
resulting in lower market prices. The parallel concern making it
appropriate to include marijuana grown for home consumption
in the CSA is the likelihood that the high demand in the inter-
state market will draw such marijuana into that market. While
the diversion of homegrown wheat tended to frustrate the federal
interest in stabilizing prices by regulating the volume of com-
mercial transactions in the interstate market, the diversion of
homegrown marijuana tends to frustrate the federal interest in
eliminating commercial transactions in the interstate market
in their entirety. In both cases, the regulation is squarely within
Congress’ commerce power because production of the com-
modity meant for home consumption, be it wheat or marijuana,
has a substantial effect on supply and demand in the national
market for that commaodity.

To support their [argument that applying the CSA to them
would violate the Commerce Clause], respondents rely heavily
on two of our more recent Commerce Clause cases, United
States v. Lopez, 514 U.S. 549 (1995), and United States v.
Morrison, 529 U.S. 598 (2000). [However, respondents] overlook
the larger context of modern-era Commerce Clause jurispru-
dence preserved by those cases. [T]he statutory challenges in
Lopez and Morrison were markedly different from the [statutory]
challenge in the case at hand. Here, respondents ask us to
excise individual applications of a concededly valid statutory
scheme. In contrast, in both Lopez and Morrison, the parties
asserted that a particular statute or provision fell outside Con-
gress’ commerce power in its entirety. This distinction is pivotal,
for we have often reiterated that “where the class of activities is

regulated and that class is within the reach of federal power, the
courts have no power ‘to excise, as trivial, individual instances’
of the class.” [Citations of authority omitted.]

At issue in Lopez was the validity of the Gun-Free School
Zones Act of 1990, which was a brief, single-subject statute
making it a [federal] crime for an individual to possess a gun in
a school zone. The Act did not regulate any economic activity
and did not contain any requirement that the possession of a gun
have any connection to past interstate activity or a predictable
impact on future commercial activity. Distinguishing our earlier
cases holding that comprehensive regulatory statutes may be
validly applied to local conduct that does not, when viewed in
isolation, have a significant impact on interstate commerce, we
held the statute invalid. We explained:

[The Gun-Free School Zones Act] is a criminal statute that
by its terms has nothing to do with ‘commerce’ or any sort
of economic enterprise, however broadly one might define
those terms. [The statute] is not an essential part of a larger
regulation of economic activity, in which the regulatory
scheme could be undercut unless the intrastate activity
were regulated. It cannot, therefore, be sustained under our
cases upholding regulations of activities that arise out of
or are connected with a commercial transaction, which
viewed in the aggregate, substantially affects interstate
commerce.

The statutory scheme that the government is defending in
this litigation is at the opposite end of the regulatory spectrum.
[The CSA is] a lengthy and detailed statute creating a compre-
hensive framework for regulating the production, distribution,
and possession of five classes of controlled substances. [The
CSAs classification of marijuana], unlike the discrete prohibi-
tion established by the Gun-Free School Zones Act of 1990,
was merely one of many “essential parts of a larger regulation
of economic activity, in which the regulatory scheme could be
undercut unless the intrastate activity were regulated.” [Citation
omitted.] Our opinion in Lopez casts no doubt on the validity of
such a program.

Nor does this Court’s holding in Morrison. The Violence
Against Women Act of 1994 created a federal civil remedy
for the victims of gender-motivated crimes of violence. The
remedy . . . generally depended on proof of the violation of a
state law. Despite congressional findings that such crimes had
an adverse impact on interstate commerce, we held the statute
unconstitutional because, like the statute in Lopez, it did not
regulate economic activity.

Unlike those at issue in Lopez and Morrison, the activities
regulated by the CSA are quintessentially economic. The CSA is
a statute that regulates the production, distribution, and consump-
tion of commodities for which there is an established, and
lucrative, interstate market. Prohibiting the intrastate possession
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or manufacture of an article of commerce is a rational (and
commonly utilized) means of regulating commerce in that
product. Because the CSA is a statute that directly regulates
economic, commercial activity, our opinion in Morrison casts
no doubt on its constitutionality.

The Court of Appeals was able to conclude otherwise only
by isolating a “separate and distinct” class of activities that it
held to be beyond the reach of federal power, defined as “the
intrastate, noncommercial cultivation, possession and use of
marijuana for personal medical purposes on the advice of a
physician and in accordance with state law.” The court charac-
terized this class as “different in kind from drug trafficking.”
The differences between the members of a class so defined
and the principal traffickers in Schedule | substances might
be sufficient to justify a policy decision exempting the
narrower class from the coverage of the CSA. The question,
however, is whether Congress’ contrary policy judgment, i.e.,
its decision to include this narrower “class of activities”
within the larger regulatory scheme, was constitutionally
deficient. We have no difficulty concluding that Congress
acted rationally in determining that none of the characteristics
making up the purported class . . . compelled an exemption
from the CSA.

We acknowledge that evidence proffered by respondents in
this case regarding the effective medical uses for marijuana, if
found credible after trial, would cast serious doubt on the accu-
racy of the [congressional] findings that require marijuana to
be listed in Schedule I. But the possibility that the drug may be
reclassified in the future has no relevance to the question
whether Congress now has the power to regulate its production
and distribution. One need not have a degree in economics to
understand why a nationwide exemption for the vast quantity
of marijuana . . . locally cultivated for personal use (which
presumably would include use by friends, neighbors, and
family members) may have a substantial impact on the inter-
state market for this extraordinarily popular substance. The
congressional judgment that an exemption for such a signifi-
cant segment of the total market would undermine the orderly
enforcement of the entire regulatory scheme is entitled to a
strong presumption of validity.

[T]hat the California exemptions will have a significant
impact on both the supply and demand sides of the market for
marijuanais . . . readily apparent. [Although] most prescriptions
for legal drugs . . . limit the dosage and duration of the usage,

The Taxing Power Article 1, section 8 of the Constitu-
tion states that “The Congress shall have Power To lay
and collect Taxes, Duties, Imposts and Excises.” The
main purpose of this taxing power is to provide a means

under California law the doctor’s permission to recommend
marijuana use is open-ended. The [Compassionate Use Act’s
authorization for the doctor] to grant permission whenever the
doctor determines that a patient is afflicted with “any other
illness for which marijuana provides relief” is broad enough to
allow even the most scrupulous doctor to conclude that some
recreational uses would be therapeutic. And our cases have
taught us that there are some unscrupulous physicians who
overprescribe when it is sufficiently profitable to do so.

The exemption for cultivation by patients and caregivers
can only increase the supply of marijuana in the California
market. The likelihood that all such production will promptly
terminate when patients recover or will precisely match the
patients’ medical needs during their convalescence seems
remote, whereas the danger that excesses will satisfy some of
the admittedly enormous demand for recreational use seems
obvious. Moreover, that the national and international narcotics
trade has thrived in the face of vigorous criminal enforcement
efforts suggests that no small number of unscrupulous people
will make use of the California exemptions to serve their com-
mercial ends whenever it is feasible to do so.

[T]he case for the exemption comes down to the claim that
a locally cultivated product that is used domestically rather
than sold on the open market is not subject to federal regula-
tion. Given the findings in the CSA and the undisputed magni-
tude of the commercial market for marijuana, our decisions in
Wickard v. Filburn and the later [cases] endorsing its reasoning
foreclose that claim.

Respondents also raise a substantive due process claim
and seek to avail themselves of [a] medical necessity defense.
These theories of relief were set forth in their complaint but
were not reached by the Court of Appeals. We therefore do not
address the question whether judicial relief is available to
respondents on these alternative bases. We do note, however,
the presence of another avenue of relief: [the CSA-authorized
procedures that can lead to] reclassification of Schedule |
drugs. But perhaps even more important than these legal
avenues is the democratic process, in which the voices of voters
allied with these respondents may one day be heard in the halls
of Congress. Under the present state of the law, however, the
judgment of the Court of Appeals [cannot stand].

Court of Appeals decision vacated; case remanded for
further proceedings.

of raising revenue for the federal government. The taxing
power, however, may also serve as a regulatory device.
Because the power to tax is the power to destroy, Con-
gress may choose, for instance, to regulate a disfavored
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activity by imposing a heavy tax on it. Although some
past regulatory taxes were struck down, today the reach
of the taxing power is seen as very broad. Sometimes it is
said that a regulatory tax is constitutional if its purpose
could be furthered by another power belonging to Con-
gress. The broad scope of the commerce power may
therefore mean that the taxing power has few limits.

The Spending Power If taxing power regulation uses a
federal club, congressional spending power regulation em-
ploys a federal carrot. Article I, section 8 also gives Con-
gress a broad ability to spend for the general welfare. By
basing the receipt of federal money on the performance of
certain conditions, Congress can use the spending power
to advance specific regulatory ends. Conditional federal
grants to the states, for instance, are common today.

Over the past several decades, congressional spending
power regulation routinely has been upheld. There are
limits, however, on its use. First, an exercise of the spend-
ing power must serve general public purposes rather than
particular interests. Second, when Congress conditions
the receipt of federal money on certain conditions, it must
do so clearly. Third, the condition must be reasonably
related to the purpose underlying the federal expenditure.
This means, for instance, that Congress probably could
not condition a state’s receipt of federal highway money
on the state’s adoption of a one-house legislature.

Independent Checks on
the Federal Government
and the States

Even if a regulation is within Congress’s enumerated
powers or a state’s police power, it still is unconstitutional
if it collides with one of the Constitution’s independent
checks. This section discusses three checks that limit
both federal and state regulation of the economy: free-
dom of speech; due process; and equal protection. Before
discussing these guarantees, however, we must consider
three foundational matters.

Incorporation The Fifth Amendment prevents the
federal government from depriving “any person of life,
liberty, or property, without due process of law.” The
Fourteenth Amendment creates the same prohibition
with regard to the states. The literal language of the First
Amendment, however, restricts only federal government
action. Moreover, the Fourteenth Amendment says that
no state shall “deny to any person . . . the equal protec-
tion of the laws.”

Thus, although the due process guarantees clearly
apply to both the federal government and the states, the
First Amendment seems to apply only to the federal gov-
ernment and the Equal Protection Clause only to the states.
The First Amendment’s free speech guarantee, however,
has been included within the “liberty” protected by Four-
teenth Amendment due process as a result of Supreme
Court decisions. The free speech guarantee, therefore, re-
stricts state governments as well as the federal govern-
ment. This is an example of the process of incorporation,
by which almost all Bill of Rights provisions now apply to
the states. The Fourteenth Amendment’s equal protection
guarantee, on the other hand, has been made applicable to
federal government action through incorporation of it
within the Fifth Amendment’s Due Process Clause.

Government Action People often talk as if the
Constitution protects them against anyone who might
threaten their rights. However, most of the Constitution’s
individual rights provisions block only the actions of
government bodies, federal, state, and local. Private be-
havior that denies individual rights, while perhaps for-
bidden by statute, is very seldom a constitutional matter.
This government action or state action requirement
forces courts to distinguish between governmental be-
havior and private behavior. Judicial approaches to this
problem have varied over time.

Before World War I1, only formal arms of government
such as legislatures, administrative agencies, municipal-
ities, courts, prosecutors, and state universities were
deemed state actors. After the war, however, the scope of
government action increased considerably, with various
sorts of traditionally private behavior being subjected
to individual rights limitations. The Supreme Court, in
Marsh v. Alabama (1946), treated a privately owned com-
pany town’s restriction of free expression as government
action under the public function theory because the town
was nearly identical to a regular municipality in most
respects. In Shelley v. Kraemer (1948), the Court held that
when state courts enforced certain white homeowners’
private agreements not to sell their homes to blacks, there
was state action that violated the Equal Protection Clause.
Later, in Burton v. Wilmington Parking Authority (1961),
the Court concluded that racial discrimination by a
privately owned restaurant located in a state-owned and
state-operated parking garage was unconstitutional state

"However, the Thirteenth Amendment, which bans slavery and
involuntary servitude throughout the United States, does not have a
state action requirement. Some state constitutions, moreover, have
individual rights provisions that lack a state action requirement.
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action, in part because the garage and the restaurant were
intertwined in a mutually beneficial “symbiotic” rela-
tionship. Among the other factors leading courts to find
state action during the 1960s and 1970s were extensive
government regulation of private activity and govern-
ment financial aid to a private actor.

The Court, however, severely restricted the reach of
state action during the 1970s and 1980s. Since then, private
behavior generally has not been held to constitute state
action unless a regular unit of government is directly
responsible for the challenged private behavior because
it has coerced or encouraged such behavior. The public
function doctrine, moreover, has been limited to situa-
tions in which a private entity exercises powers that have
traditionally been exclusively reserved to the state; pri-
vate police protection is a possible example. In addition,
government regulation and government funding have
become somewhat less important factors in state action
determinations. Despite all these changes, however, state
action doctrine has not returned to its narrow pre-World
War Il definition. Some uncertainty remains in this area,
as brief discussion of two cases will demonstrate.

Consider, first, the Supreme Court’s decision in
Rendell-Baker v. Cohn (1982). There, the Court rejected
various constitutional challenges to the firing of teachers
and counselors at a private school for maladjusted high
school students because no state action was present.
Although the school was extensively regulated by the
state, that did not matter because no state regulation
compelled or even influenced the challenged firings. The
school depended heavily on state funding, but that fact
was not sufficient for state action either. The Court found
the public function doctrine inapplicable because the
education of maladjusted high school students, though
public in nature, is not exclusively a state function.

In a 2001 decision, however, a six-justice majority of
the Supreme Court concluded that the Tennessee Sec-
ondary School Athletic Association (TSSAA) was a state
actor for purposes of the Constitution’s Fourteenth
Amendment when it enforced an association rule against
a member school. The TSSAA, a privately organized, not-
for-profit entity, regulated interscholastic sports competi-
tion among public and private high schools in Tennessee.
Although no school was required to join the TSSAA,
nearly all public schools and many private schools had
done so. All members of the association’s governing bod-
ies were school officials, most of whom were from public
schools. Public school systems provided considerable fi-
nancial support for the TSSAA, which worked closely
with the state board of education, a governmental body.
For many years, the TSSAA was designated in a state

board of education rule as the regulator of athletics in the
state’s public schools. Stressing the “pervasive entwine-
ment of public institutions and public officials in [the
TSSAA’s] composition and workings™ and the lack of any
“substantial reason to claim unfairness in applying con-
stitutional standards to it,” the Supreme Court held in
Brentwood Academy v. Tennessee Secondary School Ath-
letic Association that the TSSAA was a government actor.
Brentwood Academy’s “entwinement” rationale appears
to provide an additional way in which state action can be
found, though the Court emphasized that each decision
on the state action issue is highly fact-specific.

Means-Ends Tests Throughout this chapter, you
will see tests of constitutionality that may seem strange
at first glance. One example is the test for determining
whether laws that discriminate on the basis of sex violate
equal protection. This test says that to be constitutional,
such laws must be substantially related to the achievement
of an important government purpose. The Equal Protec-
tion Clause does not contain such language. It simply says
that “No State shall . . . deny to any person . . . the equal
protection of the laws.” What is going on here?

The sex discrimination test just stated is a means-
ends test developed by the Supreme Court. Such tests
are judicially created because no constitutional right is
absolute, and because judges therefore must weigh indi-
vidual rights against the social purposes served by laws
that restrict those rights. In other words, means-ends tests
determine how courts strike the balance between indi-
vidual rights and the social needs that may justify their
suppression. The “ends” component of a means-ends test
specifies how significant a social purpose must be in
order to justify the restriction of a right. The “means”
component states how effectively the challenged law must
promote that purpose in order to be constitutional. In the
sex discrimination test, for example, the challenged law
must serve an “important” government purpose (the sig-
nificance of the end) and must be “substantially” related
to the achievement of that purpose (the effectiveness of
the means).

Some constitutional rights are deemed more important
than others. Accordingly, courts use tougher tests of consti-
tutionality in certain cases and more lenient tests in other
situations. Sometimes these tests are lengthy and compli-
cated. Throughout the chapter, therefore, we will simplify
by referring to three general kinds of means-ends tests:

1. The rational basis test. This is a very relaxed test of
constitutionality that challenged laws usually pass
with ease. A typical formulation of the rational basis
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test might say that government action need only have a
reasonable relation to the achievement of a legitimate
government purpose to be constitutional.

2. Intermediate scrutiny. This comes in many forms; the
sex discrimination test discussed above is an example.

3. Full strict scrutiny. Here, the court might say that the
challenged law must be necessary to the fulfillment of
a compelling government purpose. Government action
that is subjected to this rigorous test of constitutionality
is usually struck down.

Business and the First Amendment
The First Amendment provides that “Congress shall
make no law . . . abridging the freedom of speech.”
Despite its absolute language (“no law”), the First
Amendment does not prohibit every law that restricts
speech. As Justice Oliver Wendell Holmes famously
remarked, the First Amendment does not protect some-
one who falsely shouts “Fire!” in a crowded theater.
Although the First Amendment’s free speech guarantee
is not absolute, government action restricting the content
of speech usually receives very strict judicial scrutiny.
One justification for this high level of protection is the
“marketplace” rationale, under which the free competition
of ideas is seen as the surest means of attaining truth. The
marketplace of ideas operates most effectively, accord-
ing to this rationale, when restrictions on speech are kept
to a minimum and all viewpoints can be considered.

During recent decades, the First Amendment has been
applied to a wide variety of government restrictions on
the expression of individuals and organizations, including
corporations. This chapter does not attempt a compre-
hensive discussion of the many applications of the freedom
of speech guarantee. Instead, it explores basic First
Amendment concepts before turning to an examination
of the free speech rights of corporations.

Political and Other Noncommercial Speech Political
speech—expression that deals in some fashion with gov-
ernment, government issues or policies, public officials,
or political candidates—is often described as being at the
“core” of the First Amendment. Various Supreme Court
decisions have held, however, that the freedom of speech
guarantee applies not only to political speech but also to
noncommercial expression that does not have a political
content or flavor. According to these decisions, the First
Amendment protects speech of a literary or artistic nature,
speech dealing with scientific, economic, educational,
and ethical issues, and expression on many other matters
of public interest or concern. Government attempts to

restrict the content of political or other noncommercial
speech normally receive full strict scrutiny when chal-
lenged in court. Unless the government is able to meet
the exceedingly difficult burden of proving that the
speech restriction is necessary to the fulfillment of a
compelling government purpose, a First Amendment
violation will be found. Because government restrictions
on political or other noncommercial speech trigger the
full strict scrutiny test, such speech is referred to as car-
rying “full” First Amendment protection.

Do corporations, however, have the same First
Amendment rights that individual human beings pos-
sess? The Supreme Court has consistently provided a
“yes” answer to this question. Therefore, if a corporation
engages in political or other noncommercial expression,
it is entitled to full First Amendment protection, just as
an individual would be if he or she engaged in such
speech. This does not mean, however, that all speech of a
corporation is fully protected. Some corporate speech is
classified as commercial speech, a category of expres-
sion to be examined shortly. As will be seen, commercial
speech receives First Amendment protection but not the
full variety extended to political or noncommercial
speech. The mere fact, however, that a profit motive un-
derlies speech does not make the speech commercial in
nature. Books, movies, television programs, musical
works, works of visual art, and newspaper, magazine,
and journal articles are normally classified as honcom-
mercial speech—and are thus fully protected—despite
the typical existence of an underlying profit motive.
Their informational, educational, artistic, or entertain-
ment components are thought to outweigh, for First
Amendment purposes, the profit motive.

Commercial Speech The exact boundaries of the
commercial speech category are not certain, though the
Supreme Court has usually defined commercial speech
as speech that proposes a commercial transaction. As a
result, most cases on the subject involve advertisements
for the sale of products or services or for the promotion
of a business. In 1942, the Supreme Court held that com-
mercial speech fell outside the First Amendment’s pro-
tective umbrella. The Court reversed its position, how-
ever, during the 1970s. It reasoned that informed
consumer choice would be furthered by the removal of
barriers to the flow of commercial information in which
consumers would find an interest. Since the mid-1970s,
commercial speech has received an intermediate level
of First Amendment protection if it deals with a lawful
activity and is nonmisleading. Commercial speech receives
no protection, however, if it misleads or seeks to promote
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CYBERLAW IN ACTION

When Congress enacts a statute designed to com-
bat the problem of child pornography, is there a
danger that the statute will sweep too far into
the realm of expression protected by the First

Amendment? In two cases in recent years, the

Supreme Court has struggled with this question.

Child pornography—sexually explicit visual depictions of
actual minors—has long been held to fall outside the First
Amendment's protective umbrella. Therefore, the Supreme
Court has held that criminal prosecutions for purveying or pos-
sessing child pornography do not violate the First Amendment.
In Ashcroft v. Free Speech Coalition, 535 U.S. 234 (2002), the
Court was faced with determining the constitutionality of a
statute in which Congress banned the possession and distri-
bution of material meant to create the impression of minors en-
gaging in sexually explicit conduct even if the persons actually
depicted were adults. The Court struck down this statute be-
cause it would reach beyond actual child pornography and
would ban expression protected by the First Amendment—in
particular, nonobscene depictions of nudity or sexual content
involving adults. (Although obscene expression receives no
First Amendment protection, most descriptions or depictions
of nudity or other sexual content involving adults are seen as
having literary, artistic, political, or scientific value and thus
are not obscene under the controlling test established by the
Supreme Court.)

After the Free Speech Coalition decision, Congress again
tackled the child pornography problem in a 2003 statute, the
Protect Act (Prosecutorial Remedies and Other Tools to End
the Exploitation of Children Act). The Protect Act made it a
crime to knowingly promote, distribute, or solicit, by means of
a computer or by any other means, “material or purported ma-
terial in a manner that reflects the belief, or that is intended to
cause another to believe, that the material or purported mate-
rial is or contains . .. a visual depiction of an actual minor en-
gaging in sexually explicit conduct.” Rejecting the argument
that this statute was effectively the same as the one struck
down in Free Speech Coalition, the Supreme Court held in
United States v. Williams, 2008 U.S. LEXIS 4314 (2008), that the

an illegal activity. As a result, there is no First Amend-
ment obstacle to federal or state regulation of deceptive
commercial advertising. (Political or other noncommer-
cial speech, on the other hand, generally receives—with
very few exceptions—full First Amendment protection
even if it misleads or deals with unlawful matters.)
Because nonmisleading commercial speech about a
lawful activity receives intermediate protection, the govern-
ment has greater ability to regulate such speech without

Protect Act did not violate the First Amendment. In his opinion
for a seven-justice majority, Justice Scalia noted that the
Protect Act’s focus on pandering or soliciting distinguished it
from the earlier statute. He also observed that “[t]he emer-
gence of new technology and the repeated retransmission of
picture files over the Internet could make it nearly impossible
to prove that a particular image was produced using real chil-
dren” even though evidence seemed to indicate that child
pornography-type images being circulated over the Internet
generally did involve actual children. Thus, the Court saw
the Protect Act as a reasonable response to the child porno-
graphy problem.

In upholding the Protect Act, the Court sustained the de-
fendant’s conviction of pandering in violation of the statute.
The defendant had represented in an Internet chat room to an
undercover federal agent that he could provide certain pic-
tures amounting to child pornography, when in reality he did
not have the particular pictures he purported to have. When
the government obtained a warrant to search the defendant'’s
computer, however, federal agents found other images of
actual child pornography—images whose possession by the
defendant caused him to be convicted of a separate charge of
possession of child pornography. Therefore, the defendant
was convicted of the possession charge concerning the images
he actually had on his computer in addition to being convicted
of pandering—in violation of the Protect Act—regarding the
images he purported to have but did not actually have.

Addressing the concern that the Protect Act might
ensnare the grandparent who offers to provide a “cute” picture
of her grandchild in the bathtub or the advertiser of R-rated
movies that contain scenes suggesting sexual activity, the
Williams majority opinion stressed the need to read the Pro-
tect Act narrowly. Justice Scalia reasoned that a strict read-
ing of the statute and its “knowingly” requirement—coupled
with the likely good faith of mainstream movie makers and the
public’'s expectation that movies containing sex scenes are
not usually made with minor actors—should not leave the
grandparent or the movie advertiser at any serious risk of a
Protect Act conviction.

violating the First Amendment than when the govern-
ment seeks to regulate fully protected political or other
noncommercial speech. Nearly three decades ago, the
Supreme Court developed a still-controlling test that
amounts to intermediate scrutiny. Under this test, a govern-
ment restriction on protected commercial speech does
not violate the First Amendment if the government
proves each of these elements: that a substantial govern-
ment interest underlies the restriction; that the restriction
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CONCEPT REVIEW

Level of First

Type of Speech Amendment Protection

Consequences When Government Regulates
Content of Speech

Noncommercial Full

Commercial Intermediate

(nonmisleading and
about lawful activity)

Commercial None
(misleading or about

unlawful activity)

Government action is constitutional only if action is necessary
to fulfillment of compelling government purpose. Otherwise,
government action violates First Amendment.

Government action is constitutional if government has substantial
underlying interest, action directly advances that interest, and
action is no more extensive than necessary to fulfillment of
that interest (i.e., action is narrowly tailored).

Government action is constitutional.

directly advances the underlying interest; and that the
restriction is no more extensive than necessary to further
the interest (i.e., that the restriction is narrowly tailored).
It usually is not difficult for the government to prove that
a substantial interest supports the commercial speech
restriction. Almost any asserted interest connected with
the promotion of public health, safety, or welfare will
suffice. The government is likely to encounter more
difficulty, however, in proving that the restriction at issue
directly advances the underlying interest without being
more extensive than necessary—the elements that ad-
dress the “fit” between the restriction and the underlying
interest. If the government fails to prove any element of
the test, the restriction violates the First Amendment.
Although the same test has been used in evaluating
commercial speech restrictions for nearly three decades,
the Supreme Court has varied the intensity with which it
has applied the test. From the mid-1980s until 1995, the
Court sometimes applied the test loosely and in a manner
favorable to the government. The Court has applied the
test—especially the “fit” elements—more strictly since
1995, however. For instance, in Coors v. Rubin (1995),
the Court struck down federal restrictions that kept beer
producers from listing the alcohol content of their beer
on product labels. (The Coors case was the subject of the
introductory problem with which this chapter began.) In
44 Liquormart v. Rhode Island (1996), the Court held
that Rhode Island’s prohibition on price disclosures in
alcoholic beverage advertisements violated the First
Amendment. A 1999 decision, Greater New Orleans
Broadcasting Association v. United States, established

that a federal law barring broadcast advertisements for a
variety of gambling activities could not constitutionally
be applied to radio and television stations located in the
same state as the gambling casino whose lawful activities
were being advertised. In each of the cases just noted, the
Court emphasized that the government’s restrictions on
commercial speech suffered from “fit” problems—usually
because the restrictions prohibited more speech than
would have been necessary if the government had
adopted available alternative measures that would have
furthered the underlying public health, safety, or welfare

interest just as well, if not better.

Two key conclusions may be drawn from the Court’s
recent commercial speech decisions: (1) the government
has found it more difficult to justify restrictions on com-
mercial speech; and (2) the gap between the intermediate
protection for commercial speech and the full protection
for political and other noncommercial speech has effec-
tively become smaller than it was approximately 20 years
ago. Although the Court has hinted in recent cases that it
might consider formal changes in commercial speech
doctrine (so as to enhance First Amendment protection
for commercial speech), it had not made formal doctrinal

changes as of the time this book went to press in 2008.

In the following case, Kasky v. Nike, Inc., the Supreme
Court of California addresses a classification question:
whether Nike engaged in fully protected noncommercial
speech or, instead, commercial speech, when it made
allegedly misleading statements in the course of a public

relations campaign designed to refute claims about
overseas labor practices.

its
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Kasky v. Nike, Inc.

45 P.3d 243 (Cal. Sup. Ct. 2002)

Nike, Inc. mounted a public relations campaign in order to refute news media allegations that its labor practices overseas
were unfair and unlawful. This campaign involved the use of press releases, letters to newspapers, a letter to university pres-
idents and athletic directors, and full-page advertisements in leading newspapers. Relying on California statutes designed
to curb false and misleading advertising and other forms of unfair competition, California resident Mark Kasky filed suit
in a California court on behalf of the general public of the state. Kasky contended that Nike had made false statements in
its campaign and that the court should therefore grant the legal relief contemplated by the California statutes. Nike
demurred on the ground, among others, that the First Amendment barred Kasky’s action. The court, holding Nike’s cam-
paign to be fully protected under the First Amendment as noncommercial speech, sustained Nike’s demurrer and dismissed
Kasky’s complaint. Kasky appealed, and the California Court of Appeal affirmed. The Supreme Court of California granted

Kasky’s petition for review.

Kennard, Justice

The U.S. Supreme Court has not adopted an all-purpose test to
distinguish commercial from noncommercial speech under the
First Amendment, nor do we propose to do so here. A close read-
ing of the high court’s commercial speech decisions suggests,
however, that it is possible to formulate a limited-purpose test.
We conclude, therefore, that when a court must decide whether
particular speech may be subjected to laws aimed at preventing
false advertising or other forms of commercial deception, cate-
gorizing a particular statement as commercial or noncommercial
speech requires consideration of three elements: the speaker, the
intended audience, and the content of the message.

In typical commercial speech cases, the speaker is likely to
be someone engaged in commerce—that is, generally, the pro-
duction, distribution, or sale of goods or services—or someone
acting on behalf of a person so engaged. [T]he intended audi-
ence is likely to be actual or potential buyers or customers of
the speaker’s goods or services, or persons acting for actual
or potential buyers or customers, or persons (such as reporters or
reviewers) likely to repeat the message to or otherwise influ-
ence actual or potential buyers or customers. Considering the
identity of both the speaker and the target audience is consis-
tent with, and implicit in, the U.S. Supreme Court’s commercial
speech decisions. The Court has frequently spoken of commer-
cial speech as speech proposing a commercial transaction, thus
implying that commercial speech typically is communication
between persons who engage in such transactions.

In addition, the factual content of the message should be
commercial in character. In the context of regulation of false or
misleading advertising, this typically means that the speech
consists of representations of fact about the business opera-
tions, products, or services of the speaker (or the individual or
company that the speaker represents), made for the purpose of
promoting sales of, or other commercial transactions in, the
speaker’s products or services. This is consistent with . . . the
Supreme Court’s commercial speech decisions[, including
Bolger v. Youngs Drug Products Corp., 463 U.S. 60 (1983), in

which the Court identified “product references” as a usual
characteristic of commercial speech]. By “product references,”
we do not understand the Court to mean only statements about
the price, qualities, or availability of individual items offered
for sale. Rather, we understand “product references” to include
also, for example, statements about the manner in which the
products are manufactured, distributed, or sold, about repair or
warranty services that the seller provides to purchasers of the
product, or about the identity or qualifications of persons who
manufacture, distribute, sell, service, or endorse the product.
Similarly, references to services would include not only state-
ments about the price, availability, and quality of the services
themselves, but also, for example, statements about the educa-
tion, experience, and qualifications of the persons providing or
endorsing the services. This broad definition of “product refer-
ences” is necessary, we think, to adequately categorize statements
made in the context of a modern, sophisticated public relations
campaign intended to increase sales and profits by enhancing
the image of a product or of its manufacturer or seller.

Our understanding of the content element of commercial
speech is also consistent with the reasons that the Court has given
for denying First Amendment protection to false or misleading
commercial speech. The Court stated[, in Virginia State Board
of Pharmacy v. Virginia Citizens Consumer Council, Inc., 425
U.S. 748 (1976),] that false or misleading commercial speech
may be prohibited because the truth of commercial speech is
“more easily verifiable by its disseminator” and because com-
mercial speech, being motivated by the desire for economic
profit, is less likely than noncommercial speech to be chilled
by proper regulation.

Apart from this consideration of the identities of the
speaker and the audience, and the contents of the speech, we
find nothing in the U. S. Supreme Court’s commercial speech
decisions that is essential to a determination that particular
speech is commercial in character. Although in Bolger the
Court noted that the [commercial] speech at issue there was in
a traditional advertising format, the court cautioned that it was
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not holding that this factor would always be necessary to the
characterization of speech as commercial. Advertising format
is by no means essential to characterization as commercial
speech.

Here, the first element—a commercial speaker—is satisfied
because the speakers—Nike and its officers and directors—are
engaged in commerce. The second element—an intended com-
mercial audience—is also satisfied. Nike’s letters to university
presidents and directors of athletic departments were addressed
directly to actual and potential purchasers of Nike’s products,
because college and university athletic departments are major
purchasers of athletic shoes and apparel. [Kasky] has alleged
that Nike’s press releases and letters to newspaper editors,
although addressed to the public generally, were also intended
to reach and influence actual and potential purchasers of Nike’s
products. Specifically, plaintiff has alleged that Nike made
these statements about its labor policies and practices “to main-
tain and/or increase its sales and profits.” To support this alle-
gation, [he] has included as an exhibit a letter to a newspaper
editor, written by Nike’s director of communications, referring
to Nike’s labor policies practices and stating that “consumers
are savvy and want to know they support companies with good
products and practices” and that “during the shopping season,
we encourage shoppers to remember that Nike is the industry’s
leader in improving factory conditions.”

The third element—representations of fact of a commercial
nature—is also present. In describing its own labor policies, and
the practices and working conditions in factories where its prod-
ucts are made, Nike was making factual representations about its
own business operations. In speaking to consumers about working
conditions and labor practices in the factories where its products
are made, Nike addressed matters within its own knowledge.
The wages paid to the factories’ employees, the hours they
work, the way they are treated, and whether the environmental
conditions under which they work violate local health and
safety laws, are all matters likely to be within the personal
knowledge of Nike executives, employees, or subcontractors.
Thus, Nike was in a position to readily verify the truth of any
factual assertions it made on these topics.

In speaking to consumers about working conditions in the
factories where its products are made, Nike engaged in speech
that is particularly hardy or durable. Because Nike’s purpose in
making these statements, at least as alleged in [Kasky’s] com-
plaint, was to maintain its sales and profits, regulation aimed at
preventing false and actually or inherently misleading speech is
unlikely to deter Nike from speaking truthfully or at all about
the conditions in its factories. To the extent that application of
these laws may make Nike more cautious, and cause it to make
greater efforts to verify the truth of its statements, these laws
will serve the purpose of commercial speech protection by[, as

noted in Virginia Board of Pharmacy,] “insuring that the stream
of commercial information flows cleanly as well as freely.”

Because Nike was acting as a commercial speaker, because
its intended audience was primarily the buyers of its products,
and because the statements consisted of factual representations
about its own business operations, we conclude that the state-
ments were commercial speech for purposes of applying state
laws designed to prevent false advertising and other forms of
commercial deception. Nike argues[, however,] that its allegedly
false and misleading statements were not commercial speech
because they were part of “an international media debate on
issues of intense public interest.” This argument falsely assumes
that speech cannot properly be categorized as commercial
speech if it relates to a matter of significant public interest or
controversy. As the U.S. Supreme Court has [made clear], com-
mercial speech commonly concerns matters of intense public
and private interest. The individual consumer’s interest in the
price, availability, and characteristics of products and services
“may be as keen, if not keener by far, than his interest in the
day’s most urgent political debate” (quoting Virginia Board of
Pharmacy).

Nike’s speech is not removed from the category of commer-
cial speech because it is intermingled with noncommercial
speech. To the extent Nike’s press releases and letters discuss
policy questions such as the degree to which domestic companies
should be responsible for working conditions in factories
located in other countries, or what standards domestic companies
ought to observe in such factories, or the merits and effects
of economic “globalization” generally, Nike’s statements are
noncommercial speech. Any content-based regulation of these
noncommercial messages would be subject to the strict scrutiny
test for fully protected speech. But Nike may not “immunize
false or misleading product information from government
regulation simply by including references to public issues” (quot-
ing Bolger). Here, the alleged false and misleading statements
all relate to the commercial portions of the speech in question—
the description of actual conditions and practices in factories
that produce Nike’s products—and thus the proposed regula-
tions reach only that commercial portion.

We also reject Nike’s argument that regulating its speech to
suppress false and misleading statements is impermissible
because it would restrict or disfavor expression of one point of
view (Nike’s) and not the other point of view (that of the critics
of Nike’s labor practices). The argument is misdirected because
the regulations in question do not suppress points of view but
instead suppress false and misleading statements of fact. More-
over, differential treatment of speech about products and services
based on the identity of the speaker is inherent in the commer-
cial speech doctrine as articulated by the U.S. Supreme Court.
A noncommercial speaker’s statements criticizing a product are
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generally noncommercial speech, for which damages may be
awarded only upon proof of both falsehood and actual malice.
A commercial speaker’ statements in praise or support of the
same product, by comparison, are commercial speech that may
be prohibited entirely to the extent the statements are either
false or actually or inherently misleading.

We conclude, accordingly, that the trial court and the Court
of Appeal erred in characterizing as noncommercial speech

Nike’s allegedly false and misleading statements about labor
practices and working conditions in factories where Nike prod-
ucts are made. In concluding . . . that Nike’s speech at issue
here is commercial speech, we do not decide whether that
speech was, as plaintiff has alleged, false or misleading. [That
issue, as well as others, should be addressed on remand.]

Court of Appeal decision reversed and case remanded.

Figure 1 A Note on Government Speech

“Beef. It’s What’s for Dinner.” This familiar tagline has been
featured in numerous television commercials during recent
years. Given the pro-beef messages being communicated,
one might logically assume that a private association of
beef marketers chose to pay for these commercials and
selected the particular content included in them. Such an
assumption would be inaccurate, however, because the beef
advertisements referred to here were government-initiated
and government-approved. The U.S. government has imple-
mented various industry-specific regulatory regimes that
require advertisements for a particular type of product—for
example, beef, mushrooms, cotton, potatoes, watermelons,
blueberries, pork, and eggs—and levy monetary assess-
ments on producers or marketers of such products as a means
of paying for the advertisements.

If producers or marketers of the regulated products dis-
agree with the advertisements’ content but are still compelled
by federal law to help pay for the advertisements, are those
parties’ First Amendment rights violated? That was the issue
presented in Johanns v. Livestock Marketing Association, 544
U.S. 550 (2005), in which the U.S. Supreme Court considered
numerous livestock marketers’ First Amendment challenge to
the government’s beef advertising program. The familiar
“Beef. It’s What’s for Dinner” commercials were part of that
program. In the Beef Promotion and Research Act of 1985
(Beef Act), Congress established a federal policy of promot-
ing the marketing and consumption of beef. The Beef Act
called for the Secretary of Agriculture (Secretary) to issue an
order setting up an advisory board and operating committee
charged with, among other things, designing a beef advertis-
ing program that would be subject to the Secretary’s approval.
To fund the advertisements, the Beef Act directed the Secretary
to impose a $1-per-head assessment on all sales or importa-
tions of cattle and a similar assessment on imported beef
products. Although the members of the advisory board and
operating committee were private parties rather than govern-
ment officials, the Secretary possessed and exercised final
approval rights over the content of the advertisements.

The beef marketers who challenged the advertising
program objected to its generic pro-beef message, which
they saw as impeding their individual efforts to advertise
their particular beef (e.g., grain-fed, certified Angus, or
Hereford) as superior to other beef. They based their chal-
lenge on two lines of cases: the compelled speech decisions,
which found First Amendment problems with governmen-
tal attempts to require persons to communicate messages
with which they disagreed; and the compelled subsidy
decisions, which established that the First Amendment is
implicated when the government requires one party to sub-
sidize (in a financial sense) the speech of another party
even though the subsidizing party disagrees with the
speech. A federal district court and court of appeals both
ruled in favor of the beef marketers, holding largely on
the basis of the compelled subsidy line of cases that the
beef advertising program violated the First Amendment.

In Johanns v. Livestock Marketing Association, how-
ever, the Supreme Court reversed the lower courts’ deci-
sions. The Supreme Court stressed that the compelled speech
and compelled subsidy cases apply only when the mandated
message, or the speech being subsidized, is private in nature,
as opposed to that of the government. The Court held that
when government speech is involved, there is no First
Amendment barrier to the government’s requirement that
individuals or corporations contribute financially—whether
through general tax revenues or targeted assessments—to
the communication of that speech. According to the Court,
the advertising program at issue in Livestock Marketing was
government speech because Congress set up the legal pa-
rameters of the beef promotions initiative, required the Sec-
retary to take certain actions to launch and maintain it, and
gave the Secretary final authority to approve the content of
the advertisements. Despite the presence of private parties on
the advisory board and the operating committee, the legal
structure just noted made the message of the beef advertise-
ments “from beginning to end the message established by the
federal government.”
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The Court further noted that the pervasive nature of the
statutory and administrative regime made the beef adver-
tisements government speech even though the advertise-
ments’ reference to sponsorship by “America’s Beef
Producers” did not send a clear government speech signal
to readers and viewers. The Court conceded that the beef
promotions program upheld in Livestock Marketing was ex-
ceedingly similar to the federal government’s mushroom
promotions program, which the Court had struck down as a
violation of the First Amendment only four years earlier. In
that earlier case, however, the government speech issue had
not been before the Court. Because the government speech
issue was properly presented in Livestock Marketing, the

Due Process The Fifth and Fourteenth Amend-
ments require that the federal government and the states
observe due process when they deprive a person of life,
liberty, or property. Due process has both procedural and
substantive meanings.

Procedural Due Process The traditional conception
of due process, called procedural due process, estab-
lishes the procedures that government must follow when
it takes life, liberty, or property. Although the require-
ments of procedural due process vary from situation to
situation, their core idea is that one is entitled to ade-
quate notice of the government action to be taken against
him and to some sort of fair trial or hearing before that
action can occur.

For purposes of procedural due process claims,
liberty includes a very broad and poorly defined range of
freedoms. It even includes certain interests in personal
reputation. For example, the firing of a government em-
ployee may require some kind of due process hearing if
it is publicized, the fired employee’s reputation is suffi-
ciently damaged, and her future employment opportuni-
ties are restricted. The Supreme Court has said that
procedural due process property is not created by the
Constitution but by existing rules and understandings
that stem from an independent source such as state law.
These rules and understandings must give a person a
legitimate claim of entitlement to a benefit, not merely
some need, desire, or expectation for it. This definition
includes almost all of the usual forms of property, as well
as utility service, disability benefits, welfare benefits,
and a driver’s license. It also includes the job rights of
tenured public employees who can be discharged only
for cause, but not the rights of untenured or probationary
employees.

Court reasoned that it was not bound by the earlier decision
and was free to sustain the beef promotions program on the
government speech ground.

Although the specifics of each regulatory initiative
requiring subsidization of advertisements for a type of prod-
uct must be examined in order to make a clear determination
of whether the advertising at issue is government speech, the
analysis in Livestock Marketing appears to give the govern-
ment considerable latitude to implement such programs
without violating the First Amendment rights of product
producers and marketers who are unhappy with the adver-
tising they must subsidize.

Substantive Due Process Procedural due process
does not challenge rules of substantive law—the rules
that set standards of behavior for organized social life.
For example, imagine that State X makes adultery a
crime and allows people to be convicted of adultery
without a trial. Arguments that adultery should not be a
crime go to the substance of the statute, whereas objec-
tions to the lack of a trial are procedural in nature.

Sometimes, the due process clauses have been used to
attack the substance of government action. For our pur-
poses, the most important example of this substantive
due process occurred early in the 20th century, when
courts struck down various kinds of social legislation as
denying due process. They did so mainly by reading free-
dom of contract and other economic rights into the liberty
and property protected by the Fifth and Fourteenth
Amendments, and then interpreting “due process of law”
to require that laws denying such rights be subjected to
means-ends scrutiny. The best-known example is the
Supreme Court’s 1905 decision in Lochner v. New York,
which struck down a state law setting maximum hours of
work for bakery employees because the statute limited
freedom of contract and did not directly advance the legit-
imate state goal of promoting worker health.

Since 1937, however, this “economic” form of sub-
stantive due process has been largely abandoned by the
Supreme Court and has not amounted to a significant
check on government regulation of economic matters.
Substantive due process attacks on such regulations now
trigger only a lenient type of rational basis review and
thus have had little chance of success. During the 1970s
and 1980s, however, substantive due process became
increasingly important as a device for protecting non-
economic rights. The most important example is the con-
stitutional right of privacy, which consists of several
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rights that the Supreme Court regards as fundamental
and as entitled to significant constitutional protection.
The Court has declared that these include the rights
to marry, have children and direct their education and
upbringing, enjoy marital privacy, use contraception,
and elect to have an abortion. Laws restricting these
rights must be narrowly tailored to meet a compelling
government purpose in order to avoid being declared
unconstitutional.

Equal Protection The Fourteenth Amendment’s
Equal Protection Clause says that “[n]o State shall . . .
deny to any person . . . the equal protection of the
laws.” Because the equal protection guarantee has been
incorporated within Fifth Amendment due process, it also

restricts the federal government. As currently interpreted,
the equal protection guarantee potentially applies to all
situations in which government classifies or distinguishes
people. The law inevitably makes distinctions among
people, benefiting or burdening some groups but not oth-
ers. Equal protection doctrine, as developed by the
Supreme Court, sets the standards such distinctions must
meet in order to be constitutional.

The Basic Test The basic equal protection standard is the
rational basis test described earlier. This is the standard usu-
ally applied to social and economic regulations that are
challenged as denying equal protection. As the following
case illustrates, this lenient test usually does not impede
state and federal regulation of social and economic matters.

Fitzgerald v. Racing Association of Central Iowa

539 U.S. 103 (U.S. Sup. Ct. 2003)

Before 1989, lowa permitted only one form of gambling: parimutuel betting at racetracks. A 1989 lowa statute authorized
other forms of gambling, including slot machines on riverboats. The 1989 law established that adjusted revenues from river-
boat slot machine gambling would be taxed at graduated rates, with a top rate of 20 percent. In 1994, lowa enacted a law
that authorized racetracks to operate slot machines. That law also imposed a graduated tax upon racetrack slot machine
adjusted revenues, with a top rate that started at 20 percent and would automatically rise over time to 36 percent. The 1994
enactment left in place the 20 percent tax rate on riverboat slot machine adjusted revenues.

Contending that the 1994 legislation’s 20 percent versus 36 percent tax rate difference violated the federal Constitution’s
Equal Protection Clause, a group of racetracks and an association of dog owners brought suit against the State of lowa
(through its state treasurer, Michael Fitzgerald). A state district court upheld the statute, but the lowa Supreme Court
reversed. The U.S. Supreme Court granted lowa’s petition for a writ of certiorari.

Breyer, Justice

We here consider whether a difference in state tax rates violates
the Fourteenth Amendment’s mandate that “no State shall . . .
deny to any person . . . the equal protection of the laws.” The law
in question does not distinguish on the basis of, for example,
race or gender. It does not distinguish between in-state and out-
of-state businesses. Neither does it favor a State’s long-time
residents at the expense of residents who have more recently ar-
rived from other States. Rather, the law distinguishes for tax
purposes among revenues obtained within the State of lowa by
two enterprises, each of which does business in the State. Where
that is so, the law is subject to rational-basis review:

The Equal Protection Clause is satisfied so long as there is a
plausible policy reason for the classification, the legislative
facts on which the classification is apparently based ration-
ally may have been considered to be true by the governmen-
tal decisionmaker, and the relationship of the classification
to its goal is not so attenuated as to render the distinction
arbitrary or irrational.

[Case citation omitted.] [We have also held that] rational-basis
review “is especially deferential in the context of classifica-
tions made by complex tax laws.” [Case citation omitted.]

The lowa Supreme Court found that the 20 percent/36 per-
cent tax rate differential failed to meet this standard because, in
its view, that difference frustrated what it saw as the law’s basic
objective, namely, rescuing the racetracks from economic dis-
tress. And no rational person, it believed, could claim the con-
trary. The lowa Supreme Court could not deny, however, that
the lowa law, like most laws, might predominately serve one
general objective, say, helping the racetracks, while containing
subsidiary provisions that seek to achieve other desirable (per-
haps even contrary) ends as well, thereby producing a law that
balances objectives but still serves the general objective when
seen as a whole. After all, if every subsidiary provision in a law
designed to help racetracks had to help those racetracks and
nothing more, then (since any tax rate hurts the racetracks
when compared with a lower rate) there could be no taxation of
the racetracks at all.
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Neither could the lowa Supreme Court deny that the 1994
legislation, seen as a whole, can rationally be understood to do
what that court says it seeks to do, namely, advance the race-
tracks’ economic interests. Its grant to the racetracks of authority
to operate slot machines should help the racetracks economi-
cally to some degree—even if its simultaneous imposition of a
tax on slot machine adjusted revenue means that the law pro-
vides less help than respondents might like. At least a rational
legislator might so believe. And the Constitution grants legisla-
tors, not courts, broad authority (within the bounds of rational-
ity) to decide whom they wish to help with their tax laws and
how much help those laws ought to provide. “The “task of clas-
sifying persons for . . . benefits . . . inevitably requires that
some persons who have an almost equally strong claim to
favored treatment be placed on different sides of the line,” and
the fact the line might have been drawn differently at some
points is a matter for legislative, rather than judicial, consider-
ation.” [Case citation omitted.]

Once one realizes that not every provision in a law must
share a single objective, one has no difficulty finding the neces-
sary rational support for the 20 percent/36 percent differential
here at issue. That difference, harmful to the racetracks, is helpful
to the riverboats, which, as [those challenging the 1994 statute]

Stricter Scrutiny The rational basis test is the basic equal
protection standard. Some classifications, however, receive
tougher means-ends scrutiny. According to Supreme Court
precedent, laws that discriminate regarding fundamental
rights or suspect classes must undergo more rigorous
review.

Although the list of rights regarded as “fundamental”
for equal protection purposes is not completely clear, it
includes certain criminal procedure protections as well
as the rights to vote and engage in interstate travel. Laws
creating unequal enjoyment of these rights receive full
strict scrutiny. In 1969, for instance, the Supreme Court
struck down the District of Columbia’s one-year resi-
dency requirement for receiving welfare benefits because
that requirement unequally and impermissibly restricted
the right of interstate travel.

An equal protection claim involving the fundamental
right to vote was addressed in high-profile fashion by the
Supreme Court in Bush v. Gore, 531 U.S. 98 (2000). A
five-justice majority in the historic and controversial
decision terminated an ongoing vote recount in Florida
because, in the majority’s view, Florida law’s “intent of
the voter” test was not a sufficiently clear standard for
determining whether a ballot not counted in the initial
machine count should be counted as valid during the

concede, were also facing financial peril. These two character-
izations are but opposite sides of the same coin. Each reflects a
rational way for a legislator to view the matter. And aside from
simply aiding the financial position of the riverboats, the legis-
lators may have wanted to encourage the economic develop-
ment of river communities or to promote riverboat history, say,
by providing incentives for riverboats to remain in the State,
rather than relocate to other States. Alternatively, they may
have wanted to protect the reliance interests of riverboat opera-
tors, whose adjusted slot machine revenue had previously been
taxed at the 20 percent rate. All these objectives are rational
ones, which lower riverboat tax rates could further and which
suffice to uphold the different tax rates.

We conclude that there is “a plausible policy reason for the
classification,” that the legislature “rationally may have . . .
considered . . . true” the related justifying “legislative facts,”
and that the “relationship of the classification to its goal is not
so attenuated as to render the distinction arbitrary or irrational.”
[Case citation omitted.] Consequently the State’s differential tax
rate does not violate the Federal Equal Protection Clause.

lowa Supreme Court decision reversed, and case remanded
for further proceedings.

manual recount. The majority was concerned that in the
absence of a more specific standard, vote counters taking
part in the recount might apply inconsistent standards in
determining what the voter supposedly intended, and
might thereby value some votes over others. The termi-
nation of the Florida recount meant that then-Governor
Bush won the state of Florida, giving him enough Elec-
toral College votes to win the presidency despite the fact
that candidate Gore tallied more popular votes nation-
ally. The four dissenters in Bush v. Gore faulted the
majority for focusing on the supposed equal protection
violation it identified, when, in the dissenters’ view, the
Court ignored a potentially bigger equal protection prob-
lem created by termination of the recount: the prospect
that large numbers of ballots not counted during the ma-
chine count would never be counted, even though they
may have been valid votes under Florida’s “intent of the
voter” test.

In Crawford v. Marion County Election Board, 128
S. Ct. 1610 (2008), the Supreme Court again addressed
the fundamental right to vote. This time, the Court was
faced with determining whether an Indiana law violated
the Equal Protection Clause by requiring that voters pro-
duce a government-issued photo ID as a precondition
to being allowed to vote. Those who raised the equal
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protection challenge to the requirement asserted that its
burdens would fall disproportionately on low-income
and elderly voters, who would be less likely than other
persons to have a driver’s license or other photo ID and
would not be able to exercise the right to vote if they
lacked the necessary photo ID. The Court upheld the In-
diana law, ruling that it did not violate the Equal Protec-
tion Clause. The six justices in the majority split into
two three-justice camps on the details of the appropriate
supporting reasoning. They agreed, however, that even
though voter fraud at the polls had not been a demon-
strated problem in Indiana, the photo ID requirement
was a generally applicable and not excessively burden-
some way of furthering the state’s purposes of prevent-
ing voter fraud and preserving voter confidence in the
integrity of elections.

Certain “suspect” bases of classification also trigger
more rigorous equal protection review. As of 2008, the
suspect classes and the level of scrutiny they attract are
as follows:

1. Raceand national origin. Classifications disadvantag-
ing racial or national minorities receive the most rigor-
ous kind of strict scrutiny and are almost never constitu-
tional. Still, the Supreme Court has sometimes upheld
government-required affirmative action plans and
what critics have called reverse racial discrimination—
government action that benefits racial minorities and
allegedly disadvantages whites. In 1989, however, a
majority of the Court concluded that state action of this
kind should receive the same full strict scrutiny as dis-
crimination against racial or national minorities. Re-
versing a 1990 ruling, a 1995 Supreme Court decision
held that this is true of federal government action as well
as state action. These developments have curtailed cer-
tain government-created affirmative action programs but
have not eliminated them.

In the companion cases of Gratz v. Bollinger, 539
U.S. 244 (2003), and Grutter v. Bollinger, 539 U.S. 306
(2003), the Supreme Court considered whether the
University of Michigan violated the Equal Protection
Clause by taking minority students’ race into account in
its undergraduate and law school admissions policies.
The Court recognized in the two cases that seeking
student diversity in a higher education context is a
compelling government interest. However, in Gratz, a
five-justice majority of the Court held that the univer-
sity’s undergraduate admissions policy violated the
Equal Protection Clause because the policy’s consider-
ation of minority applicants’ race became effectively
the automatic determining factor in admission deci-
sions regarding minority applicants. In Grutter, on
the other hand, a different five-justice majority held
that the university’s law school admissions policy did
not violate the Equal Protection Clause. The Grutter
majority reasoned that the law school’s policy, in con-
sidering minority applicants’ race, did so as part of in-
dividualized consideration of applicants and of various
types of diversity, not simply race. Thus, the law
school’s policy did not make race the determining fac-
tor in the impermissible way that the undergraduate
policy did.

After the decisions in Gratz and Grutter, two new
justices—Chief Justice Roberts and Justice Alito—
joined the Court as replacements for Chief Justice
Rehnquist (who died) and Justice O’Connor (who re-
tired). In a much-anticipated decision, Parents Involved
in Community Schools v. Seattle School District No. 1,
127 S. Ct. 2738 (2007), the Court held that public
school districts in Washington and Kentucky violated
the Equal Protection Clause in the ways that they con-
sidered race when assigning students to schools. There
was a five-justice majority for this holding, but Justice
Kennedy’s crucial fifth vote came in a concurring

Ethics in Action

As discussion in this chapter reveals, Supreme

Court precedent establishes that when govern-

ment action discriminates on the basis of race or sex,

the action will receive heightened scrutiny from the Court in
an equal protection case. Sexual orientation, however, has not
been treated by the Supreme Court as a classification basis
that justifies heightened scrutiny. This means that the lenient
rational basis review will be employed by a court deciding an
equal protection case in which the government is alleged to
have discriminated on the basis of sexual orientation. In a

legal sense, then, the government has more latitude to regu-
late in ways that draw lines on the basis of persons’ sexual
preference than in ways that classify on the basis of persons’
race or gender. Now view this set of issues from an ethical
perspective. Should the government be any more free to take
actions that discriminate against homosexuals—or, for that
matter, against heterosexuals—than it is to take actions that
discriminate on the basis of race or sex? As you consider this
question, you may wish to examine Chapter 4’s discussion of
ethical theories and ethical decision making.
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opinion that rejected much of the reasoning in the
plurality opinion authored by Chief Justice Roberts (and
joined by Justices Scalia, Thomas, and Alito). Justice
Breyer authored a lengthy dissent in which he spoke
for himself and Justices Stevens, Souter, and Ginsburg.
In order to provide a sense of the Court’s divisions
on the questions before it, the edited version of Parents
Involved in Community Schools (which follows shortly),
includes portions of the Chief Justice’s plurality opin-
ion, the Kennedy concurrence in the judgment, and the
Breyer dissent. (Students may want to look back at
Chapter 1’s discussion of legal reasoning before reading
the case.)

2. Alienage. Classifications based on one’s status as an
alien also receive strict scrutiny of some kind, but this
standard almost certainly is not as tough as the full strict
scrutiny normally used in race discrimination cases.
Under the “political function” exception, moreover, laws
restricting aliens from employment in positions that are
intimately related to democratic self-government only re-
ceive rational basis review. This exception has been read
broadly to allow the upholding of laws that exclude aliens
from being state troopers, public school teachers, and pro-
bation officers.

3. Sex. Although the Supreme Court has been hesitant to
make a formal declaration that sex is a suspect class, for
well more than 30 years laws discriminating on the basis
of gender have been subjected to a fairly rigorous form
of intermediate scrutiny. As the Court said in 1996, such
laws require an “exceedingly persuasive” justification.
The usual test is that government action discriminating
on the basis of sex must be substantially related to the
furtherance of an important government purpose. Under
this test, measures discriminating against women have
almost always been struck down. The Supreme Court has
said that laws disadvantaging men receive the same
scrutiny as those disadvantaging women, but this has not
prevented the Court from upholding men-only draft reg-
istration and a law making statutory rape a crime for men
alone.

4. lllegitimacy. Classifications based on one’s illegitimate
birth receive a form of intermediate scrutiny that probably
is less strict than the scrutiny given gender-based classifi-
cations. Under this vague standard, the Court has struck
down state laws discriminating against illegitimates in
areas such as recovery for wrongful death, workers’ com-
pensation benefits, Social Security payments, inheritance,
and child support.

Parents Involved in Community Schools v. Seattle School District No. 1

127 S. Ct. 2738 (U.S. Sup. Ct. 2007)

School districts in Seattle, Washington, and Jefferson County, Kentucky, voluntarily adopted student assignment plans that
relied on race to determine which schools certain children may attend. The Seattle district, which had neither created segre-
gated schools nor been subject to court-ordered desegregation, generally allowed students to choose what high school they
wished to attend. However, the district classified students as white or nonwhite and used the racial classifications as a
“tiebreaker” to allocate available slots in particular high schools and thereby seek to achieve racially diverse schools de-
spite the existence of housing patterns that would have produced little racial diversity at schools in certain areas of the city.
The Jefferson County district was subject to a federal court’s desegregation decree from 1975 until 2000, when the court dis-
solved the decree after finding that the district had eliminated the vestiges of prior segregation to the greatest extent feasi-
ble. In 2001, the district adopted a plan that classified students as black or “other” in order to make certain elementary
school assignments and to rule on transfer requests. By doing so, the district sought to achieve racial diversity in schools that
otherwise would have reflected less racial diversity in light of traditional housing patterns.

An organization of Seattle parents and the mother of a Jefferson County student, whose children were or could be as-
signed under the plans described above, filed separate suits contending that allocating children to different public schools
based solely on their race violated the Fourteenth Amendment’s Equal Protection Clause. In the Seattle case, the district
court granted the school district summary judgment, finding that its plan survived strict scrutiny because it was narrowly tai-
lored to serve a compelling government interest in achieving a racially diverse educational environment. The U. S. Court of
Appeals for the Ninth Circuit affirmed. In the Jefferson County case, the district court found that the school district had as-
serted a compelling interest in maintaining racially diverse schools, and that its plan was narrowly tailored to serve that in-
terest. The U.S. Court of Appeals for the Sixth Circuit affirmed. The U.S. Supreme Court consolidated the cases for decision
and granted the respective school districts’ petitions for a writ of certiorari.
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Roberts, Chief Justice

Both cases present the same underlying legal question—
whether a public school that had not operated legally segre-
gated schools or has been found to be unitary may choose to
classify students by race and rely upon that classification in
making school assignments.

It is well-established that when the government distributes
burdens or benefits on the basis of individual racial classifica-
tions, that action is reviewed under strict scrutiny. [E.g.,] Grutter
v. Bollinger, 539 U.S. 306 (2003). As the Court recently reaf-
firmed, “racial classifications are simply too pernicious to
permit any but the most exact connection between justifica-
tion and classification.” Gratz v. Bollinger, 539 U.S. 244, 270
(2003). In order to satisfy this searching standard of review,
the school districts must demonstrate that the use of individual
racial classifications in the assignment plans here under review
is narrowly tailored to achieve a compelling government
interest.

Without attempting to set forth all the interests a school
district might assert, it suffices to note that our prior cases, in
evaluating the use of racial classifications in the school con-
text, have recognized two interests that qualify as compelling.
The first is the compelling interest of remedying the effects of
past intentional discrimination. Yet the Seattle public schools
have not shown that they were ever segregated by law, and were
not subject to court-ordered desegregation decrees. The Jefferson
County public schools were previously segregated by law and
were subject to a desegregation decree entered in 1975. In
2000, the District Court that entered that decree dissolved it,
finding that Jefferson County had eliminated the vestiges asso-
ciated with the former policy of segregation and its pernicious
effects, and thus had achieved unitary status. Jefferson County
accordingly does not rely upon an interest in remedying the
effects of past intentional discrimination in defending its present
use of race in assigning students.

The second government interest we have recognized as com-
pelling for purposes of strict scrutiny is the interest in diversity
in higher education upheld in Grutter. The specific interest
found compelling in Grutter was student body diversity “in the
context of higher education.” The diversity interest was not fo-
cused on race alone but encompassed “all factors that may con-
tribute to student body diversity.” We described the various
types of diversity that the law school sought[, noting that the law
school’s policy] “makes clear there are many possible bases for
diversity admissions, and provides examples of admittees who
have lived or traveled widely abroad, are fluent in several lan-
guages, have overcome personal adversity and family hardship,
have exceptional records of extensive community service, and
have had successful careers in other fields.”

The entire gist of the analysis in Grutter was that the admis-
sions program at issue there focused on each applicant as an
individual, and not simply as a member of a particular racial
group. The classification of applicants by race upheld in Grutter
was only as part of a “highly individualized, holistic review.”
The point of the narrow tailoring analysis in which the Grutter
Court engaged was to ensure that the use of racial classifica-
tions was indeed part of a broader assessment of diversity, and
not simply an effort to achieve racial balance, which the Court
explained would be “patently unconstitutional.”

In the present cases, by contrast, race is not considered as part
of a broader effort to achieve “exposure to widely diverse peo-
ple, cultures, ideas, and viewpoints.” Race, for some students,
is determinative standing alone. The districts argue that other
factors, such as student preferences, affect assignment decisions
under their plans, but under each plan when race comes into
play, it is decisive by itself. It is not simply one factor weighed
with others in reaching a decision, as in Grutter; it is the factor.
Like the University of Michigan undergraduate plan struck
down in Gratz, the plans here do not provide for a meaningful
individualized review of applicants but instead rely on racial
classifications in a nonindividualized, mechanical way.

In upholding the admissions plan in Grutter, . . . this Court
relied upon considerations unique to institutions of higher edu-
cation, noting that in light of “the expansive freedoms of speech
and thought associated with the university environment, uni-
versities occupy a special niche in our constitutional tradition.”
The Court in Grutter expressly articulated key limitations on
its holding—defining a specific type of broad-based diversity
and noting the unique context of higher education—but these
limitations were largely disregarded by the lower courts in ex-
tending Grutter to uphold race-based assignments in elemen-
tary and secondary schools. The present cases are not governed
by Grutter.

Perhaps recognizing that reliance on Grutter cannot sustain
their plans, both school districts assert additional interests, dis-
tinct from the interest upheld in Grutter, to justify their race-
based assignments. Seattle contends that its use of race helps to
reduce racial concentration in schools and to ensure that racially
concentrated housing patterns do not prevent nonwhite students
from having access to the most desirable schools. Jefferson
County has articulated a similar goal, phrasing its interest in
terms of educating its students in a racially integrated environ-
ment. Each school district argues that educational and broader
socialization benefits flow from a racially diverse learning
environment, and each contends that because the diversity they
seek is racial diversity—not the broader diversity at issue in
Grutter—it makes sense to promote that interest directly by
relying on race alone.
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The parties dispute whether racial diversity in schools in
fact has a marked impact on test scores and other objective
yardsticks or achieves intangible socialization benefits. The
debate is not one we need to resolve, however, because it is clear
that the racial classifications employed by the districts are not
narrowly tailored to the goal of achieving the educational and
social benefits asserted to flow from racial diversity. In design
and operation, the plans are directed only to racial balance, pure
and simple, an objective this Court has repeatedly condemned
as illegitimate.

The plans are tied to each district’s specific racial demo-
graphics, rather than to any pedagogic concept of the level of
diversity needed to obtain the asserted educational benefits. In
Seattle, the district seeks white enrollment of between 31 and
51 percent (within 10 percent of the district white average of
41 percent), and nonwhite enrollment of between 49 and 69 per-
cent (within 10 percent of the district minority average of
59 percent). In Jefferson County, by contrast, the district seeks
black enrollment of no less than 15 or more than 50 percent, a
range designed to be equally above and below black student
enrollment systemwide. In Seattle, then, the benefits of racial
diversity require enrollment of at least 31 percent white stu-
dents; in Jefferson County, at least 50 percent. There must be at
least 15 percent nonwhite students under Jefferson County’s
plan; in Seattle, more than three times that figure. This compar-
ison makes clear that the racial demographics in each district—
whatever they happen to be—drive the required “diversity”
numbers. The plans here are not tailored to achieving a degree
of diversity necessary to realize the asserted educational bene-
fits; instead the plans are tailored [to a goal of attaining a level
of diversity within the schools that approximates the district’s
overall demographics]. The districts offer no evidence that the
level of racial diversity necessary to achieve the asserted edu-
cational benefits happens to coincide with the racial demo-
graphics of the respective school districts.

In Grutter, the number of minority students the school
sought to admit was an undefined “meaningful number”
necessary to achieve a genuinely diverse student body. Although
the matter was the subject of disagreement on the Court, the
majority concluded that the law school did not count back
from its applicant pool to arrive at the “meaningful number”
it regarded as necessary to diversify its student body. Here
the racial balance the districts seek is a defined range set solely
by reference to the demographics of the respective school
districts.

This working backward to achieve a particular type of racial
balance, rather than working forward from some demonstration
of the level of diversity that provides the purported benefits,
is a fatal flaw under our existing precedent. \We have many times

over reaffirmed that “racial balance is not to be achieved for
its own sake.” [Case citation omitted.] Grutter itself reiterated
that “outright racial balancing” is “patently unconstitutional.”

Accepting racial balancing as a compelling state interest
would justify the imposition of racial proportionality throughout
American society, contrary to our repeated recognition that
“at the heart of the Constitution’s guarantee of equal protection
lies the simple command that the Government must treat citi-
zens as individuals, not as simply components of a racial, reli-
gious, sexual or national class.” [Case citation omitted.] Racial
balancing is not transformed from “patently unconstitutional”
to a compelling state interest simply by relabeling it “racial
diversity.” While the school districts use various verbal formu-
lations to describe the interest they seek to promote—racial
diversity, avoidance of racial isolation, racial integration—they
offer no definition of the interest that suggests it differs from
racial balance.

The districts have also failed to show that they considered
methods other than explicit racial classifications to achieve
their stated goals. Narrow tailoring requires “serious, good
faith consideration of workable race-neutral alternatives,” [case
citation omitted,] and yet in Seattle several alternative assign-
ment plans—many of which would not have used express racial
classifications—were rejected with little or no consideration.
Jefferson County has failed to present any evidence that it con-
sidered alternatives.

In Brown v. Board of Education, 347 U.S. 483 (1954), we
held that segregation deprived black children of equal educa-
tional opportunities regardless of whether school facilities and
other tangible factors were equal, because government classifi-
cation and separation on grounds of race themselves denoted
inferiority. It was not the inequality of the facilities but the fact
of legally separating children on the basis of race on which the
Court relied to find a constitutional violation in 1954. The par-
ties . . . debate which side is more faithful to the heritage of
Brown, but the position of the plaintiffs in Brown was spelled
out in their brief and could not have been clearer: “The Four-
teenth Amendment prevents states from according differential
treatment to American children on the basis of their color or
race.” What do the racial classifications at issue here do, if not
accord differential treatment on the basis of race? As counsel
who appeared before this Court for the plaintiffs in Brown put
it: “We have one fundamental contention which we will seek to
develop in the course of this argument, and that contention is
that no State has any authority under the equal-protection
clause of the Fourteenth Amendment to use race as a factor in
affording educational opportunities among its citizens.” There
is no ambiguity in that statement. And it was that position that
prevailed in this Court. What do the racial classifications do in
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these cases, if not determine admission to a public school on a
racial basis?

Before Brown, schoolchildren were told where they could
and could not go to school based on the color of their skin. The
school districts in these cases have not carried the heavy burden
of demonstrating that we should allow this once again—even
for very different reasons. For schools that never segregated
on the basis of race, such as Seattle, or that have removed
the vestiges of past segregation, such as Jefferson County, the
way “to achieve a system of determining admission to the
public schools on a nonracial basis” [quoting Brown] is to stop
assigning students on a racial basis. The way to stop discrimi-
nation on the basis of race is to stop discriminating on the basis
of race.

Decisions of Sixth and Ninth Circuit Courts of Appeal
reversed, and cases remanded for further proceedings.

Kennedy, Justice, concurring in part and concurring
in the judgment

In my view the state-mandated racial classifications at issue . . .
are unconstitutional as the cases now come to us. | agree with
The Chief Justice that [the Seattle and Jefferson County plans
violate the Equal Protection Clause]. My views[, however,] do
not allow me to join the balance of the [plurality] opinion by
The Chief Justice. The plurality [opinion] does not acknowledge
that the school districts have identified a compelling interest
here. For this reason, among others, | [join only portions of the
plurality opinion]. Diversity, depending on its meaning and def-
inition, is a compelling educational goal a school district may
pursue.

[P]arts of the opinion by The Chief Justice imply an all-too-
unyielding insistence that race cannot be a factor in instances
when, in my view, it may be taken into account. The plurality
opinion is too dismissive of the legitimate interest government
has in ensuring all people have equal opportunity regardless of
their race. The plurality’s postulate that “the way to stop dis-
crimination on the basis of race is to stop discriminating on
the basis of race” is not sufficient to decide these cases. Fifty
years of experience since Brown v. Board of Education should
teach us that the problem before us defies so easy a solution.
School districts can seek to reach Brown’s objective of equal
educational opportunity. The plurality opinion is at least open
to the interpretation that the Constitution requires school
districts to ignore the problem of de facto resegregation in
schooling. | cannot endorse that conclusion. To the extent the
plurality opinion suggests the Constitution mandates that state
and local school authorities must accept the status quo of racial
isolation in schools, it is, in my view, profoundly mistaken.

In the administration of public schools by the state and local
authorities it is permissible to consider the racial makeup of
schools and to adopt general policies to encourage a diverse
student body, one aspect of which is its racial composition. If
school authorities are concerned that the student-body compo-
sitions of certain schools interfere with the objective of offer-
ing an equal educational opportunity to all of their students,
they are free to devise race-conscious measures to address the
problem in a general way and without treating each student in
different fashion solely on the basis of a systematic, individual
typing by race. School boards may pursue the goal of bringing
together students of diverse backgrounds and races through
other means, including strategic site selection of new schools;
drawing attendance zones with general recognition of the demo-
graphics of neighborhoods; allocating resources for special
programs; recruiting students and faculty in a targeted fashion;
and tracking enrollments, performance, and other statistics by
race. These mechanisms are race-conscious but do not lead to
different treatment based on a classification that tells each stu-
dent he or she is to be defined by race, so [none of them should
be found unconstitutional].

This Nation has a moral and ethical obligation to fulfill
its historic commitment to creating an integrated society that
ensures equal opportunity for all of its children. A compelling
interest exists in avoiding racial isolation, an interest that a
school district, in its discretion and expertise, may choose to
pursue. Likewise, a district may consider it a compelling inter-
est to achieve a diverse student population. Race may be one
component of that diversity, but other demographic factors,
plus special talents and needs, should also be considered. What
the government is not permitted to do, absent a showing of
necessity not made here, is to classify every student [solely] on
the basis of race and to assign each of them to schools based
on that classification.

The decision today should not prevent school districts from
continuing the important work of bringing together students
of different racial, ethnic, and economic backgrounds. Due to a
variety of factors—some influenced by government, some
not—neighborhoods in our communities do not reflect the
diversity of our Nation as a whole. Those entrusted with directing
our public schools can bring to bear the creativity of experts,
parents, administrators, and other concerned citizens to find a
way to achieve the compelling interests they face without
resorting to widespread governmental allocation of benefits
and burdens on the basis of racial classifications.

Breyer, Justice, dissenting

The school board plans before us resemble many others
adopted in the last 50 years by primary and secondary schools
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throughout the Nation. All of those plans represent local efforts
to bring about the kind of racially integrated education that
Brown v. Board of Education long ago promised—efforts that
this Court has repeatedly required, permitted, and encouraged
local authorities to undertake. This Court has recognized that
the public interests at stake in such cases are “compelling.” We
have approved of “narrowly tailored” plans that are no less
race-conscious than the plans before us. And we have under-
stood that the Constitution permits local communities to adopt
desegregation plans even where it does not require them to
do so.

The plurality pays inadequate attention to this law, to past
opinions’ rationales, their language, and the contexts in which
they arise. As a result, it reverses course and reaches the wrong
conclusion. In doing so, it distorts precedent, it misapplies the
relevant constitutional principles, it announces legal rules that
will obstruct efforts by state and local governments to deal
effectively with the growing resegregation of public schools, it
threatens to substitute for present calm a disruptive round of
race-related litigation, and it undermines Brown’s promise of
integrated primary and secondary education that local commu-
nities have sought to make a reality. This cannot be justified in
the name of the Equal Protection Clause.

There is reason to believe that those who drafted [the Equal
Protection Clause] would have understood the legal and practi-
cal difference between the use of race-conscious criteria . . . to
keep the races apart, and the use of race-conscious criteria . . .
to bring the races together. Although the Constitution almost
always forbids the former, it is significantly more lenient in
respect to the latter. Until today, this Court understood the Con-
stitution as affording the people, acting through their elected
representatives, freedom to select the use of “race-conscious”
criteria from among their available options [in an effort to pro-
mote integration]. Yesterday, the citizens of this Nation could
look for guidance to this Court’s unanimous pronouncements
concerning desegregation. Today, they cannot. Yesterday, school
boards had available to them a full range of means to combat
segregated schools. Today, they do not.

The Court’s decision undermines other basic institutional
principles as well. What has happened to stare decisis? The his-
tory of the plans before us, their educational importance, their
highly limited use of race—all these and more—make clear
that the compelling interest here is stronger than in Grutter.
The plans here are more narrowly tailored than the law school
admissions program there at issue. Hence, applying Grutter’s
strict test, their lawfulness follows a fortiori.

And what of the long history and moral vision that the Four-
teenth Amendment itself embodies? The plurality cites in
support those who argued in Brown against segregation. But

segregation policies did not simply tell schoolchildren “where
they could and could not go to school based on the color of their
skin” [quoting the plurality opinion]; they perpetuated a caste
system rooted in the institutions of slavery and 80 years of legal-
ized subordination. The lesson of history is not that efforts
to continue racial segregation are constitutionally indistinguish-
able from efforts to achieve racial integration. Indeed, it is a
cruel distortion of history to compare Topeka, Kansas, in the
1950s [the setting in Brown] to Louisville and Seattle in the
modern day—to equate the plight of Linda Brown (who was or-
dered to attend a Jim Crow school [in 1950s Topeka]) to the cir-
cumstances of Joshua McDonald (whose request to transfer to a
[Jefferson County] school closer to home was initially declined).

Finally, what of the hope and promise of Brown? It was
not long ago that people of different races drank from sepa-
rate fountains, rode on separate buses, and studied in sepa-
rate schools. In this Court’s finest hour, Brown v. Board of
Education challenged this history and helped to change it.
For Brown held out a promise . . . of true racial equality—not
as a matter of fine words on paper, but as a matter of every-
day life in the Nation’s cities and schools. [Brown’s promise]
was about the nature of a democracy that must work for all
Americans. It sought one law, one Nation, one people, not
simply as a matter of legal principle but in terms of how we
actually live.

Not everyone welcomed this Court’s decision in Brown.
Three years after that decision was handed down, the Governor
of Arkansas ordered state militia to block the doors of a white
schoolhouse so that black children could not enter. The President
of the United States dispatched the 101st Airborne Division
to Little Rock, Arkansas, and federal troops were needed to
enforce a desegregation decree. Today, 50 years later, attitudes
toward race in this Nation have changed dramatically. Many
parents, white and black alike, want their children to attend
schools with children of different races. Indeed, the very
school districts that once spurned integration now strive for it.
The long history of their efforts reveals the complexities and
difficulties they have faced. And in light of those challenges,
they have asked us not to take from their hands the instruments
they have used to rid their schools of racial segregation, instru-
ments that they believe are needed to overcome the problems
of cities divided by race and poverty. The plurality would decline
their modest request.

The plurality is wrong to do so. The last half-century has
witnessed great strides toward racial equality, but we have not
yet realized the promise of Brown. To invalidate the plans under
review is to threaten the promise of Brown. The plurality’s posi-
tion, | fear, would break that promise. This is a decision that the
Court and the Nation will come to regret.
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Equal Protection and Levels of Scrutiny

CONCEPT REVIEW

Type of Government Action

Controlling Test

Operation and Effect of Test

Government action that discriminates

but neither affects exercise of fundamental
right nor discriminates against suspect class
(e.g., most social and economic regulation)

Government action that discriminates
concerning ability to exercise fundamental

Rational basis

Full strict scrutiny

Lenient test—government action is
constitutional if rationally related to
legitimate government purpose.

Very rigorous test—government action
is unconstitutional unless necessary to

right

Government action that discriminates
on basis of race or national origin

Government action that discriminates
on basis of alienage

Government action that discriminates

Full strict scrutiny

Less than full strict scrutiny
as general rule; rational
basis when public function
exception applies

Intermediate scrutiny

fulfillment of compelling government
purpose.

\ery rigorous test—government action
is unconstitutional unless necessary to

fulfillment of compelling government

purpose.

Rigorous test—though softer application
of full strict scrutiny requirements.
When public function exception applies,
test is lenient.

Moderately rigorous test—government

on basis of sex (gender)

Government action that discriminates
on basis of illegitimacy

Intermediate scrutiny, but
to lesser degree than in
gender discrimination cases

action is unconstitutional unless
substantially related to fulfillment
of important government purpose.

Moderately rigorous test—though
softer application of intermediate
scrutiny requirements.

Independent Checks
Applying Only to the States

The Contract Clause Article I, section 10 of
the Constitution states: “No State shall . . . passany . . .
Law impairing the Obligation of Contracts.” Known as
the Contract Clause, this provision deals with state laws
that change the parties’ performance obligations under
an existing contract after that contract has been made.?
The original purpose of the Contract Clause was to strike
down the many debtor relief statutes passed by the states
after the Revolution. These statutes impaired the obliga-
tions of existing private contracts by relieving debtors of

2Under the Fifth Amendment’s Due Process Cause, standards similar
to those described in this section apply to the federal government.

what they owed to creditors. In two early 19th-century
cases, however, the Contract Clause also was held to pro-
tect the obligations of governmental contracts, charters,
and grants.

The Contract Clause probably was the most impor-
tant constitutional check on state regulation of the econ-
omy for much of the 19th century. Beginning in the lat-
ter part of that century, the clause gradually became
subordinate to legislation based on the states’ police
powers. By the mid-20th century, most observers treated
the clause as being of historical interest only. In 1977,
however, the Supreme Court gave the Contract Clause
new life by announcing a fairly strict constitutional test
governing situations in which a state impairs its own con-
tracts, charters, and grants. Such impairments, the Court
said, must be “reasonable and necessary to serve an
important public purpose.”
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During recent decades, the Court has continued its
deference toward state regulations that impair the obliga-
tions of private contracts. Consider, for instance, Exxon
Corp. v. Eagerton (1983). For years, Exxon had paid a
severance tax under Alabama law on oil and gas it drilled
within the state. As the tax increased, appropriate provi-
sions in Exxon’s contracts with the purchasers of its oil
and gas allowed Exxon to pass on the amounts of the
increases to the purchasers. Alabama, however, enacted
a law that not only increased the severance tax but also
forbade producers of oil and gas from passing on the
increase to purchasers. Exxon filed suit, seeking a decla-
ration that the law’s pass-on prohibition was unconstitu-
tional under the Contract Clause. Affirming Alabama’s
highest court, the U.S. Supreme Court observed that the
Contract Clause allows the states to adopt broad regula-
tory measures without having to be concerned that private
contracts will be affected. The pass-on prohibition was
designed to advance a broad public interest in protecting
consumers against excessive prices and was applicable
to all oil and gas producers regardless of whether they
were then parties to contracts containing pass-on provi-
sions. Therefore, the Court reasoned, the Alabama statute
did not violate the Contract Clause.

Burden on, or Discrimination against,
Interstate Commerce In addition to empow-
ering Congress to regulate interstate commerce, the
Commerce Clause limits the states’ ability to burden or
discriminate against such commerce. This limitation is
not expressly stated in the Constitution. Instead, it arises
by implication from the Commerce Clause and reflects
that clause’s original purpose of blocking state protec-
tionism and ensuring free interstate trade. (Because this
limitation arises by implication, it is often referred to as
the “dormant” Commerce Clause—a term used by the
Supreme Court in the Davis case, which follows shortly.)
The burden-on-commerce limitation and the nondis-
crimination principle operate independently of congres-
sional legislation under the commerce power or other
federal powers. If appropriate federal regulation is
present, the preemption questions discussed in the next
section may also arise.

Many different state laws can raise burden-on-
commerce problems. For example, state regulation of
transportation (e.g., limits on train or truck lengths) has
been a prolific source of litigation. The same is true of
state restrictions on the importation of goods or resources,
such as laws forbidding the sale of out-of-state food
products unless they meet certain standards. Such restric-

tions sometimes benefit local economic interests and
reflect their political influence. Burden-on-commerce
issues also arise if states try to aid their own residents by
blocking the export of scarce or valuable products, thus
denying out-of-state buyers access to those products.

In part because of the variety of state regulations it
has had to consider, the Supreme Court has not adhered
to one consistent test for determining when such regula-
tions impermissibly burden interstate commerce. In a 1994
case, the Court said that if a state law discriminates
against interstate commerce, the strictest scrutiny will be
applied in the determination of the law’s constitutional-
ity. Discrimination is express when state laws treat local
and interstate commerce unequally on their face.

State laws might also discriminate even though on
their face, they seem neutral regarding interstate com-
merce. This occurs when their effect is to burden or hinder
such commerce. In one case, for example, the Supreme
Court considered a North Carolina statute that required
all closed containers of apples sold within the state to
bear only the applicable U.S. grade or standard. The State
of Washington, the nation’s largest apple producer, had
its own inspection and grading system for Washington
apples. This system generally was regarded as superior
to the federal system. The Court struck down the North
Carolina statute because it benefited local apple produc-
ers by forcing Washington sellers to regrade apples sold
in North Carolina (thus raising their costs of doing busi-
ness) and by undermining the competitive advantage pro-
vided by Washington’s superior grading system.

On the other hand, state laws that regulate evenhandedly
and have only incidental effects on interstate commerce
are constitutional if they serve legitimate state interests
and their local benefits exceed the burden they place on
interstate commerce. There is no sharp line between such
regulations and those that are almost always unconstitu-
tional under the tests discussed above. In a 1981 Supreme
Court case, a state truck-length limitation that differed
from the limitations imposed by neighboring states
failed to satisfy the tests for constitutionality. The Court
concluded that the measure did not further the state’s
legitimate interest in highway safety because the trucks
banned by the state generally were as safe as those it
allowed. In addition, whatever marginal safety advantage
the law provided was outweighed by the numerous prob-
lems it posed for interstate trucking companies.

Laws may also unconstitutionally burden interstate
commerce when they directly regulate that commerce.
This can occur, for example, when state price regulations
require firms to post the prices at which they will sell
within the state and to promise that they will not sell
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below those prices in other states. Because they affect
prices in other states, such regulations directly regulate
interstate commerce and usually are unconstitutional.
Department of Revenue of Kentucky v. Davis, which
follows, addresses a number of the principles discussed

in the foregoing section. The Supreme Court goes on in
Davis to explain an important analytical wrinkle: the
greater latitude given, in dormant Commerce Clause
cases, to states that have acted as market participants
rather than merely as market regulators.

Department of Revenue of Kentucky v. Davis

2008 U.S. LEXIS 4312 (U.S. Sup. Ct. 2008)

As most other states do, the Commonwealth of Kentucky taxes its residents’ income. Kentucky law establishes that income
subject to taxation includes “interest income derived from obligations of sister states and political subdivisions thereof;” but
not interest income from obligations of Kentucky. Interest on bonds issued by Kentucky and its political subdivisions is thus
exempt from Kentucky income tax, whereas interest on municipal bonds of other states and their subdivisions is taxable.
The tax exemption for Kentucky bonds helps make those bonds attractive to in-state purchasers even if they carry somewhat
lower rates of interest than other states” bonds or those issued by private companies. Most other states have differential tax
schemes that resemble Kentucky’s.

George and Catherine Davis are Kentucky residents who paid state income tax on interest from out-of-state municipal
bonds, and then sued the Department of Revenue of Kentucky (hereinafter, Kentucky) in state court in an effort to obtain a
refund. The Davises claimed that Kentucky’s differential taxation of municipal bond interest impermissibly discriminates
against interstate commerce in violation of the U.S. Constitution’s Commerce Clause. The trial court ruled in favor of
Kentucky, but the Court of Appeals of Kentucky reversed. In doing so, the appellate court rejected the reasoning of an Ohio
decision upholding a similar tax scheme that had been challenged under the Commerce Clause. The Supreme Court of
Kentucky denied review. However, the U.S. Supreme Court granted Kentucky’s petition for a writ of certiorari because of the
conflict between the Kentucky and Ohio courts on an important question of constitutional law, and because the result reached

by the Kentucky court cast constitutional doubt on a tax regime adopted by a majority of the states.

Souter, Justice

For the better part of two centuries States and their political
subdivisions have issued bonds for public purposes, and for
nearly half that time some States have exempted interest on
their own bonds from their state income taxes, which are im-
posed on bond interest from other States. The question here is
whether Kentucky’s version of this differential tax scheme of-
fends the Commerce Clause.

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

Funding the work of government this way follows a tradi-
tion going back as far as the 17th century. Municipal bonds
first appeared in the United States in the early 19th century.
The municipal bond market had swelled by the mid-1840s.

Bonds funded some of the great public works of the day, in-
cluding New York City’s first water system. At the turn of the
20th century, the total state and municipal debt was closing in
on $2 bhillion, and by the turn of the millennium, over $1.5 tril-
lion in municipal bonds were outstanding.

Differential tax schemes [such as] Kentucky’s have a long
pedigree, too. State income taxation became widespread in the
early 20th century, and along with the new tax regimes came
exemptions and deductions to induce all sorts of economic
behavior. Today, 41 States have [differential tax laws similar to]
the one before us.

The Commerce Clause empowers Congress “[t]o regulate
Commerce . . . among the several States,” and although its
terms do not expressly restrain “the several States” in any way,
we have sensed a negative implication in the provision since
the early days. The modern law of what has come to be called
the dormant Commerce Clause is driven by concern about
“economic protectionism—that is, regulatory measures designed
to benefit in-state economic interests by burdening out-of-state
competitors.” [Case citation omitted.] The point is to “effectuat[e]
the Framers’ purpose to prevent a State from retreating into
[the] economic isolation” [case citation omitted] “that had
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plagued relations among the Colonies and later among the
States under the Articles of Confederation.” [Case citation
omitted.] The law has had to respect a cross purpose as well, for
the Framers’ distrust of economic Balkanization was limited by
their federalism favoring a degree of local autonomy.

Under the resulting protocol for dormant Commerce Clause
analysis, we ask whether a challenged law discriminates against
interstate commerce. See Oregon Waste Systems, Inc. v. Depart-
ment of Environmental Quality of Ore., 511 U.S. 93, 99, 114 S.
Ct. 1345, 128 L. Ed. 2d 13 (1994). [We noted in Oregon Waste
Systems that] a discriminatory law is “virtually per se invalid,”
and will survive only if it “advances a legitimate local purpose
that cannot be adequately served by reasonable nondiscrimina-
tory alternatives.” Absent discrimination for the forbidden
purpose, however, the law “will be upheld unless the burden
imposed on [interstate] commerce is clearly excessive in rela-
tion to the putative local benefits.” [Case citation omitted.]

Some cases run a different course, however, and an exception
covers States that go beyond regulation and themselves “parti-
cipat[e] in the market” so as to “exercis[e] the right to favor
[their] own citizens over others.” Hughes v. Alexandria Scrap
Corp., 426 U.S. 794 (1976). This “market-participant” excep-
tion reflects a “basic distinction . . . between States as market
participants and States as market regulators,” [t]here [being] no
indication of a constitutional plan to limit the ability of the
States themselves to operate freely in the free market.” [Case
citation omitted.] Thus, in Alexandria Scrap, we found that a
state law authorizing state payments to processors of automo-
bile hulks validly burdened out-of-state processors with more
onerous documentation requirements than their in-state coun-
terparts. Likewise, [later decisions] accepted South Dakota’s
policy of giving in-state customers first dibs on cement produced
by a state-owned plant, and [upheld] a Boston executive order
requiring half the workers on city-financed construction pro-
jects to be city residents.

Our most recent look at the reach of the dormant Commerce
Clause came just last Term, in a case decided independently
of the market participation precedents. United Haulers, [cited
earlier,] upheld a “flow control” ordinance requiring trash haulers
to deliver solid waste to a processing plant owned and operated
by a public authority in New York State. We found “[c]Jompelling
reasons” for “treating [the ordinance] differently from laws
favoring particular private businesses over their competitors.”
[As noted in United Haulers,] state and local governments that
provide public goods and services on their own, unlike private
businesses, are “vested with the responsibility of protecting the
health, safety, and welfare of [their] citizens,” and laws favor-
ing such States and their subdivisions may “be directed toward
any number of legitimate goals unrelated to protectionism.”
That was true in United Haulers, where the ordinance

addressed waste disposal, “both typically and traditionally a
local government function.” And if more had been needed
to show that New York’s object was consequently different
from forbidden protectionism, we pointed out that “the most
palpable harm imposed by the ordinances—more expensive
trash removal—[was] likely to fall upon the very people who
voted for the laws,” rather than out-of-state interests. Being con-
cerned that a “contrary approach . . . would lead to unprece-
dented and unbounded interference by the courts with state and
local government,” we held that the ordinance did “not discrim-
inate against interstate commerce for purposes of the dormant
Commerce Clause.”

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

Thus, United Haulers provides a firm basis for reversal.
Just like the ordinances upheld there, Kentucky’s tax exemp-
tion . . . does “not “discriminate against interstate commerce’
for purposes of the dormant Commerce Clause.”

[Our dissenting colleagues] rightly praise the virtues of the
free market, and [warn] that our decision to uphold Kentucky’s
tax scheme will result in untoward consequences for that mar-
ket. But the warning is alarmism; going back to 1919 the state
regimes of differential bond taxation have been elements of
the national commerce without wilting the Commerce Clause. The
threat would come, instead, from the dissent[ers’] approach,
which to a certainty would upset the market in bonds and the
settled expectations of their issuers based on the experience of
nearly a century.
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We have been here before. Our predecessors on this Court
responded to an earlier invitation to the adventurism of over-
turning a traditional local taxing practice. Justice Holmes an-
swered that “the mode of taxation is of long standing, and upon
questions of constitutional law the long settled habits of the
community play a part. . . . [T]he fact that the system has been
in force for a very long time is of itself a strong reason . . . for

Federal Preemption The constitutional princi-
ple of federal supremacy dictates that when state law
conflicts with valid federal law, the federal law is
supreme. In such a situation, the state law is said to be
preempted by the federal regulation. The central question
in most federal preemption cases is the intent of Con-
gress. Thus, such cases often present complex questions
of statutory interpretation.

Federal preemption of state law generally occurs for
one or more of four reasons:

1. There is a literal conflict between the state and federal
measures, so that it is impossible to follow both simul-
taneously.

2. The federal law specifically states that it will preempt
state regulation in certain areas. Similar statements
may also appear in the federal statute’s legislative
history. Courts sometimes find such statements per-
suasive even when they appear only in the legislative
history and not in the statute itself.

3. The federal regulation is pervasive. If Congress has
“occupied the field” by regulating a subject in great
breadth and/or in considerable detail, such action by
Congress may suggest an intent to displace state reg-
ulation of the subject. This may be especially likely
where Congress has given an administrative agency
broad regulatory power in a particular area.

4. The state regulation is an obstacle to fulfilling the pur-
poses of the federal law. Here, the party challenging
the state law’s constitutionality typically claims that
the state law interferes with the purposes she attributes
to the federal measure (purposes usually found in its
legislative history).

The Takings Clause

The Fifth Amendment states that “private property [shall
not] be taken for public use, without just compensation.”
Because this Takings Clause has been incorporated
within Fourteenth Amendment due process, it applies to

leaving any improvement that may be desired to the legisla-
ture.” Paddell v. City of New York, 211 U.S. 446, 448, 29 S. Ct.
139, 53 L. Ed. 275 (1908).

Decision of Court of Appeals of Kentucky reversed, and case
remanded for further proceedings.

the states. Traditionally, it has come into play when the
government formally condemns land through its power
of eminent domain,® but it has many other applications
as well.

The Takings Clause both recognizes government’s
power to take private property and limits the exercise of
that power. It does so by requiring that when property is
subjected to a governmental taking, the taking must be
for a public use and the property owner must receive just
compensation. We now consider these four aspects of the
Takings Clause in turn.

1. Property. The Takings Clause protects other property
interests besides land and interests in land. Although
its full scope is unclear, the clause has been held to
cover takings of personal property, liens, trade secrets,
and contract rights.

2. Taking. Because of the range of property interests it
may cover, the Takings Clause potentially has a broad
scope. Another reason for the clause’s wide possible
application is the range of government activities that
may be considered takings. Of course, the govern-
ment’s use of formal condemnation procedures to
acquire private property is a taking. There also may be
a taking when the government physically invades
private property or allows someone else to do so.

It has long been recognized, moreover, that overly
extensive land use regulation may so diminish the
value of property or the owner’s enjoyment of it as to
constitute a taking. Among the factors courts consider
in such “regulatory taking” cases are the degree to
which government deprives the owner of free posses-
sion, use, and disposition of his property; the overall
economic impact of the regulation on the owner; and
how much the regulation interferes with the owner’s
reasonable investment-backed expectations regarding
the future use of the property. In Lucas v. South

3Eminent domain and the Takings Clause’s application to land use
problems are discussed in Chapter 24.
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Carolina Coastal Council (1992), the Supreme Court
held that there is an automatic taking when the gov-
ernment denies the owner all economically beneficial
uses of the land. When this is not the case, courts tend
to apply some form of means-ends scrutiny in deter-
mining whether land use regulation has gone too far
and thus amounts to a regulatory taking.

. Public use. Once a taking of property has occurred,
it is unconstitutional unless it is for a public use. The
public use element took center stage in a widely

publicized 2005 Supreme Court decision, Kelo v.
City of New London. For discussion of Kelo, see
Figure 2.

4. Just compensation. Even if a taking of property is for

a public use, it still is unconstitutional if the property
owner does not receive just compensation. Although
the standards for determining just compensation vary
with the circumstances, the basic test is the fair mar-
ket value of the property (or of the lost property right)
at the time of the taking.

Figure 2 Economic Development as Public Use?

Does the government’s taking of private property for the
purpose of economic development satisfy the public use
requirement set forth in the Fifth Amendment’s Takings
Clause? In Kelo v. City of New London, 545 U.S. 469 (2005),
the U.S. Supreme Court answered “yes.”

New London, Connecticut, experienced economic de-
cline for a considerable number of years. The city therefore
made economic revitalization efforts, which included a plan
to acquire 115 parcels of real estate in a 90-acre area and
create, in collaboration with private developers, a multifac-
eted zone that would combine commercial, residential,
and recreational elements. The planned development was
designed to increase tax revenue, create jobs, and otherwise
capitalize on the economic opportunities that city officials
expected would flow from a major pharmaceutical com-
pany’s already-announced plan to construct a large facility
near the area the city wished to develop.

The city was able to negotiate the purchase of most
parcels of property in the 90-acre area, but some property
owners refused to sell. The latter group included homeown-
ers Susette Kelo and Wilhelmina Dery. Kelo had lived in her
home for several years, had made substantial improvements
to it, and especially enjoyed the water view it afforded.
Dery, who was born in 1918, had lived her entire life in the
home the city sought to acquire. Both homes were well
maintained. After the city decided to use its eminent domain
power to acquire the properties of those owners who refused
to sell, Kelo, Dery, and the other nonselling owners filed
suit in state court. They contended that the city’s plan to take
their property for the purpose of economic development did
not involve a public use and thus would violate the Fifth
Amendment’s Takings Clause. The dispute made its way
through the Connecticut courts and then to the U.S.
Supreme Court, where a five-justice majority ruled in favor
of the city.

Writing for the majority in Kelo v. City of New London,
Justice Stevens noted that earlier decisions had identified
three types of eminent domain settings in which the govern-
ment’s acquisition of private property satisfied the constitutional

public use element: first, when the government planned to
develop a government-owned facility (e.g., a military base);
second, when the government planned to construct, or allow
others to construct, improvements to which the public would
have broad access (e.g., highways or railroads); and third,
when the government sought to further some meaningful
public purpose. Justice Stevens observed that precedents
had recognized the public purpose type of public use even
if the government would not ultimately retain legal title to
the acquired property (unlike the military base example)
and the acquired property would not be fully opened up for
public access (unlike the highway and railroad examples).
The Court acknowledged that the public use requirement
clearly would not be satisfied if the government took pri-
vate party A’s property simply to give it to private party B.
However, the Court stressed, the prospect that private parties
might ultimately own or control property the government
had acquired through eminent domain would not make the
taking unconstitutional if an overriding public purpose
prompted the government’s use of eminent domain. Simi-
larly, even if certain private parties (e.g., the pharmaceutical
company and private developers in the Kelo facts) would
stand to benefit from the government’s exercise of eminent
domain, such a fact would not make the taking unconstitu-
tional if a public purpose supported the taking.

The Kelo majority stressed the particular relevance of
two earlier Supreme Court decisions, Berman v. Parker, 348
U.S. 26 (1954), and Hawaii Housing Authority v. Midkiff, 467
U.S. 299 (1984). In Berman, the Court sustained Washington,
D.C.’s use of eminent domain to take property that included
businesses and “blighted” dwellings in order to construct a
low-income housing project and new streets, schools, and
public facilities. In Midkiff, the Court upheld Hawaii’s use of
eminent domain to effectuate a legislative determination
that Hawaii’s long-standing land oligopoly, under which
property ownership was highly concentrated among a small
number of property owners, had to be broken up for social
and economic reasons. The Kelo majority concluded that
significant public purposes were present in both Berman
and Midkiff and that those decisions led logically to the
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conclusion that economic development was a public pur-
pose weighty enough to constitute public use for purposes
of the Takings Clause. Therefore, the Court upheld the city’s
exercise of eminent domain in Kelo.

In his majority opinion, Justice Stevens was careful to
point out that because the constitutional question was
whether a public use existed, it was not the Court’s job to de-
termine the wisdom of the government’s attempt to exercise
eminent domain. Neither should the Court allow its decision
to be guided by the undoubted hardship that eminent do-
main places on unwilling property owners who must yield
their homes to the state (albeit in return for “just compensa-
tion”). Justice Stevens emphasized that if state legislatures
believed an economic development purpose such as the one
the City of New London had in mind should not be used to
support an exercise of eminent domain, the legislatures were
free to specify, in their state statutes, that eminent domain
could not be employed for an economic development
purpose. The Court’s determination of what is a public use
for purposes of the Takings Clause sets a protective floor for
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property owners, with states being free to give greater
protection against takings by the government.

The four dissenting justices in Kelo issued sharply
worded opinions expressing their disagreement with the
majority’s characterization of Berman and Midkiff as having
led logically to the conclusion that economic development
was a public use. In emotional terms, the dissenters accused
the majority of having effectively erased the public use re-
quirement from the Takings Clause. The Kelo decision drew
considerable media attention, perhaps more because of what
appeared to be considerable hardship to property owners
such as Kelo and Dery than because of new legal ground—
if any—broken in the decision. For many observers, the
case’s compelling facts led to a perception that the city had
engaged in overreaching. The Court’s decision in Kelo
meant that in a legal sense, there was no overreaching on
the part of the city. Was there, however, overreaching in an
ethical sense? How would utilitarians answer that question?
What about rights theorists? (As you consider the questions,
you may wish to consult Chapter 4.)

Problems and Problem Cases

1

In 1967, Gary Jones purchased a house on North
Bryan Street in Little Rock, Arkansas. He and his wife
lived in the house until they separated in 1993. Jones
then moved into an apartment in Little Rock, and his
wife continued to live in the house. Jones paid his
mortgage each month for 30 years. The mortgage
company paid the property taxes on the house. After
Jones paid off his mortgage in 1997, the property taxes
went unpaid. In April 2000, the Arkansas Commis-
sioner of State Lands (Commissioner) attempted to
notify Jones of his tax delinquency and his right to re-
deem the property by paying the past-due taxes. The
Commissioner sought to provide this notice by mail-
ing a certified letter to Jones at the North Bryan Street
address. Arkansas law approved the use of such a
method of providing notice. The packet of information
sent by the Commissioner stated that unless Jones re-
deemed the property, it would be subject to public sale
two years later. No one was at home to sign for the let-
ter. No one appeared at the post office to retrieve the
letter within the next 15 days. The post office then re-
turned the unopened packet to the Commissioner with
an “unclaimed” designation on it. In the spring of
2002, a few weeks before the public sale scheduled for

Jones’s house, the Commissioner published a notice of
public sale in a local newspaper. No bids were submit-
ted, meaning that under Arkansas law, the state could
negotiate a private sale of the property.

Several months later, Linda Flowers submitted a
purchase offer. The Commissioner then mailed an-
other certified letter to Jones at the North Bryan
Street address, attempting to notify him that his
house would be sold to Flowers if he did not pay his
delinquent taxes. As with the first letter, the second
letter was returned to the Commissioner with an “un-
claimed” designation. Flowers purchased the house.
Immediately after the expiration of the 30-day period
in which Arkansas law would have allowed Jones to
make a post-sale redemption of the property by pay-
ing the past-due taxes, Flowers had an eviction notice
delivered to the North Bryan Street property. The
notice was served on Jones’s daughter, who contacted
Jones and notified him of the tax sale. Jones then
filed a lawsuit in Arkansas state court against the
Commissioner and Flowers. In his lawsuit, Jones
contended that the Commissioner’s failure to provide
notice of the tax sale and of Jones’s right to redeem
resulted in the taking of his property without due
process. The trial court ruled in favor of the Commis-
sioner and Flowers, and the Arkansas Supreme Court
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affirmed. The U.S. Supreme Court agreed to decide
the case and its central question of whether Jones was
afforded due process. How did the U.S. Supreme
Court rule?

. The Food and Drug Administration Modernization
Act of 1997 (FDAMA) exempted “compounded
drugs” from the rigorous Food and Drug Adminis-
tration approval process that new drugs must ordi-
narily undergo. Compounded drugs are “cocktails”
whose ingredients are combined, mixed, or altered
by pharmacists or doctors to accommodate patients
with individualized needs. Congress exempted
compounded drugs from the usual drug approval
process because the high costs of going through the
process would likely make compounded drug pro-
duction financially unfeasible for many pharma-
cists, given the special-order nature of such medica-
tions. Providers of compounded drugs, however,
were exempted from the approval process only if
they adhered to certain conditions set by the
FDAMA. These conditions required, among other
things, that the providers not advertise or promote
the compounding of any particular drug, class of
drug, or type of drug. Congress adopted the adver-
tising restriction because it believed that the
inability to advertise the compounding of drugs
would keep the amounts of compounded drugs pro-
duced from becoming large enough to compromise
the integrity of the approval process that new drugs
generally must complete. A group of pharmacies
specializing in compounded drugs filed suit against
the U.S. Secretary of Health and Human Services
and the commissioner of the FDA, alleging that the
FDAMA’s advertising restrictions violated First
Amendment free speech rights. What type of speech
did the FDAMA restrict, and what level of First
Amendment protection attaches to such speech?
Were the pharmacists entitled to win their case?

. A federal statute, 8 U.S.C. § 1409, sets requirements
for acquisition of U.S. citizenship by a child born
outside the United States to unwed parents, only one
of whom is a U.S. citizen. If the mother is the U.S. cit-
izen, the child acquires citizenship at birth. Section
1409(a) states that when the father is the citizen par-
ent, the child acquires citizenship only if, before the
child reaches the age of 18, the child is legitimized
under the law of the child’s residence or domicile,
the father acknowledges paternity in writing under
oath, or paternity is established by a competent
court. Tuan Anh Nguyen was born in Vietnam to a

Vietnamese mother and a U.S. citizen father, Joseph
Boulais. At six years of age, Nguyen came to the
United States, where he became a lawful permanent
resident and was raised by his father. When Nguyen
was 22, he pleaded guilty in a Texas court to two
counts of sexual assault. The U.S. Immigration and
Naturalization Service initiated deportation pro-
ceedings against Nguyen, and an immigration
judge found him deportable. While Nguyen’s appeal
to the U.S. Board of Immigration Appeals was
pending, Boulais obtained from a state court an
order of parentage that was based on DNA testing.
The board dismissed Nguyen’s appeal, denying his
citizenship claim on the ground that he had not es-
tablished compliance with § 1409(a). Nguyen and
Boulais appealed to the U.S. Court of Appeals for
the Fifth Circuit, which rejected their contention
that § 1409 discriminated on the basis of gender and
thus violated the Constitution’s equal protection
guarantee. Was the Fifth Circuit’s decision correct?

. A Dallas, Texas, city ordinance restricted admission

to so-called “Class E” dance halls to persons be-
tween the ages of 14 and 18. The ordinance did not
impose similar age limitations on most other estab-
lishments where teenagers might congregate—for
example, skating rinks. Charles Stanglin, who in one
building operated both a Class E dance hall and a
roller-skating rink, filed suit in a Texas trial court in
an effort to obtain an injunction against enforcement
of the ordinance. He argued that the ordinance
violated the U.S. Constitution’s Equal Protection
Clause. The trial court rejected Stanglin’s argument,
but a Texas appellate court struck down the age re-
striction. The U.S. Supreme Court agreed to decide
the case. Did the age restriction in the Dallas ordi-
nance violate the Equal Protection Clause?

. A Stratton, Ohio, ordinance prohibited “canvassers”

from “going in and upon” private residential property
to promote a “cause” without first obtaining a permit
from the office of the mayor. The ordinance sought to
prevent fraud and crime and to protect residents’
privacy. Permits were free of charge, and were rou-
tinely issued after an applicant had filled out a
“Solicitor’s Registration Form.” After receiving a per-
mit, a solicitor was authorized to go upon the prem-
ises she had listed on the registration form. At a resi-
dent’s or a policeman’s request, the solicitor was
required to display the permit. If a resident had filled
out a “No Solicitation Registration Form” from the
mayor’s office and posted a “no solicitation” sign on
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his property, not even solicitors with permits were
allowed to enter the premises unless the resident had
listed them as exceptions on the “No Solicitation Reg-
istration Form.”

The Watchtower Bible and Tract Society of New
York, a society and congregation of Jehovahs Wit-
nesses that distributed and published religious materi-
als, did not apply for a permit. Watchtower claimed that
God orders Jehovah’s Witnesses to preach the gospel,
and that applying for a permit would insult God by
subordinating the scripture to local code. Watchtower
therefore brought an action in federal court seeking to
have the village of Stratton enjoined from enforcing
the solicitation ordinance. Watchtower contended that
the ordinance violated First Amendment rights to free
speech, free press, and the free exercise of religion.
Was Watchtower’s allegation correct?

. On August 26, while employed as a policeman at a

state university, Richard Homar was arrested by the
state police and charged with a drug felony. University
officials then suspended Homar without pay. Al-
though the criminal charges were dismissed on
September 1, Homar’s suspension remained in effect.
On September 18, he finally was provided the oppor-
tunity to tell his side of the story to university officials.
Subsequently, he was demoted to groundskeeper. He
then filed suit under a federal civil rights statue, claim-
ing that university officials’ failure to provide him
with notice and a hearing before suspension without
pay had violated due process. Was Homar correct?

. In the Violence Against Women Act, Congress pro-

vided a federal civil remedy for victims of gender-
motivated violence. A female student who had at-
tended a Virginia university brought a claim under
the Violence Against Women Act against two male
students who allegedly had sexually assaulted her
and caused her to experience severe emotional dis-
tress. The defendants challenged the Violence Against
Women Act on constitutional grounds, arguing that the
statute did not fall within the power granted to Con-
gress by the U.S. Constitution’s Commerce Clause.
Were the defendants correct in this argument?

. The Minnesota legislature passed a statute banning

the sale of milk in plastic nonrefillable, nonreusable
containers. However, it allowed sales of milk in other
nonrefillable, nonreusable containers such as paper-
board cartons. One of the justifications for this ban
on plastic jugs was that it would ease the state’s solid
waste disposal problems because plastic jugs occupy
more space in landfills than other nonreturnable milk

10.

11.

containers. A group of dairy businesses challenged
the statute, arguing that its distinction between plastic
containers and other containers was unconstitutional
under the Equal Protection Clause. What means-ends
test or level of scrutiny applies in this case? Under
that test, is easing the state’s solid waste disposal
problems a sufficiently important end? Under that
test, is there a sufficiently close “fit” between the
classification and that end to make the statutory
means constitutional? In answering the last question,
assume for the sake of argument that there were
better ways of alleviating the solid waste disposal
problem than banning plastic jugs while allowing
paperboard cartons.

Oklahoma statutes set the age for drinking 3.2 beer
at 21 for men and 18 for women. The asserted pur-
pose behind the statutes (and the sex-based classifi-
cation that they established) was traffic safety. The
statutes were challenged as a denial of equal protec-
tion by male residents of Oklahoma. What level of
scrutiny would this measure receive if women had
been denied the right to drink 3.2 beer until they
were 21 but men had been allowed to consume it at
age 18? Should this standard change because the
measure discriminates against men? Is the male
challenge to the statute likely to be successful?
While it was preparing a comprehensive land use
plan in the area, the Tahoe Regional Planning
Agency (TRPA) imposed two moratoria on develop-
ment of property in the Lake Tahoe Basin. The
moratoria together lasted 32 months. A group of
property developers affected by the moratoria filed
suit in federal court alleging that the moratoria con-
stituted an unconstitutional taking without just com-
pensation. Were the developers correct?

During the 14 years it was in effect until its repeal in
1933, the 18th Amendment to the U.S. Constitution
called for Prohibition, a nationwide outlawing of
alcoholic beverage production and distribution.
The repeal of Prohibition was accomplished by § 1
of the 21st Amendment. In its § 2, however, the 21st
Amendment preserved an ability on the part of the
individual states to regulate alcohol distribution by
providing that “[t]he transportation or importation
into any State, Territory, or possession of the United
States for delivery or use therein of intoxicating
liquors, in violation of the laws thereof, is hereby
prohibited.” As did the laws of many states, Michigan
law on alcoholic beverage distribution set up a three-
tiered system under which, as a general rule, alcoholic
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beverage producers could sell only to licensed in-
state wholesalers. Wholesalers were allowed to sell
only to licensed in-state retailers, which then could
sell to consumers. Michigan law, however, included
an exception to the three-tier system for the approx-
imately 40 wineries located in that state. The in-state
wineries were eligible for licenses that allowed di-
rect shipment to in-state consumers. Out-of-state
wineries could apply for an “outside seller of wine”
license, but such a license allowed those wineries to
sell only to in-state wholesalers and not directly to
consumers. New York law channeled alcohol sales
through a similar three-tiered system, subject to
exceptions for in-state wineries. These exceptions
allowed in-state wineries to make direct sales to
New York consumers on terms not available to out-
of-state wineries. Out-of-state wineries were allowed
to ship directly to New York consumers only if they
became licensed New York wineries—a process that
required the establishment of a branch factory,
office, or storeroom within New York.

In separate cases filed in federal district courts in
Michigan and New York, residents of Michigan and
New York who wished to receive direct shipments of
wine from out-of-state wineries sued appropriate
state officials. The plaintiffs in each case contended
that the direct-shipment laws of the relevant state
(Michigan or New York) discriminated against inter-
state commerce in violation of the U.S. Constitution’s
Commerce Clause. In each case, the defendants argued
that the ban on direct shipment from out-of-state
wineries was a valid exercise of the relevant state’s
power under § 2 of the 21st Amendment. Because
the cases led to inconsistent decisions of federal
courts of appeal on the questions presented, the U.S.
Supreme Court granted certiorari in both cases and
consolidated them for decision. Did the Michigan
and New York direct-shipment laws violate the Com-
merce Clause? Were the states’ bans on direct ship-
ment from out-of-state wineries valid exercises of the
states’ power under § 2 of the 21st Amendment?

In the Motor Carrier Act of 1980, Congress deregu-
lated trucking by eliminating federal regulations that
had previously applied to the trucking industry.
Fourteen years later, Congress sought to preempt
trucking regulation at the state level by enacting
a law providing that “a State...may not enact or
enforce a law . . . related to a price, route, or service
of any motor carrier . . . with respect to the trans-
portation of property.” After the enactment of the

1994 federal statute just quoted, the State of Maine
enacted a statute titled “An Act To Regulate the
Delivery and Sales of Tobacco Products and To
Prevent the Sale of Tobacco Products to Minors.”
One section of the Maine statute forbade anyone
other than a Maine-licensed tobacco retailer to ac-
cept an order for delivery of tobacco. The statute
went on to state that when a licensed retailer ac-
cepted an order and shipped tobacco, the retailer
had to “utilize a delivery service” that provided a
special kind of recipient-verification service. The
statute required the delivery service to make certain
that (1) the person who bought the tobacco was the
person to whom the package was addressed; (2) the
person to whom the package was addressed was of
legal age to purchase tobacco; (3) the person to
whom the package was addressed had himself or
herself signed for the package; and (4) the person to
whom the package was addressed, if under the age of
27, had produced a valid government-issued photo
identification with proof of age. Violations of the
statute were punishable by civil penalties of a mone-
tary nature. Another section of the Maine statute
forbade any person “knowingly” to “transport” a
“tobacco product” to “a person” in Maine unless
either the sender or the receiver had a Maine li-
cense. It further stated that a “person is deemed
to know that a package contains a tobacco product”
(1) if the package was marked as containing to-
bacco and displayed the name and license number of
a Maine-licensed tobacco retailer, or (2) if the person
received the package from someone whose name ap-
pears on a list of unlicensed tobacco retailers that
Maine’s Attorney General made available to various
package-delivery companies. Violations again were
made punishable by civil penalties of a monetary
nature. Various trucking associations sued in federal
court, claiming that the 1994 federal statute quoted
earlier preempted the Maine statute. Were the truck-
ing associations correct in this claim?

Online Research

The First Amendment

Using an online legal research tool, locate the U.S. Supreme
Court’s 2006 decision in Garcetti v. Ceballos. Read the opinion
of Justice Kennedy, who wrote for a five-justice majority.
Then prepare a one-page summary of why the majority
rejected the First Amendment claim made by Ceballos.
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chapter 4

BUSINESS ETHICS, CORPORATE
SOCIAL RESPONSIBILITY,
CORPORATE GOVERNANCE,
AND CRITICAL THINKING

partner has asked you to prepare an engagement plan and budget, which you dutifully complete on time.
This is the first time you have prepared an engagement plan and budget. You make sure that your plan
and budget are in line with your knowledge of what can and must be done to meet the client’s needs. The pro-
posed fee is $100,000. When you present the budget to the engagement partner, she goes ballistic. “What’s this
$100,000? This is Accent Pointe Consulting. This is the big time. What kind of consultant are you?”
“A good one,” you reply. “I’ve created a reasonable plan, and for what we are doing for the client, that is a
high-end fee.”
The partner, however, does not buy your arguments. “You make this contract $200,000,” she orders you, “and
find a way in your engagement plan to back up that price.”

You are a senior associate consultant at Accent Pointe Consulting LLP, a consulting firm. The engagement

» What action will you take?

e What process and guidelines will you use to determine what is the right thing to do in this context?

* If you decide that $100,000 is the correct contract price, how do you resist the partner’s request to make you
bill the client for $200,000?

« Will you take a different action if you know that a year from now the firm’s partners will vote on whether
you should be made a partner, and you believe the engagement partner’s recommendation will be critical to
your becoming a partner?

« Will you take a different action if you are the engagement partner and have been ordered to bill the client
$200,000 by a managing partner? Note that as a partner, your share of firm profits is determined by the
number of “units” you have, which is largely a function of the amount the firm bills clients for whom you
are the engagement partner.

» What action will you take if you discover that the managing partner’s request to bill more is a relatively
isolated incident in a firm that generally bills clients accurately? You don’t know the managing partner’s
motivation for asking you to overbill the client.

* What action will you take if you discover that the firm has a culture that encourages overbilling clients?
The overbilling culture evolved within the last decade from a desire of managing partners to enjoy a financial
status more nearly equal to the corporate executives of their clients, many of whom receive annual compensation
in the millions of dollars.
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Why Study Business Ethics?

Enron. WorldCom. Tyco. Adelphia. Global Crossing.
ImClone. These business names from the front pages of
the last decade conjure images of unethical and socially
irresponsible behavior by business executives. The United
States Congress, employees, investors, and other critics
of the power held and abused by some corporations and
their management have demanded that corporate wrong-
doers be punished and that future wrongdoers be deterred.
Consequently shareholders, creditors, and state and federal
attorneys general have brought several civil and criminal
actions against wrongdoing corporations and their ex-
ecutives. Congress has also got in on the action, passing
the Sarbanes—Oxley Act, which increased penalties for
corporate wrongdoers and established rules designed to
deter and prevent future wrongdoing. The purpose of the
statute is to encourage and enable corporate executives
to be ethical and socially responsible.

But statutes and civil and criminal actions can go only
so far in directing business managers down an ethical
path. And while avoiding liability by complying with the
law is one reason to be ethical and socially responsible,
there are noble and economic reasons that encourage
current and future business executives to study business
ethics.

Although it is tempting to paint all businesses and all
managers with the same brush that colors unethical and
irresponsible corporations and executives, in reality cor-
porate executives are little different from you, your friends,
and your acquaintances. All of us from time to time fail
to do the right thing, and we know that people have vary-
ing levels of commitment to acting ethically. The differ-
ence between most of us and corporate executives is that
they are in positions of power that allow them to do greater
damage to others when they act unethically or socially
irresponsibly. They also act under the microscope of public
scrutiny.

It is also tempting to say that current business man-
agers are less ethical than managers historically. But as
former Federal Reserve Chairman Alan Greenspan said,
“It is not that humans have become any more greedy than
in generations past. It is that the avenues to express greed
have grown enormously.”

This brings us to the first and most important reason
why we need to study business ethics: to make better deci-
sions for ourselves, the businesses we work for, and the
society we live in. As you read this chapter, you will
study not only the different theories that attempt to define
ethical conduct, but more importantly you will learn to
use a framework or strategy for making decisions. This

framework will increase the likelihood you have consid-
ered all the facts affecting your decision. By learning a
methodology for ethical decision making and studying
common thinking errors, you will improve your ability to
make ethical decisions.

Another reason we study ethics is to understand our-
selves and others better. While studying the various ethical
theories, you will see concepts that reflect your own think-
ing and the thinking of others. This chapter, by exploring
ethical theories systematically and pointing out the
strengths and weaknesses of each ethical theory, should
help you understand better why you think the way you
do and why others think the way they do. By studying
ethical theories, learning a process for ethical decision
making, and understanding common reasoning fallacies,
you should also be better able to decide how you should
think and whether you should be persuaded by the argu-
ments of others. Along the way, by better understanding
where others are coming from and avoiding fallacious
reasoning, you should become a more persuasive speaker
and writer.

There are also cynical reasons for executives to study
business ethics. By learning how to act ethically and in
fact doing so, businesses forestall public criticism, reduce
lawsuits against them, prevent Congress from passing
onerous legislation, and make higher profits. For many
corporate actors, however, these are not reasons to act ethi-
cally, but instead the natural consequences of so acting.

While we are studying business ethics, we will also
examine the role of the law in defining ethical conduct.
Some argue that it is sufficient for corporations and
executives to comply with the requirements of the law;
commonly, critics of the corporation point out that since
laws cannot and do not encompass all expressions of eth-
ical behavior, compliance with the law is necessary but
not sufficient to ensure ethical conduct. This introduces
us to one of the major issues in the corporate social
responsibility debate.

The Corporate Social
Responsibility Debate

Although interest in business ethics education has in-
creased greatly in the last few decades, that interest is
only the latest stage in a long struggle to control corporate
misbehavior. Ever since large corporations emerged in
the late 19th century, such firms have been heroes to some
and villains to others. Large corporations perform essential
national and global economic functions, including raw
material extraction, energy production, transportation,
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and communication, as well as providing consumer
goods and entertainment to millions of people.

Critics, however, claim that corporations in their pur-
suit of profits ruin the environment, mistreat employees,
sell shoddy and dangerous products, produce immoral
television shows and motion pictures, and corrupt the
political process. Critics claim that even when corpora-
tions provide vital and important services, business is
not nearly as accountable to the public as are organs of
government. For example, the public has little to say
about the election of corporate directors or the appoint-
ment of corporate officers. This lack of accountability is
aggravated by the large amount of power that big corpo-
rations wield in America and much of the rest of the
world.

These criticisms and perceptions have led to calls for
changes in how corporations and their executives make
decisions. The main device for checking corporate mis-
deeds has been the law. The perceived need to check
abuses of business power was a force behind the New
Deal laws of the 1930s and extensive federal regulations
enacted in the 1960s and 1970s. Some critics, however,
believe that legal regulation, while an important element
of any corporate control scheme, is insufficient by itself.
They argue that businesses should adhere to a standard

Ethics in Action

of ethical or socially responsible behavior that is higher
than the law.

One such standard is the stakeholder theory of corpo-
rate social responsibility. It holds that rather than merely
striving to maximize profits for its shareholders, a corpo-
ration should balance the interests of shareholders against
the interests of other corporate stakeholders, such as
employees, suppliers, customers, and the community. To
promote such behavior, some corporate critics have pro-
posed changes that increase the influence of the various
stakeholders in the internal governance of a corporation.
We will study many of these proposals later in the chapter
in the subsection on profit maximization. You will also
learn later that an ethical decision-making process requires
a business executive to anticipate the effects of a corpo-
rate decision on the various corporate stakeholders.

Despite concerns about abuses of power, big business
has contributed greatly to the unprecedented abundance
in America and elsewhere. Partly for this reason and
partly because many businesses attempt to be ethical
actors, critics have not totally dominated the debate about
control of the modern corporation. Defenders of busi-
nesses argue that in a society founded on capitalism, profit
maximization should be the main goal of businesses: the
only ethical norms firms must follow are those embodied

American physicist, mathematician, and futurist

Freeman Dyson gave insight into why we humans

may have difficulty determining which ethical view-

point to embrace. His insights also help explain why different
people have different ethical leanings.

The destiny of our species is shaped by the imperatives of
survival on six distinct time scales. To survive means to
compete successfully on all six time scales. But the unit of
survival is different for each of the six time scales. On a
time scale of years, the unit is the individual. On a time
scale of decades, the unit is the family. On a time scale of
centuries, the unit is the tribe or nation. On a time scale
of millennia, the unit is the culture. On a time scale of
tens of millennia, the unit is the species. On a time scale of
eons, the unit is the whole web of life on our planet. That is
why conflicting loyalties are deep in our nature. In order to
survive, we need to be loyal to ourselves, to our families, to
our tribes, to our culture, to our species, to our planet. If our
psychological impulses are complicated, it is because they
were shaped by complicated and conflicting demands.*

Freeman Dyson, From Eros to Gaia, (London: Penguin Books, 1993), pp. 341-42.

Dyson goes on to write, “Nature gave us greed, a robust
desire to maximize our personal winnings. Without greed we
would not have survived at the individual level.” Yet he
points out that Nature also gave us the connections and tools
to survive at the family level (Dyson calls this tool love of
family), the tribal level (love of friends), the cultural level
(love of conversation), the species level (love of people in
general), and the planetary level (love of nature).

If Dyson is correct, why are humans sometimes vastly dif-
ferent from each other in some of their ethical values? Why do
some of us argue, for example, that universal health care is a
right for each citizen, while others believe health care cover-
age should be an individual decision? The answer lies in the
degree to which each of us embraces, innately or rationally,
Dyson’s six units of survival and the extent to which each of
us possesses the connections and tools to survive on each
of those levels.
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in the law or those impacting profits. In short, they argue
that businesses that maximize profits within the limits of
the law are acting ethically. Otherwise, the marketplace
would discipline them for acting unethically by reducing
their profits.

Former Fed Chairman Alan Greenspan wrote in 1963
that moral values are the power behind capitalism. He
wrote, “Capitalism is based on self-interest and self-
esteem; it holds integrity and trustworthiness as cardinal
virtues and makes them pay off in the marketplace, thus
demanding that men survive by means of virtue, not of
vices.” Note that companies that are successful decade
after decade, like Procter & Gamble and Johnson &
Johnson, adhere to society’s core values.

We will cover other arguments supporting and criticiz-
ing profit maximization later in the chapter, where we
will consider fully proposals to improve corporate gover-
nance and accountability. For now, however, having set the
stage for the debate about business ethics and corporate
social responsibility, we want to study the definitions of
ethical behavior.

Ethical Theories

For centuries, religious and secular scholars have explored
the meaning of human existence and attempted to define
a “good life.” In this section, we will define and examine
some of the most important theories of ethical conduct.

As we cover these theories, much of what you read
will be familiar to you. The names may be new, but almost
certainly you have previously heard speeches and read
writings of politicians, religious leaders, and commenta-
tors that incorporate the values in these theories. You will
discover that your own thinking is consistent with one or
more of the theories. You can also recognize the thinking
of friends and antagonists in these theories.

None of these theories is necessarily invalid, and
many people believe strongly in any one of them.
Whether you believe your theory to be right and the
others to be wrong, it is unlikely that others will accept
what you see as the error of their ways and agree with all
your values. Instead, it is important for you to recognize
that people’s ethical values can be as diverse as human
culture. Therefore, no amount of argumentation appeal-
ing to theories you accept is likely to influence someone
who subscribes to a different ethical viewpoint.

This means that if you want to be understood by and
to influence someone who has a different ethical under-
pinning than you do, you must first determine his ethical
viewpoint and then speak in an ethical language that will
be understood and accepted by him. Otherwise, you and

your opponent are like the talking heads on nighttime
cable TV news shows, whose debates often are reduced
to shouting matches void of any attempt to understand
the other side.

3 \LOG ON |

Go to
www.iep.utm.edu
The Internet Encyclopedia of Philosophy gives you back-
ground on all the world’s great philosophers from Abelard to
Zizek. You can also study the development of philosophy from
ancient times to the present. Many of the world’s great philoso-
phers addressed the question of ethical or moral conduct.

The four ethical theories we will study are rights theory,
justice theory, utilitarianism, and profit maximization.
Some of these theories focus on results of our decisions
or actions: do our decisions or actions produce the right
results? Theories that focus on the consequences of a deci-
sion are teleological ethical theories. For example, a tele-
ological theory may justify a manufacturing company
laying off 5,000 employees, because the effect is to keep
the price of manufactured goods low and to increase prof-
its for the company’s shareholders.

Other theories focus on the decision or action itself, ir-
respective of what results it produces. Theories that focus
on decisions or actions alone are deontological ethical
theories. For example, a deontological theory may find
unacceptable that any competent employee loses his job,
even if the layoff’s effect is to reduce prices to consumers
and increase profits.

First, we will cover rights theory, which is a deonto-
logical theory. Next will be justice theory, which has
concepts common to rights theory, but a focus primarily
on outcomes. Our study of ethical theories will conclude
with two additional teleological theories, utilitarianism
and profit maximization.

Rights Theory Rights theory encompasses a vari-
ety of ethical philosophies holding that certain human
rights are fundamental and must be respected by other
humans. The focus is on each individual member of
society and her rights. As an actor, each of us faces a
moral compulsion not to harm the fundamental rights of
others.

Kantianism Few rights theorists are strict deontologists,
and one of the few is 18th-century philosopher Immanuel
Kant. Kant viewed humans as moral actors that are free
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to make choices. He believed humans are able to judge
the morality of any action by applying his famous
categorical imperative. One formulation of the cate-
gorical imperative is, “Act only on that maxim whereby
at the same time you can will that it shall become a uni-
versal law.” This means that we judge an action by apply-
ing it universally.

Suppose you want to borrow money even though you
know that you will never repay it. To justify this action
using the categorical imperative, you state the following
maxim or rule: “When | want money, | will borrow money
and promise to repay it, even though I know I won’t repay.”
According to Kant, you would not want this maxim to
become a universal law, because no one would believe
in promises to repay debts and you would not be able to
borrow money when you want. Thus, your maxim or rule
fails to satisfy the categorical imperative. You are com-
pelled, therefore, not to promise falsely that you will
repay a loan.

Kant had a second formulation of the categorical
imperative: “Always act to treat humanity, whether in
yourself or in others, as an end in itself, never merely as
a means.” That is, we may not use or manipulate others
to achieve our own happiness. In Kant’s eyes, if you

The Golden Rule in the World’s

falsely promise a lender to repay a loan, you are using
that person because she would not agree to the loan if
she knew all the facts.

Modern Rights Theories Strict deontological ethical
theories like Kant’s face an obvious problem: the duties
are absolute. We can never lie and never kill, even though
most of us find lying and killing acceptable in some con-
texts, such as in self-defense. Responding to these diffi-
culties, some modern philosophers have proposed mixed
deontological theories. There are many theories here, but
one popular theory requires us to abide by a moral rule
unless a more important rule conflicts with it. In other
words, our moral compulsion is not to compromise a
person’s right unless a greater right takes priority over it.
For example, members of society have the right not to
be lied to. Therefore, in most contexts you are morally
compelled not to tell a falsehood. That is an important
right, because it is critical to a society that we be able to
rely on someone’s word. If, however, you could save
someone’s life by telling a falsehood, such as telling a lie
to a criminal about where a witness who will testify
against him can be found, you probably will be required
to save that person’s life by lying about his whereabouts.

@: The Global Business Environment

Religions and Cultures

Immanuel Kant’s categorical imperative, which is one formu-
lation of rights theory, has its foundations in the Golden Rule.
Note that the Golden Rule exists in all cultures and in all
countries of the world. Here is a sampling.

BUDDHISM: Hurt not others in ways that you would find
hurtful.

CHRISTIANITY: Do to others as you would have others
do to you.

CONFUCIANISM: Do not to others what you would not
like yourself.

GRECIAN: Do not that to a neighbor which you shall take
ill from him.

HINDUISM: This is the sum of duty: do nothing to others
which if done to you would cause you pain.

HUMANISM: Individual and social problems can only be
resolved by means of human reason, intelligent effort, and
critical thinking joined with compassion and a spirit of
empathy for all living beings.

ISLAM: No one of you is a believer until he desires for his
brother that which he desires for himself.

JAINISM: In happiness and suffering, in joy and grief, we
should regard all creatures as we regard our own self.
JUDAISM: Whatever is hateful to you, do not to another.

NATIVE AMERICAN SPIRITUALITY: Respect for all life
is the foundation.

PERSIAN: Do as you would be done by.

ROMAN: Treat your inferiors as you would be treated by
your superiors.

SHINTOISM: The heart of the person before you is a
mirror. See there your own form.

SIKHISM: As you deem yourself, so deem others.
TAOISM: Regard your neighbor’s gain as your own gain,
and your neighbor’s loss as your own loss.

YORUBAN: One going to take a pointed stick to pinch a
baby bird should first try it on himself to feel how it hurts.

ZOROASTRIANISM: That nature alone is good which
refrains from doing to another whatsoever is not good for
itself.
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In this context, the witness’ right to live is a more impor-
tant right than the criminal’s right to hear the truth. In
effect, one right “trumps” the other right.

What are these fundamental rights? How do we rank
them in importance? Seventeenth-century philosopher
John Locke argued for fundamental rights that we see
embodied in the constitutions of modern democratic
states: the protection of life, liberty, and property. Liber-
tarians and others include the important rights of freedom
of contract and freedom of expression. Modern liberals,
like Bertolt Brecht, argued that all humans have basic
rights to employment, food, housing, and education.
Since the 1990s, the right to health care has become part
of the liberal rights agenda.

Strengths of Rights Theory The major strength of
rights theory is that it protects fundamental rights, unless
some greater right takes precedence. This means that
members of modern democratic societies have extensive
liberties and rights that they need not fear will be taken
away by their government or other members of society.

Criticisms of Rights Theory Most of the criticisms of
rights theory deal with the near absolute yet relative value
of the rights protected, making it difficult to articulate and
administer a comprehensive rights theory. First, it is diffi-
cult to achieve agreement about which rights are pro-
tected. Rights fundamental to modern countries like the
United States (such as many women’s rights) are unknown
or severely restricted in countries like Pakistan or Saudi
Arabia. Even within one country, citizens disagree on the
existence and ranking of rights. For example, some Amer-
icans argue that the right to health care is an important
need that should be met by government or a person’s em-
ployer. Other Americans believe funding universal health
care would interfere with the libertarian right to limited
government intervention in our lives.

In addition, rights theory does not concern itself with
the costs or benefits of requiring respect for another’s
right. For example, rights theory probably justifies the
protection of a neo-Nazi’s right to spout hateful speech,
even though the costs of such speech, including damage
to relations between ethnic groups, may far outweigh any
benefits the speaker, listeners, and society receives from
the speech.

Moreover, rights theory promotes moral fanaticism
and creates a sense of entitlement reducing innovation,
entrepreneurship, and production. If, for example, | am
entitled to a job, a place to live, food, and health care re-
gardless of how hard | work, how motivated am | to work
to earn those things?

Justice Theory In1971, John Rawls published his
book A Theory of Justice, the philosophical underpinning
for the bureaucratic welfare state. Rawls reasoned that
it was right for governments to redistribute wealth in
order to help the poor and disadvantaged. He argued
for a just distribution of society’s resources by which a
society’s benefits and burdens are allocated fairly among
its members.

Rawls expressed this philosophy in his Greatest
Equal Liberty Principle: each person has an equal right
to basic rights and liberties. He qualified or limited this
principle with the Difference Principle: social inequali-
ties are acceptable only if they cannot be eliminated with-
out making the worst-off class even worse off. The basic
structure is perfectly just, he wrote, when the prospects of
the least fortunate are as great as they can be.

Rawls’s justice theory has application in the business
context. Justice theory requires decision makers to be
guided by fairness and impartiality. It holds that busi-
nesses should focus on outcomes: are people getting what
they deserve? It would mean, for example, that a business
deciding in which of two communities to build a new manu-
facturing plant should consider which community has the
greater need for economic development.

Chief among Rawls’s critics was his Harvard col-
league Robert Nozick. Nozick argued that the rights of
the individual are primary and that nothing more was
justified than a minimal government that protected against
violence and theft and ensured the enforcement of con-
tracts. Nozick espoused a libertarian view that unequal
distribution of wealth is moral if there is equal opportunity.
Applied to the business context, Nozick’s formulation of
justice would permit a business to choose between two
manufacturing plant sites after giving each community
the opportunity to make its best bid for the plant. Instead
of picking the community most in need, the business may
pick the one offering the best deal.

Strengths of Justice Theory The strength of Rawls’s
justice theory lies in its basic premise, the protection of
those who are least advantaged in society. Its motives are
consistent with the religious and secular philosophies
that urge humans to help those in need. Many religions
and cultures hold basic to their faith the assistance of
those who are less fortunate.

Criticisms of Justice Theory Rawls’s justice theory
shares some of the criticisms of rights theory. It treats
equality as an absolute, without examining the costs of
producing equality, including reduced incentives for
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innovation, entrepreneurship, and production. Moreover,
any attempt to rearrange social benefits requires an accu-
rate measurement of current wealth. For example, if a
business is unable to measure accurately which employ-
ees are in greater need of benefits due to their wealth
level, application of justice theory may make the busi-
ness a Robin Hood in reverse: taking from the poor to
give to the rich.

Utilitarianism Utilitarianism requires a decision
maker to maximize utility for society as a whole. Maxi-
mizing utility means achieving the highest level of satis-
factions over dissatisfactions. This means that a person
must consider the benefits and costs of her actions to
everyone in society.

A utilitarian will act only if the benefits of the action
to society outweigh the societal costs of the action. Note
that the focus is on society as a whole. This means a deci-
sion maker may be required to do something that harms
her if society as a whole is benefited by her action.

A teleological theory, utilitarianism judges our actions
as good or bad depending on their consequences. This is
sometimes expressed as “the ends justify the means.”

Utilitarianism is most identified with 19th-century
philosophers Jeremy Bentham and John Stuart Mill.
Bentham argued that maximizing utility meant achieving
the greatest overall balance of pleasure over pain. A critic
of utilitarianism, Thomas Carlyle, called utilitarianism
“pig philosophy,” because it appeared to base the goal of
ethics on the swinish pleasures of the multitude.

Mill thought Bentham’s approach too narrow and
broadened the definition of utility to include satisfactions
such as health, knowledge, friendship, and aesthetic
delights. Responding to Carlyle’s criticisms, Mill also
wrote that some satisfactions count more than others. For
example, the pleasure of seeing wild animals free in the
world may be a greater satisfaction morally than shoot-
ing them and seeing them stuffed in one’s den.

How does utilitarianism work in practice? It requires
that you consider not just the impact of decisions on
yourself, your family, and your friends, but also the impact
on everyone in society. Before deciding whether to ride a
bicycle to school or work rather than to drive a car, a utili-
tarian would consider the wear and tear on her clothes,
the time saved or lost by riding a bike, the displeasure of
riding in bad weather, her improved physical condition,
her feeling of satisfaction for not using fossil fuels, the
cost of buying more food to fuel her body for the bike
trips, the dangers of riding near automobile traffic, and
a host of other factors that affect her satisfaction and
dissatisfaction.

But her utilitarian analysis doesn’t stop there. She has
to consider her decision’s effect on the rest of society.
Will she interfere with automobile traffic flow and de-
crease the driving pleasure of automobile drivers? Will
commuters be encouraged to ride as she does and benefit
from doing so? Will her lower use of gasoline for her car
reduce demand and consumption of fossil fuels, saving
money for car drivers and reducing pollution? Will her
and other bike riders’ increased food consumption drive
up food prices and make it less affordable for poor fami-
lies? This only scratches the surface of her utilitarian
analysis.

The process we used above, so-called act utilitari-
anism, judges each act separately, assessing a single
act’s benefits and costs to society’s members. Obviously,
a person cannot make an act utilitarian analysis for every
decision. It would take too much time.

Utilitarianism recognizes that human limitation. Rule
utilitarianism judges actions by a rule that over the long
run maximizes benefits over costs. For example, you
may find that taking a shower every morning before
school or work maximizes society’s satisfactions, as a
rule. Most days, people around you will be benefited by
not having to smell noisome odors, and your personal
and professional prospects will improve by practicing
good hygiene. Therefore, you are likely to be a rule util-
itarian and shower each morning, even though some days
you may not contact other people.

Many of the habits we have are the result of rule util-
itarian analysis. Likewise, many business practices, such
as a retailer’s regular starting and closing times, also are
based in rule utilitarianism.

Strengths of Utilitarianism What are the strengths of
utilitarianism as a guide for ethical conduct? It is easy
to articulate the standard of conduct: you merely need to
do what is best for society as a whole. It also coincides
with values of most modern countries like the United
States: it is capitalist in nature by focusing on total social
satisfactions, benefits, welfare, and wealth, not on the allo-
cations of pleasures and pains, satisfactions and dissatis-
factions, and wealth.

Criticisms of Utilitarianism Those strengths also ex-
pose some of the criticisms of utilitarianism as an ethical
construct. It is difficult to measure one’s own pleasures
and pains and satisfactions and dissatisfactions, let alone
those of all of society’s members. In addition, those ben-
efits and costs almost certainly are unequally distributed
across society’s members. It can foster a tyranny of the
majority that may result in morally monstrous behavior,
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such as a decision by a 100,000-person community to use
a lake as a dump for human waste because only one person
otherwise uses or draws drinking water from the lake.

That example exhibits how utilitarianism differs from
rights theory. While rights theory may protect a person’s
right to clean drinking water regardless of its cost, utili-
tarianism considers the benefits and costs of that right
as only one factor in the total mix of society’s benefits and
costs. In some cases, the cost of interfering with some-
one’s right may outweigh the benefits to society, result-
ing in the same decision that rights theory produces. But
where rights theory is essentially a one-factor analysis,
utilitarianism requires a consideration of that factor and
a host of others as well.

A final criticism of utilitarianism is that it is not con-
strained by law. Certainly, the law is a factor in utilitarian
analysis. Utilitarian analysis must consider, for example,
the dissatisfactions fostered by not complying with the
law and by creating an environment of lawlessness in a
society. Yet the law is only one factor in utilitarian analysis.
The pains caused by violating the law may be offset by
benefits the violation produces. Most people, however, are
rule utilitarian when it comes to law, deciding that obeying
the law in the long run maximizes social utility.

Profit Maximization Profit maximization as an
ethical theory requires a decision maker to maximize
a business’s long-run profits within the limits of the law.
It is based in the laissez faire theory of capitalism first
expressed by Adam Smith in the 18th century and more
recently promoted by economists such as Milton Friedman
and Thomas Sowell. Laissez faire economists argue total
social welfare is optimized if humans are permitted to
work toward their own selfish goals. The role of govern-
ments and law is solely to ensure the workings of a free
market by not interfering with economic liberty, elimi-
nating collusion among competitors, and promoting
accurate information in the marketplace.

By focusing on results—maximizing total social
welfare—profit maximization is a teleological ethical
theory. It is closely related to utilitarianism, but it differs
fundamentally in how ethical decisions are made. While
utilitarianism maximizes social utility by focusing the
actor on everyone’s satisfactions and dissatisfactions, profit
maximization optimizes total social utility by narrowing
the actor’s focus, requiring the decision maker to make a
decision that merely maximizes profits for himself or his
organization.

Strengths of Profit Maximization How can we define
ethical behavior as acting in one’s selfish interest? As

you probably already learned in a microeconomics
course, this apparent contradiction is explained by the
consequences of all of us being profit maximizers. By
working in our own interests, we compete for society’s
scarce resources (iron ore, labor, and land, to name a
few), which are allocated to those people and businesses
that can use them most productively. By allocating soci-
ety’s resources to their most efficient uses, as determined
by a free market, we maximize total social utility or ben-
efits. Society as a whole is bettered if all of us compete
freely for its resources by trying to increase our personal
or business profits. If we fail to maximize profits, some
of society’s resources will be allocated to less productive
uses that reduce society’s total welfare.

In addition, profit maximization results in ethical
conduct because it requires society’s members to act within
the constraints of the law. A profit maximizer, therefore,
acts ethically by complying with society’s mores as
expressed in its laws.

Moreover, each decision maker and business is disci-
plined by the marketplace. Consequently, profit maxi-
mization analysis probably requires a decision maker to
consider the rights protected by rights theory and justice
theory. Ignoring important rights of employees, customers,
suppliers, communities, and other stakeholders may neg-
atively impact a corporation’s profits. A business that
engages in behavior that is judged unethical by consumers
and other members of society is subject to boycotts,
adverse publicity, demands for more restrictive laws, and
other reactions that damage its image, decrease its revenue,
and increase its costs.

Consider for example, the reduced sales of Martha
Stewart branded goods at Kmart after Ms. Stewart was
accused of trading ImClone stock while possessing inside
information. Consider also the fewer number of college
graduates willing to work for Waste Management, Inc., in
the wake of adverse publicity and indictments against its
executives for misstating its financial results. Note also
the higher cost of capital for firms like Dell as investors
bid down the stock price of companies accused of ac-
counting irregularities and other wrongdoing.

All these reactions to perceived unethical conduct
impact the business’s profitability in the short and long run,
motivating that business to make decisions that comply
with ethical views that transcend legal requirements.

Criticisms of Profit Maximization The strengths of
profit maximization as a model for ethical behavior also
suggest criticisms and weaknesses of the theory. Striking
at the heart of the theory is the criticism that corporate
managers are subject to human failings that make it
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impossible for them to maximize corporate profits. The
failure to discover and process all relevant information
and varying levels of aversion to risk can result in one
manager making a different decision than another manager.
Group decision making in the business context introduces
other dynamics that interfere with rational decision
making. Social psychologists have found that groups
often accept a higher level of risk than they would as
individuals. There is also the tendency of a group to inter-
nalize the group’s values and suppress critical thought.

Furthermore, even if profit maximization results in
an efficient allocation of society’s resources and maxi-
mization of total social welfare, it does not concern itself
with how wealth is allocated within society. In America,
more than 50 percent of all wealth is held by 10 percent of
the population. To some people, that wealth disparity is
unacceptable. To laissez faire economists, wealth disparity
is a necessary component of a free market that rewards
hard work, acquired skills, innovation, and risk taking.
Yet critics of profit maximization respond that market
imperfections and a person’ position in life at birth
interfere with his ability to compete.

Critics charge that the ability of laws and market
forces to control corporate behavior is limited, because it
requires lawmakers, consumers, employees, and other con-
stituents to detect unethical corporate acts and take appro-
priate steps. Even if consumers notice irresponsible
behavior and inform a corporation, a bureaucratic corpo-
rate structure may interfere with the information being
received by the proper person inside the corporation. If
instead consumers are silent and refuse to buy corporate
products because of perceived unethical acts, corporate
management may notice a decrease in sales, yet attribute
it to something other than the corporation’ unethical
behavior.

Critics also argue that equating ethical behavior with
legal compliance is a tautology in countries like the United
States where businesses distort the lawmaking process by
lobbying legislators and making political contributions. It
cannot be ethical, they argue, for businesses to comply
with laws reflecting the interests of businesses.

Profit maximization proponents respond that many
laws restraining businesses are passed despite businesses
lobbying against those laws. The Sarbanes—Oxley Act,
which increases penalties for wrongdoing executives,
requires CEOs to certify financial statements, and imposes
internal governance rules on public companies, is such
an example. So are laws restricting drug companies from
selling a drug unless it is approved by the Food and Drug
Administration and requiring environmental impact stud-
ies before a business may construct a new manufacturing

plant. Moreover, businesses are nothing other than a
collection of individual stakeholders, which includes
employees, shareholders, and their communities. When
they lobby, they lobby in the best interests of all these
stakeholders.

Critics respond that ethics transcends law, requiring in
some situations that businesses adhere to a higher stan-
dard than required by law. We understand this in our
personal lives. For example, despite the absence of law
dictating for the most part how we treat friends, we know
that ethical behavior requires us to be loyal to friends
and to spend time with them when they need our help. In
the business context, a firm may be permitted to release
employees for nearly any reason, except the few legally
banned bases of discrimination (such as race, age, and
gender), yet some critics will argue businesses should
not terminate an employee for other reasons currently not
banned by most laws (such as sexual orientation or ap-
pearance). Moreover, these critics further argue that
businesses—due to their influential role in a modern
society—should be leaders in setting a standard for ethical
conduct.

Profit maximizers respond that such an ethical standard
is difficult to define and hampers efficient decision mak-
ing. Moreover, they argue that experience shows the law
has been a particularly relevant definition of ethical
conduct. Consider that all the recent corporate scandals
would have been prevented had the executives merely
complied with the law. For example, Enron executives
illegally kept some liabilities off the firm’s financial
statements. Tyco and Adelphia executives illegally looted
corporate assets. Had these executives simply complied
with the law and maximized their firms’ long-run profits,
none of the recent ethical debacles would have occurred.

Critics of profit maximization respond that the recent
corporate crises at companies like Enron and WorldCom
prove that flaws in corporate governance encourage
executives to act unethically. These examples, critics say,
show that many executives do not maximize profits for
their firms. Instead, they maximize their own profits at the
expense of the firm and its shareholders. They claim that
stock options and other incentives intended to align the
interests of executives with those of shareholders promote
decisions that raise short-term profits to the long-run
detriment of the firms. They point out that many CEQOs
and other top executives negotiate compensation plans
that do not require them to stay with the firm long term
and which allow them to benefit enormously from
short-term profits. Executive greed, encouraged by these
perverse executive compensation plans, also encourage
CEOs and other executives to violate the law.
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Defenders of business, profit maximization, and cap-
italist economics point out that it is nearly impossible to
stop someone who is bent on fraud. A dishonest executive
will lie to shareholders, creditors, board members, and the
public and also treat the law as optional. Yet enlightened
proponents of the modern corporation accept that there
are problems with corporate management culture that
require changes. They know that an unconstrained CEO,
ethically uneducated executives, perverse compensation
incentives, and inadequate supervision of executives by
the firm’s CEOs, board of directors, and shareholders
present golden opportunities to the unscrupulous person
and make unwitting accomplices of the ignorant and the
powerless.

Improving Corporate Governance and Corporate
Social Responsibility Even if we cannot stop all fraud-
ulent executives, we can modify the corporate governance
model to educate, motivate, and supervise executives and
thereby improve corporate social responsibility. Corporate
critics have proposed a wide variety of cures, all of which
have been implemented to some degree and with varying
degrees of success.

Ethics Codes Many large corporations and several indus-
tries have adopted codes of ethics or codes of conduct
to guide executives and other employees. The Sarbanes—
Oxley Act requires a public company to disclose whether
it has adopted a code of ethics for senior financial officers,
and to disclose any change in the code or waiver of the
code’s application.

There are two popular views of such codes. One sees
the codes as genuine efforts to foster ethical behavior
within a firm or an industry. The other view regards them
as thinly disguised attempts to make the firm function
better, to mislead the public into believing the firm behaves
ethically, to prevent the passage of legislation that would
impose stricter constraints on business, or to limit compe-
tition under the veil of ethical standards. Even where the
first view is correct, ethical codes fail to address concretely
all possible forms of corporate misbehavior. Instead,
they often emphasize either the behavior required for the
firm’s effective internal function, such as not accepting
gifts from customers, or the relations between competitors
within a particular industry, such as prohibitions on some
types of advertising.

Better corporate ethics codes make clear that the
corporation expects employees not to violate the law in
a mistaken belief that loyalty to the corporation or corpo-
rate profitability requires it. Such codes work best, how-
ever, when a corporation also gives its employees an outlet
for dealing with a superior’s request to do an unethical

act. That outlet may be the corporate legal department or
corporate ethics office. One example is Google’s Code
of Ethics, which appears on the next page.

Ethical Instruction Some corporations require their
employees to enroll in classes that teach ethical decision
making. The idea is that a manager trained in ethical
conduct will recognize unethical actions before they are
taken and deter herself and the corporation from the
unethical acts.

While promising in theory, in practice many managers
are resistant to ethical training that requires them to ex-
amine their principles. They are reluctant to set aside a
set of long-held principles with which they are comfort-
able. Therefore, there are some doubts whether managers
are receptive to ethical instruction. Even if the training is
accepted, will managers retain the ethical lessons of their
training and use it, or will time and other job-related
pressures force a manager to think only of completing
the job at hand?

Moreover, what ethical values should be taught? Is it
enough to teach only one, a few, or all the theories of ethical
conduct? Corporations mostly support profit maximiza-
tion, because it maximizes shareholder value. But should
a corporation also teach rights theory and expect its
employees to follow it? Or should rights theory be treated
as only a component of profit maximization?

Most major corporations today express their dedication
to ethical decision making by having an ethics officer
who is not only responsible for ethical instruction, but also
in charge of ethical supervision. The ethics officer may
attempt to instill ethical decision making as a component
of daily corporate life by sensitizing employees to the
perils of ignoring ethical issues. The ethics officer may
also be a mentor or sounding board for all employees
who face ethical issues.

Whether an ethics officer is effective, however, is deter-
mined by the level of commitment top executives make
to ethical behavior and the position and power granted to
the ethics officer. For example, will top executives and
the board of directors allow an ethics officer to nix an
important deal on ethical grounds or will they replace the
ethics officer with another executive whose ethical views
permit the deal? Therefore, probably more important
than an ethics officer is a CEO with the character to do
the right thing.

Greater Shareholder Role in Corporations Since share-
holders are the ultimate stakeholders in a corporation
in a capitalist economy, some corporate critics argue
that businesses should be more attuned to shareholders’
ethical values and that shareholder control of the board
of directors and executives should be increased. This
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Google Code of Conduct

Internet giant Google Inc. is one of many interna-
tional corporations to adopt an ethics code. Here are excerpts
from Google’s Code of Ethics for its employees and board of
directors. For a look at Google’s complete Code of Ethics, go
to http://investor.google.com/conduct.html.

Preface “Don’t be evil.” Googlers generally apply those words
to how we serve our users. But “Don’t be evil” is much more
than that. Yes, it’s about providing our users unbiased access
to information, focusing on their needs and giving them the
best products and services that we can. But it’s also about
doing the right thing more generally—following the law, acting
honorably and treating each other with respect.

The Google Code of Conduct is one of the ways we put
“Don’t be evil” into practice. It’s built around the recognition
that everything we do in connection with our work at Google
will be, and should be, measured against the highest possible
standards of ethical business conduct. We hire great people who
work hard to build great products, and it’s essential that we
build an environment of trust—among ourselves and with our
users. That trust and mutual respect underlie our success, and
we need to earn it every day.

So, please do read the Code, and follow it, always bearing
in mind that each of us has a personal responsibility to incor-
porate, and to encourage other Googlers to incorporate, the
principles of the Code into our work.

I. Serve Our Users Our users value Google not only because
we deliver great products and services, but [also] because we
hold ourselves to a higher standard in how we treat users and
operate more generally. Keeping the following principles in
mind will help us to maintain that high standard:

a. Integrity

Our reputation as a company that our users can trust is our most
valuable asset, and it is up to all of us to make sure that we con-
tinually earn that trust. All of our communications and other
interactions with our users should increase their trust in us.

c. Privacy

As we develop great products that serve our users’ needs, always
remember that we are asking users to trust us with their per-
sonal information. Preserving that trust requires that each of
us respect and protect the privacy of that information. Our
security procedures strictly limit access to and use of users’
personal information. Know your responsibilities under these
procedures, and access data only as authorized by them, our
Privacy Policy, and applicable local data protection laws.

I1. Respect Each Other We are committed to a supportive
work environment, where employees have the opportunity
to reach their fullest potential. Each Googler is expected to do

his or her utmost to create a respectful workplace culture that
is free of harassment, intimidation, bias and unlawful discrim-
ination of any kind.

111. Avoid Conflicts of Interest In working at Google, we have
an obligation to always do what’s best for the company and
our users. When you are in a position to influence a decision or
situation that may result in personal benefit for you or your
friends or family at the expense of Google or our users, you may
be subject to a conflict of interest. All of us should avoid cir-
cumstances that present even the appearance of such a conflict.
When faced with a potential conflict of interest, ask yourself:

» Would this relationship or situation embarrass me or Google
if it showed up on the front page of a newspaper or the top
of a blog?

< Am | reluctant to disclose the relationship or situation to my
manager, Legal, or Ethics & Compliance?

« If | wanted to, could I exploit the potential relationship or
situation in a way that benefited me, my friends or family
or an associated business, at the expense of Google?

If the answer to any of these questions is “yes,” the relation-
ship or situation is likely to create a conflict of interest, and
you should avoid it.

V1. Ensure Financial Integrity and Responsibility Financial
integrity and fiscal responsibility are core aspects of corporate
professionalism. This is more than accurate reporting of our
financials, though that’s certainly important. The money we
spend on behalf of Google is not ours; it’s the company’s and,
ultimately, our shareholders’. Each person at Google—not
just those in Finance—has a role in making sure that money is
appropriately spent, our financial records are complete and
accurate and internal controls are honored.

VI1I. Obey the Law Google takes its responsibilities to comply
with laws and regulations very seriously and each of us is ex-
pected to comply with applicable legal requirements and pro-
hibitions. While it’s impossible for anyone to know all aspects
of every applicable law, you should understand the major laws
and regulations that apply to your work. Take advantage of
Legal and Ethics & Compliance to assist you here.

VII11. Conclusion Google aspires to be a different kind of com-
pany. It’s impossible to spell out every possible ethical scenario
we might face. Instead, we rely on one another’ good judgment
to uphold a high standard of integrity for ourselves and our com-
pany. We expect all Googlers to be guided by both the letter and
the spirit of this Code. Sometimes, identifying the right thing to
do isn’t an easy call. If you aren’t sure, don’t be afraid to ask
questions of your manager, Legal, or Ethics & Compliance.

And remember . . . don’t be evil, and if you see something
that you think isn’t right—speak up!
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decentralization of ethical decision making, the theory
goes, should result in corporate decisions that better
reflect shareholders’ ethical values.

Yet this decentralization of power flies in the face of the
rationale for the modern corporation, which in part is
designed to centralize management in the board of direc-
tors and top officers and to free shareholders from the
burden of managing their investments in the corporation.
Significant efficiencies are lost if corporate executives
are required to divine and apply shareholders’ ethical
values before making a decision.

In addition, divining the shareholders’ ethical viewpoint
may be difficult. While nearly all shareholders are mostly
profit driven, a small minority of shareholders have other
agendas, such as protecting the environment or workers’
rights, regardless of the cost to the corporation. It is often
not possible to please all shareholders.

Nonetheless, increasing shareholder democracy by

enhancing the shareholders’ role in the nomination and
election of board members is essential to uniting the
interests of shareholders and management. So is facili-
tating the ability of shareholders to bring proposals for
ethical policy to a vote of shareholders. In the last several
years, for public companies at least, the Securities and
Exchange Commission has taken several steps to increase
shareholder democracy. These steps, which are covered
fully in Chapter 45, are having their intended effect. For
example, shareholders of EMC Corporation approved a
proposal recommending that the company’s board com-
prise a majority of independent directors. Mentor Graphics
Corporation shareholders voted in a resolution that any
significant stock option plan be shareholder-approved.
Moreover, the New York Stock Exchange and NASDAQ
require companies listed on those exchanges to submit
for shareholder approval certain actions, such as approval
of stock option plans.
Consider All Stakeholders’ Interests Utilitarianism analy-
sis clearly requires an executive to consider a decision’s
impact on all stakeholders. How else can one determine all
the benefits and costs of the decision? Likewise, mod-
ern rights theory also dictates considering all stakeholders’
rights, including not compromising an important right
unless trumped by another. Kant’s categorical imperative
also mandates a concern for others by requiring one to
act as one would require others to act.

Critics of corporations and modern proponents of profit
maximization argue that more responsible and ethical
decisions are made when corporate managers consider
the interests of all stakeholders, including not only share-
holders, but also employees, customers, suppliers, the com-
munity, and others impacted by a decision. For profit

maximizers, the wisdom of considering all stakeholders
is apparent, because ignoring the interests of any stake-
holder may negatively affect profits. For example, a deci-
sion may impact a firm’s ability to attract high quality
employees, antagonize consumers, alienate suppliers, and
motivate the public to lobby lawmakers to pass laws that
increase a firm’ cost of doing business. This wisdom is
reflected in the Guidelines for Ethical Decision Making,
which you will learn in the next section.

Nonetheless, there are challenges when a corporate
manager considers the interests of all stakeholders. Beyond
the enormity of identifying all stakeholders, stakeholders’
interests may conflict, requiring a compromise that harms
some stakeholders and benefits others. In addition, the
impact on each stakeholder group may be difficult to
assess accurately.

For example, if a manager is considering whether to
terminate the 500 least productive employees during an
economic downturn, the manager will note that sharehold-
ers will benefit from lower labor costs and consumers
may find lower prices for goods, but the manager also
knows that the terminated employees, their families, and
their communities will likely suffer from the loss of
income. Yet if the employees terminated are near retire-
ment and have sizable retirement savings or if the termi-
nation motivates employees to return to college and seek
better jobs, the impact on them, their families, and their
communities may be minimal or even positive. On the
other hand, if the manager makes the decision to retain
the employees, shareholder wealth may decrease and eco-
nomic inefficiency may result, which harms all society.

Independent Boards of Directors In some of the in-
stances in which corporate executives have acted unethi-
cally and violated the law, the board of directors was little
more than a rubber stamp or a sounding board for the CEO
and other top executives. The CEO handpicked a board
that largely allowed the CEO to run the corporation with
little board supervision.

CEO domination of the board is a reality in most
large corporations, because the market for CEO talent
has skewed the system in favor of CEOs. Few CEOs are
willing to accept positions in which the board exercises
real control. Often, therefore, a CEO determines which
board members serve on the independent board nominat-
ing committee and selects who is nominated by the com-
mittee. Owing their positions to the CEO and earning
handsome fees sometimes exceeding $100,000, many
directors are indisposed to oppose the CEO’s plans.

For more than three decades, corporate critics have
demanded that corporate boards be made more nearly
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independent of the CEO. The corporate ethical crisis of
recent years has increased those calls for independence.
The New York Stock Exchange and NASDAQ require
companies with securities listed on the exchanges to have
a majority of directors independent of the company and
top management. Their rules also require independent
management compensation, board nomination, and audit
committees. The Sarbanes—Oxley Act requires public
companies to have board audit committees comprising
only independent directors.

One criticism of director independence rules is the
belief that no director can remain independent after
joining the board, because every director receives com-
pensation from the corporation. There is a concern that
an independent director, whose compensation is high,
will side with management to ensure his continuing
nomination, election, and receipt of high fees.

More extreme proposals of corporate critics include
recommendations that all corporate stakeholders, such as
labor, government, environmentalists, and communities,
have representation on the board or that special directors
or committees be given responsibility over special areas,
such as consumer protection and workers’ rights. Other
critics argue for contested elections for each board
vacancy. Few corporations have adopted these recom-
mendations.

While honestly motivated, these laws and recommen-
dations often fail to produce greater corporate social
responsibility because they ignore the main reason for
management’s domination of the board: the limited time,
information, and resources that directors have. One
solution is to give outside directors a full-time staff with
power to acquire information within the corporation.
This solution, while providing a check on management,
also may produce inefficiency by creating another layer
of management in the firm.

In addition, some of the recommendations complicate

management by making the board less cohesive. Conflicts
between stakeholder representatives or between inside
and outside directors may be difficult to resolve. For
example, the board could be divided by disputes between
shareholders who want more dividends, consumers who
want lower prices, and employees who want higher
wages.
Changing the Internal Management Structure Some
corporate critics argue that the historic shift of corporate
powers away from a public corporation’s board and
shareholders to its managers is irreversible. They recom-
mend, therefore, that the best way to produce responsible
corporate behavior is to change the corporation’s manage-
ment structure.

The main proponent of this view, Christopher Stone,
recommended the creation of offices dedicated to
areas such as environmental affairs and workers’ rights,
higher educational requirements for officers in positions
like occupational safety, and procedures to ensure that
important information inside and outside the corporation
is directed to the proper person within the corporation.
He also recommended that corporations study certain
important issues and create reports of the study before
making decisions.

These requirements aim to change the process by
which corporations make decisions. The objective is to
improve decision making by raising the competency of
decision makers, increasing the amount of relevant infor-
mation they hold, and enhancing the methodology by
which decisions are made.

More information held by more competent managers

using better tools should produce better decisions. Two
of the later sections in this chapter in part reflect these
recommendations. The Guidelines for Ethical Decision
Making require a decision maker to study a decision
carefully before making a decision. This includes acquir-
ing all relevant facts, assessing a decision’s impact on
each stakeholder, and considering the ethics of one’ de-
cision from each ethical perspective. In addition, the
Critical Thinking section below will help you understand
when fallacious thinking interferes with a manager’s
ability to make good decisions.
Eliminating Perverse Incentives and Supervising Manage-
ment Even if a corporation modifies its internal man-
agement structure by improving the decision-making
process, there are no guarantees more responsible deci-
sions will result. To the extent unethical corporate be-
havior results from faulty perception and inadequate
facts, a better decision-making process helps. But if a
decision maker is motivated solely to increase short-term
profits, irresponsible decisions may follow. When one
examines closely recent corporate debacles three things
are clear: the corporate wrongdoers acted in their selfish
interests; the corporate reward system encouraged them
to act selfishly, illegally, and unethically; the wrongdoers
acted without effective supervision. These facts suggest
other changes that should be made in the internal man-
agement structure.

During the high flying stock market of the 1990s,
stock options were the compensation package preferred
by high level corporate executives. Shareholders and
boards of directors were more than willing to accommo-
date them. On one level, stock options seem to align the
interests of executives with those of the corporation and
its shareholders. Issued at an exercise price usually far
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below the current market price of the stock, stock options
have no value until the corporation’s stock price exceeds
the exercise price of the stock options. Thus, executives
are motivated to increase the corporation’s profits, which
should result in an increase in the stock’s market price. In
the 1990s stock market, in which some stock prices were
doubling yearly, the exercise price of executives’ stock
options was quickly dwarfed by the market price. Execu-
tives exercised the stock options, buying and then selling
stock, and in the process generating profits for a single
executive in the tens and hundreds of millions of dollars.
Shareholders also benefited from the dramatic increase
in the value of their stock.

So what is the problem with stock options? As execu-
tives accepted more of their compensation in the form
of stock options and became addicted to the lifestyle
financed by them, some executives felt pressure to keep
profits soaring to ever higher levels. In companies like
Enron and WorldCom, which had flawed business models
and suspect accounting practices, some executives were
encouraged to create business deals that had little if
any economic justification and could be accounted for in
ways that kept profits growing. In what were essentially
pyramid schemes, once the faulty economics of the deals
were understood by prospective partners, no new deals
were possible and the schemes crashed like houses of
cards. But until the schemes were discovered, many
executives, including some who were part of the fraudu-
lent schemes, pocketed tens and hundreds of millions of
dollars in stock option profits.

The Sarbanes—Oxley Act attempts to recover fraudu-
lently obtained stock option profits by requiring the CEO
and CFO to reimburse the company when the corporation
is required to restate its financial statements filed with the
SEC. The CEO and CFO must disgorge any bonus or
stock compensation that was received within 12 months
after a false financial report was filed with the SEC.

It is easy to see how fraudulent actions subvert the
objective of stock options to motivate executives to act in
the best interests of shareholders. Adolph Berle, however,
has argued for more than 40 years that stock options are
flawed compensation devices that allow executives to
profit when stock market prices rise in general, even
when executives have no positive effect on profitability.
He proposed that the best way to compensate executives
is to allow them to trade on inside information they pos-
sess about a corporation’s prospects, information they
possess because they helped produce those prospects.
His proposal, however, is not likely ever to be legal com-
pensation because insider trading creates the appearance
that the securities markets are rigged.

Even with incentives in place to encourage executives
to inflate profits artificially, it is unlikely that the recent
fraudulent schemes at Enron, WorldCom, and other com-
panies would have occurred had there been better scrutiny
of upper management and its actions by the CEO and the
board of directors. At Enron, executives were given great
freedom to create partnerships that allowed Enron to keep
liabilities off the balance sheet yet generate income that
arguably could be recognized in the current period. It is
not surprising that this freedom from scrutiny when
combined with financial incentives to create the partner-
ships resulted in executives creating partnerships that
had little economic value to Enron.

Better supervision of management is mostly the re-
sponsibility of the CEQ, but the board of directors bears
this duty also. We addressed earlier proposals to create
boards of directors that are more nearly independent of
the CEO and, therefore, better able to supervise the CEO
and other top managers. Primarily, however, better super-
vision is a matter of attitude, or a willingness to devote
time and effort to discover the actions of those under
your charge and to challenge them to justify their ac-
tions. It is not unlike the responsibility a parent owes to a
teenage child to scrutinize her actions and her friends to
make sure that she is acting consistent with the values of
the family. So too, boards must make the effort to scruti-
nize their CEOs and hire CEOs who are able and willing
to scrutinize the work of the managers below them.

Yet directors must also be educated and experienced.
Poor supervision of management has also been shown to
be partly due to some directors’ ignorance of business
disciplines like finance and accounting. Unless board
members are able to understand accounting numbers and
other information that suggests management wrongdo-
ing, board scrutiny of management is a process with no
substance.

The Law The law has been a main means of controlling
corporate misdeeds. Lawmakers usually assume that cor-
porations and executives are rational actors that can be
deterred from unethical and socially irresponsible be-
havior by the threats law presents. Those threats are fines
and civil damages, such as those imposed and increased
by the Sarbanes—Oxley Act. For deterrence to work,
however, corporate decision makers must know when the
law’s penalties will be imposed, fear those penalties, and
act rationally to avoid them.

To some extent, the law’s ability to control executive
misbehavior is limited. As we discussed earlier in this
chapter, corporate lobbying may result in laws reflecting
the views of corporations, not society as a whole. Some
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Foreign Businesses Face Tougher Laws
in U.S. than at Home

Although American executives accused of defrauding share-
holders are prosecuted or hauled before congressional hearings,
wrongdoing managers in the rest of the world often escape the
grasp of their countries’ regulators. In most of Asia, Europe,
and Latin America, regulations and enforcement are weak.
Some legal systems are poorly equipped to handle executive
misconduct. The Japanese Securities and Exchange Surveil-
lance Commission brought only 108 enforcement actions in
2007 compared to 655 brought by the United States Securities
and Exchange Commission.

Taiwan’s Securities and Futures Commission has no power
to conduct its own investigations, and local prosecutors
who do have that power have little expertise in market and
accounting fraud. Germany has been labeled the Wild West,
with numerous scandals in newly public companies, yet few
actions against the perpetrators. The German Association
for Shareholder Protection, a shareholder rights group, regu-
larly brings abuse allegations to state prosecutors, yet the
cases are often too complicated for untrained prosecutors to
handle. Fewer than 5 percent are investigated. In Italy, false
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accounting was decriminalized in 2001, making it merely a
misdemeanor.

Yet if those executives manage foreign businesses that reg-
ister their securities on a stock exchange in the United States,
such as the New York Stock Exchange, the Sarbanes—Oxley Act
(SOX) requires them to comply with some of the Act’s toughest
provisions. More than 1,300 foreign corporations, such as
Sony, Nokia, and Daimler, and their executives are affected by
the Act’s provisions that ban loans to officers, require inde-
pendent audit committees, and impose personal liability on
officers for errors in the corporate books. The additional
paperwork caused Sony to delay an earnings release in 2007.

Foreign governments and businesses have lobbied to be
granted exemptions from the Sarbanes—Oxley Act. The Euro-
pean Union wrote to U.S. legislators that the Act gives the SEC
unjustified authority over foreign auditing firms that could
chill trans-Atlantic trade. The president of the Japanese Insti-
tute of Certified Public Accountants argued that the Act places
U.S. law above Japanese securities and CPA law, violates inter-
national treaties, and infringes Japanese sovereignty.

For a year or so, the European Union considered enacting
a law similar to SOX. That threat, however, appears to have
passed.

2 The Global Business Environment

corporate executives may not know the law exists. Others
may view the penalties merely as a cost of doing business.
Some may think the risk of detection is so low that the
corporation can avoid detection. Other executives believe
they are above the law, that it does not apply to them out
of arrogance or a belief that they know better than law-
makers. Some rationalize their violation of the law on the
grounds that “everybody does it.”

Nonetheless, for all its flaws, the law is an important
means by which society controls business misconduct. Of
all the devices for corporate control we have considered,
only market forces and the law impose direct penalties for
corporate misbehavior. Although legal rules have no spe-
cial claim to moral correctness, at least they are know-
able. Laws also are the result of an open political process
in which competing arguments are made and evaluated.
This cannot be said about the intuitions of a corporate
ethics officer, edicts from public interest groups, or
the theories of economists or philosophers, except to the
extent they are reflected in law. Moreover, in mature
political systems like the United States, respect for and
adherence to law is a well-entrenched value.

Where markets fail to promote socially responsible
conduct, the law can do the job. For example, the antitrust
laws discussed in Chapter 49, while still controversial,

have eliminated the worst anticompetitive business prac-
tices. The federal securities laws examined in Chapters 45
and 46 arguably restored investor confidence in the
securities markets after the stock market crash of 1929.
Although environmentalists often demand more regula-
tion, the environmental laws treated in Chapter 52 have
improved the quality of water and reduced our exposure
to toxic substances. Employment regulations discussed
in Chapter 51—especially those banning employment
discrimination—have forced significant changes in the
American workplace. Thus, the law has an accomplished
record as a corporate control device.

Indeed, sometimes the law does the job too well, often
imposing a maze of regulations that deter socially valu-
able profit seeking without producing comparable
benefits. Former Fed chairman Greenspan once wrote,
“Government regulation is not an alternative means of
protecting the consumer. It does not build quality into
goods, or accuracy into information. Its sole ‘contribu-
tion’ is to substitute force and fear for incentive as the
‘protector’ of the consumer.”

The hope was that the Sarbanes—Oxley Act would
restore investor confidence in audited financial statements
and corporate governance. A 2007 survey by Financial
Executives International found that 69 percent of financial
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executives agreed that compliance with SOX section 404
resulted in more investor confidence in their companies’
financial reports. Fifty percent agreed that financial
reports were more accurate. Those results came despite
the high cost of complying with the Act: an average of
$1.7 million for 168 companies with market capitaliza-
tion above $75 million. For larger companies, like General
Electric, the cost is even higher. In each of 2004 and
2005, GE spent more than $30 million to comply with
section 404, which requires verification of adequate
internal controls.

Guidelines for Ethical
Decision Making

Now that you understand the basics of ethical theories
and the issues in the corporate governance debate, how
do you use this information to make decisions for your
business that are ethical and socially responsible? That
is, what process will ensure that you have considered all
the ethical ramifications and arrived at a decision that is
good for your business, good for your community, good
for society as a whole, and good for you.

Figure 1 lists nine factors in the Guidelines for Ethical
Decision Making. Let’s consider each Guideline and
explain how each helps you make better decisions.

What Facts Impact My Decision? This
is such an obvious component of any good decision that
it hardly seems necessary to mention. Yet it is common
that people make only a feeble attempt to acquire all the
facts necessary to a good decision.

Many people enter a decision-making process biased
in favor of a particular option. As a result, they look only

for facts that support that option. You have seen this done
many times by your friends and opponents, and since
you are an honest person, you have seen yourself do this
as well from time to time. In addition, demands on our
time, fatigue, laziness, ignorance of where to look for
facts, and aversion to inconvenience someone who has
information contribute to a reluctance or inability to dig
deep for relevant facts.

Since good decisions cannot be made in a partial vac-
uum of information, it is important to recognize when
you need to acquire more facts. That is primarily the
function of your other classes, which may teach you how
to make stock market investment decisions, how to audit
a company’s financial records, and how to do marketing
research.

For our purposes, let’s consider this example. Suppose
we work for a television manufacturing company that
has a factory in Sacramento, California. Our company
has placed you in charge of investigating the firm’s deci-
sion whether to move the factory to Juarez, Mexico.
What facts are needed to make this decision, and where
do you find those facts?

Among the facts you need are: What are the firm’s
labor costs in Sacramento and what will those costs be in
Juarez? How much will labor costs increase in subsequent
years? What is the likelihood of good labor relations in
each location? What is and will be the productivity level of
employees in each city? What are and will be the trans-
portation costs of moving the firm’s inventory to market?
What impact will the move have on employees, their
families, the communities, the schools, and other stake-
holders in each community? Will Sacramento employees
find other jobs in Sacramento or elsewhere? How much
will we have to pay in severance pay?

Figure 1 Guidelines for Ethical Decision Making

1. What FACTS impact my decision?

2. What are the ALTERNATIVES?

3. Who are the STAKEHOLDERS?

4. How do the alternatives impact SOCIETY AS AWHOLE?

5. How do the alternatives impact MY BUSINESS FIRM?

6. How do the alternatives impact ME, THE DECISION MAKER?

7. What are the ETHICS of each alternative?

8. What are the PRACTICAL CONSTRAINTS of each alternative?

9. What COURSE OF ACTION should be taken and how do we IMPLEMENT it?
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How will our customers and suppliers be impacted by
our decision? If we move to Juarez, will our customers
boycott our products even if our televisions are better
and cheaper than before? If we move, will our suppliers’
costs increase or decrease? How will our profitability be
affected? How will shareholders view the decision? Who
are our shareholders? Do we have a lot of Mexican share-
holders, or do Americans dominate our shareholder list?
What tax concessions and other benefits will the City of
Sacramento give our firm if we promise to stay in Sacra-
mento? What will Ciudad Juarez and the government of
Mexico give us if we move to Juarez? How will our
decision impact U.S.—Mexican economic and political
relations?

This looks like a lot of facts, but we have only scratched
the surface. You can probably come up with another 100
facts that should be researched. To give you another exam-
ple of how thorough managers must be to make prudent de-
cisions, consider that the organizers for the 2000 Summer
Olympics in Sydney, Australia, created 800 different terror-
ist scenarios before developing an antiterrorism plan.

You can see that to some extent we are discussing other
factors in the Guidelines as we garner facts. The factors do
overlap to some degree. Note also that some of the facts
you want to find are not facts at all, but estimates, such as
cost and sales projections. We’ll discuss in the Eighth
Guideline the practical problems with the facts we find.

What Are the Alternatives? A decision
maker must be thorough in listing the alternative courses
of actions. For many of us, the temptation is to conclude
that there are only two options: to do something or not to
do something. Let’s take our decision whether to move
our factory to Juarez, Mexico. You might think that the
only choices are to stay in Sacramento or to move to
Juarez. Yet there are several combinations that fall in be-
tween those extremes.

For example, we could consider maintaining the factory
in Sacramento temporarily, opening a smaller factory in
Juarez, and gradually moving production to Mexico as
employees in Sacramento retire. Another alternative
is to offer jobs in the Juarez factory to all Sacramento
employees who want to move. If per-unit labor costs in
Sacramento are our concern, we could ask employees
in Sacramento to accept lower wages and fringe benefits
or to increase their productivity.

There are many other alternatives that you can imagine.
It is important to consider all reasonable alternatives.
If you do not, you increase the risk that the best course
of action was not chosen only because it was not
considered.

Who Are the Stakeholders? in modern
societies, where diversity is valued as an independent
virtue, considering the impacts of your decision on the
full range of society’s stakeholders has taken on great
significance in prudent and ethical decision making.
While a public corporation with thousands of sharehold-
ers obviously owes a duty to its shareholders to maximize
shareholder wealth, corporate managers must also con-
sider the interests of other important stakeholders,
including employees, suppliers, customers, and the com-
munities in which they live. Stakeholders also include so-
ciety as a whole, which can be defined as narrowly as
your country or more expansively as an economic union
of countries, such as the European Union of 27 countries,
or even the world as a whole.

Not to be omitted from stakeholders is you, the deci-
sion maker who is also impacted by your decisions for
your firm. The legitimacy of considering your own selfish
interests will be considered fully in the Sixth Guideline.

Listing all the stakeholders is not a goal by itself, but
helps the decision maker apply more completely other
factors in the Ethical Guidelines. Knowing whom your
decision affects will help you find the facts you need. It
also helps you evaluate the alternatives using the next
three Guidelines: how the alternatives we have proposed
impact society as whole, your firm, and the decision
maker.

How Do the Alternatives Impact Society
as a Whole? We covered some aspects of this
Guideline above when we made an effort to discover all
the facts that impact our decision. We can do a better job
discovering the facts if we try to determine how our
decision impacts society as a whole.

For example, if the alternative we evaluate is keeping
the factory in Sacramento after getting property tax and
road building concessions from the City of Sacramento,
how is society as a whole impacted? What effect will tax
concessions have on the quality of Sacramento schools
(most schools are funded with property taxes)? Will lower
taxes cause the Sacramento infrastructure (roads and
governmental services) to decline to the detriment of the
ordinary citizen? Will the economic benefits to workers
in Sacramento offset the harm to the economy and work-
ers in Juarez?

Will our firm’s receiving preferential concessions
from the Sacramento government undermine the ordinary
citizen’s faith in our political and economic institutions?
Will we contribute to the feelings of some citizens that
government grants privileges only to the powerful?
Will our staying in Sacramento foster further economic
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growth in Sacramento? Will staying in Sacramento allow
our suppliers to stay in business and continue to hire
employees who will buy goods from groceries and malls
in Sacramento?

What impact will our decision have on efforts to create
a global economy in which labor and goods can freely
travel between countries? Will our decision increase
international tension between the United States and
Mexico?

Note that the impact of our decision on society as a
whole fits neatly with one of the ethical theories we dis-
cussed earlier: utilitarianism. Yet profit maximization,
rights theory, and justice theory also require a considera-
tion of societal impacts.

How Do the Alternatives Impact My
Firm? The most obvious impact any alternative has on
your firm is its effect on the firm’s bottom line: what are
the firm’s profits. Yet that answer requires explaining, be-
cause what you really want to know is what smaller things
leading to profitability are impacted by an alternative.

For example, if our decision is to keep the factory in
Sacramento open temporarily and gradually move the
plant to Juarez as retirements occur, what will happen to
employee moral and productivity in Sacramento? Will
our suppliers in Sacramento abandon us to serve more
permanent clients instead? Will consumers in Sacramento
and the rest of California boycott our televisions? Will
they be able to convince other American laborers to boy-
cott our TVs? Will a boycott generate adverse publicity
and media coverage that will damage our brand name?
Will investors view our firm as a riskier business, raising
our cost of capital?

Again, you can see some redundancy here as we work
through the guidelines, but that redundancy is all right,
for it ensures that we are examining all factors important
to our decision.

How Do the Alternatives Impact Me,
the Decision Maker? At first look, consider-
ing how a decision you make for your firm impacts you
hardly seems to be a component of ethical and responsi-
ble decision making. The term “selfish” probably comes
to mind.

Many of the corporate ethical debacles of the last few
years comprised unethical and imprudent decisions that
probably were motivated by the decision makers’ selfish
interests. Mortgage brokers’ desires to earn large fees en-
couraged them to falsify borrowers’ financial status and
to make imprudent loans to high-risk clients. Several of
Enron’s off-balance-sheet partnerships, while apparently

helping Enron’s financial position, lined the pockets of
conflicted Enron executives holding stock options and
receiving management fees from the partnerships.

Despite these examples, merely because a decision
benefits you, the decision maker, does not always mean
it is imprudent or unethical. Even decisions by some
Enron executives in the late 1990s, while motivated in
part by the desire to increase the value of the executives’
stock options, could have been prudent and ethical if the
off-balance-sheet partnerships had real economic value
to Enron (as they did when Enron first created off-
balance-sheet partnerships in the 1980s) and accounting
for them complied with the law.

At least two reasons explain why you can and should
consider your own interest yet act ethically for your firm.
First, as the decision maker, you are impacted by the deci-
sion. Whether deservedly or not, the decision maker is
often credited or blamed for the success or failure of the
course of action chosen. You may also be a stakeholder in
other ways. For example, if you are an executive in the fac-
tory in Sacramento, you and your family may be required
to move to Juarez (or El Paso, Texas, which borders
Juarez) if the factory relocates. It is valid to consider a de-
cision’s impact on you and your family, although it should
not be given undue weight.

A second, and more important, reason to consider
your own interest is that your decision may be better
for your firm and other stakeholders if you also consider
your selfish interest. For example, suppose when you
were charged to lead the inquiry into the firm’s decision
whether to move to Juarez, it was made clear that the
CEO preferred to close the Sacramento factory and
move operations to Juarez.

Suppose also that you would be required to move to
Juarez. Your spouse has a well-paying job in Sacramento,
and your teenage children are in a good school system
and have very supportive friends. You have a strong rela-
tionship with your parents and siblings, who also live
within 50 miles of your family in Sacramento. You believe
that you and your family could find new friends and
good schools in El Paso or Juarez, and the move would
enhance your position in the firm and increase your
chances of a promotion. Nonetheless, overall you and
your spouse have determined that staying in the Sacra-
mento area is best for your family. So you are consider-
ing quitting your job with the firm and finding another
job in the Sacramento area rather than make an attempt
to oppose the CEQO’s preference.

If you quit your job, even in protest, you will have no
role in the decision and your resignation will likely have
no impact on the firm’s Sacramento-Juarez decision.
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Had you stayed with the firm, you could have led a dili-
gent inquiry into all the facts that may have concluded
that the prudent and ethical decision for the firm was to
stay in Sacramento. Without your input and guidance, the
firm may make a less prudent and ethical decision.

You can think of other examples where acting self-
ishly also results in better decisions. Suppose a top-level
accounting executive, to whom you are directly responsi-
ble, has violated accounting standards and the law by
pressuring the firm’s auditors to book as income in the
current year a contract that will not be performed for two
years. You could quit your job and blow the whistle, but
you may be viewed as a disgruntled employee and your
story given no credibility. You could confront the execu-
tive, but you may lose your job or at least jeopardize your
chances for a promotion while tipping off the executive,
who will cover her tracks. As an alternative, the more
effective solution may be to consider how you can keep
your job and prospects for promotion while achieving
your objective to blow the whistle on the executive. One
alternative may be to go through appropriate channels in
the firm, such as discussing the matter with the firm’s
audit committee or legal counsel.

Finding a way to keep your job will allow you to make
an ethical decision that benefits your firm, whereas your
quitting may leave the decision to someone else who
would not act as prudently. The bottom line is this: while
sometimes ethical conduct requires acting unselfishly, in
other contexts consideration of your self-interest is not
only consistent with ethical conduct, but also necessary
to produce a moral result.

What Are the Ethics of Each Alternative?
Because our goal is to make a decision that is not only
prudent for the firm but also ethical, we must consider
the ethics of each alternative, not from one but a variety
of ethical viewpoints. Our stakeholders’ values comprise
many ethical theories; ignoring any one theory will
likely cause an incomplete consideration of the issues
and may result in unforeseen consequences.

What Would a Utilitarian Do? A utilitarian would
choose the alternative that promises the highest net wel-
fare to society as a whole. If we define our society as the
United States, moving to Juarez may nonetheless produce
the highest net benefit, because the benefits to American
citizens from a lower cost of televisions and to American
shareholders from higher profits may more than offset
the harm to our employees and other citizens of Sacra-
mento. Another benefit of the move may be the reduced
cost of the American government dealing with illegal

immigration as Mexican workers decide to work at our
plant in Juarez. Another cost may be the increased labor
cost for a Texas business that would have hired Mexican
workers had we not hired them.

If we define society as all countries in the North Amer-
ican Free Trade Agreement (NAFTA was signed by the
United States, Mexico, and Canada), the benefit to workers
in Juarez may completely offset the harm to workers in
Sacramento. For example, the benefit to Juarez workers
may be greater than the harm to Sacramento employees if
many Juarez employees would otherwise be underem-
ployed and Sacramento employees can find other work or
are protected by a severance package or retirement plan.

As we discussed above in the discussion of ethical
theories, finding and weighing all the benefits and costs
of an alternative are difficult tasks. Even if we reject this
theory as the final determinant, it is a good exercise for
ensuring that we maximize the number of facts we con-
sider when making a decision.

What Would a Profit Maximizer Do? A profit maxi-
mizer will choose the alternative that produces the most
long-run profits for the company, within the limits of the
law. This may mean, for example, that the firm should
keep the factory in Sacramento if that will produce the
most profits for the next 10 to 15 years.

This does not mean that the firm may ignore the impact
of the decision on Juarez’s community and workers. It
may be that moving to Juarez will create a more affluent
population in Juarez and consequently increase the firm’
television sales in Juarez. But that impact is judged not by
whether society as a whole is bettered (as with utilitarian
analysis) or whether Juarez workers are more deserving
of jobs (as with justice theory analysis), but is solely
judged by how it impacts the firm’s bottom line.

Nonetheless, profit maximization compels a decision
maker to consider stakeholders other than the corporation
and its shareholders. A decision to move to Juarez may
mobilize American consumers to boycott our TVs, for ex-
ample, or cause a public relations backlash if our Juarez
employees receive wages far below our Sacramento work-
ers. These and other impacts on corporate stakeholders
may negatively impact the firm’s profits.

Although projecting profits is not a precise science,
tools you learned in finance classes should enhance your
ability to select an alternative that maximizes your firm’s
profits within the limits of the law.

What Would a Rights Theorist Do? A follower of
modern rights theory will determine whether anyone’s
rights are negatively affected by an alternative. If several
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rights are affected, the rights theorist will determine
which right is more important or trumps the other rights,
and choose the alternative that respects the most impor-
tant right.

For example, if the alternative is to move to Juarez,
the Sacramento employees, among others, are negatively
affected. Yet if we do not move, potential employees in
Juarez are harmed. Are these equal rights, a mere wash,
or is it more important to retain a job one already has
than to be deprived of a job one has never had?

Are other rights at work here, and how are they
ranked? Is it more important to maintain manufacturing
production in the firm’s home country for national secu-
rity and trade balance reasons than to provide cheaper
televisions for the firm’s customers? Does the right of all
citizens to live in a global economy that spreads wealth
worldwide and promotes international harmony trump
all other rights?

While apparently difficult to identify and rank valid
rights, this theory has value even to a utilitarian and a
profit maximizer. By examining rights that are espoused
by various stakeholders, we are more likely to consider
all the costs and benefits of our decision and know which
rights can adversely affect the firm’s profitability if we
fail to take them into account.

What Would a Justice Theorist Do? A justice theorist
would choose the alternative that allocates society’s bene-
fits and burden most fairly. This requires the decision
maker to consider whether everyone is getting what he de-
serves. If we follow the preaching of John Rawls, the firm
should move to Juarez if the workers there are less advan-
taged than those in Sacramento, who may be protected by
savings, severance packages, and retirement plans.

If we follow Nozick’s libertarian approach, it is suffi-
cient that the firm gives Sacramento workers an opportu-
nity to compete for the plant by matching the offer the firm
has received from Juarez workers. Under this analysis, if
Sacramento workers fail to match the Juarez workers’ offer
of lower wages, for example, it would be fair to move the
factory to Juarez, even if Sacramento workers are denied
their right to jobs.

Even if the firm has difficulty determining who most
deserves jobs with our firm, justice theory, like rights the-
ory, helps the firm identify constituents who suffer from
our decision and who can create problems impacting the
firm’s profitability if the firm ignores their claims.

What Are the Practical Constraints of
Each Alternative? As we evaluate alternatives,
it is important to consider each alternative’s practical

problems before we implement it. For example, is it
feasible for us to implement an alternative? Do we have
the necessary money, labor, and other resources?

Suppose one alternative is to maintain our manufac-
turing plant in Sacramento as we open a new plant in
Juarez, gradually shutting down the Sacramento plant as
employees retire and quit. That alternative sounds like an
ethical way to protect the jobs of all existing and
prospective employees, but what are the costs of having
two plants? Will the expense make that alternative infea-
sible? Will the additional expense make it difficult for
the firm to compete with other TV manufacturers? Is it
practicable to have a plant in Sacramento operating with
only five employees who are 40 years old and will not
retire for 15 years?

It is also necessary to consider potential problems
with the facts that have led us to each alternative. Did we
find all the facts relevant to our decision? How certain
are we of some facts? For example, are we confident
about our projections of labor and transportation costs if
we move to Juarez? Are we sure that sales of our products
will drop insubstantially due to consumer boycotts?

What Course of Action Should Be
Taken and How Do We Implement It?
Ultimately, we have to stop our analysis and make a
decision by choosing one alternative. Yet even then our
planning is not over.

We must determine how to put the alternative into
action. How do we implement it? Who announces the
decision? Who is told of the decision and when? Do
some people, like our employee’s labor union, receive
advance notice of our plans and have an opportunity to
negotiate a better deal for our Sacramento employees?
When do we tell shareholders, government officials,
lenders, suppliers, investments analysts, and the media
and in what order? Do we antagonize a friend or an
enemy and risk killing a deal if we inform someone too
soon or too late?

Finally, we have to prepare for the worst-case scenario.
What do we do if, despite careful investigation, analysis,
and planning, our course of action fails? Do we have
backup plans? Have we anticipated all the possible ways
our plan may fail and readied responses to those failures?

In 1985, the Coca-Cola Company decided to change
the flavor of Coke in response to Coke’s shrinking share
of the cola market. Despite careful market research,
Coca-Cola failed to anticipate Coke drinkers’ negative
response to the new Coke formula and was caught without
a response to the outcry. Within three months, Coca-Cola
realized it had to revive the old Coke formula under
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the brand name Coca-Cola Classic. In the meantime, Coke
lost significant market share to rival Pepsi. Today, one
would expect Coke executives introducing a reformu-
lated drink to predict more consumers’ reactions to the
drink and to prepare a response to each reaction.

Knowing When to Use the Guidelines
You can probably see that following these factors will
result in better decisions in a variety of contexts, includ-
ing some that appear to have no ethical concerns. For ex-
ample, in the next few years, most of you will consider
what major course of study to select at college or what
job to take with which firm in which industry. This
framework can help you make a better analysis that
should result in a better decision.

The Guidelines can be used also to decide mundane
matters in your personal life, such as whether to eat a
high-fat hamburger or a healthful salad for lunch, whether
to spend the next hour exercising at the gym or visiting a
friend in the hospital, and whether or not to brush your
teeth every day after lunch. But for most of us, using the
Guidelines every day for every decision would occupy so
much of our time that little could be accomplished, what
is sometimes called “paralysis by analysis.”

Practicality, therefore, requires us to use the Guide-
lines only for important decisions and those that create a
potential for ethical problems. We can identify decisions
requiring application of the Guidelines if we carefully re-
flect from time to time about what we have done and are
doing. This requires us to examine our past, current, and
future actions.

It may not surprise you how seldom people, including
business executives, carefully preview and review their
actions. The pressures and pace of daily living give us
little time to examine our lives critically. Most people are
reluctant to look at themselves in the mirror and ask
themselves whether they are doing the right thing for
themselves, their families, their businesses, and their
communities. Few know or follow the words of Socrates,
“The unexamined life is not worth living.”

Ask yourself whether you believe that mortgage brokers
used anything like the Guidelines for Ethical Decision
Making before signing low-income borrowers to loans
exceeding $500,000. Did executives at bankrupt energy
trader Enron consider any ethical issues before creating
off-balance-sheet partnerships with no economic value to
Enron? Do you think the employees at accounting firm
Arthur Andersen carefully examined their decision to ac-
cept Enron’s accounting for off-balance-sheet partnerships?

Merely by examining our past and prospective
actions, we can better know when to apply the Guidelines.

In the last section of this chapter, Resisting Requests to
Act Unethically, you will learn additional tools to help
you identify when to apply the Guidelines.
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Thinking Critically

Part of ethical decision making is being able to think crit-
ically, that is, to evaluate arguments logically, honestly,
and without bias in favor of your own arguments and
against those of others.

Even if someone uses the Guidelines for Ethical
Decision Making, there is a risk that they have been mis-
applied if a person makes errors of logic or uses fallacious
arguments. In this section, we want to help you identify
when your arguments and thinking may be flawed and
how to correct them. Equally important, we want to help
you identify flaws in others’ thinking. The purpose is to
help you think critically and not to accept at face value
everything you read or hear and to be careful before you
commit your arguments to paper or voice them.

This chapter’s short coverage of critical thinking cov-
ers only a few of the errors of logic and argument that are
covered in a college course or book devoted to the sub-
ject. Here are 15 common fallacies.

Non Sequiturs A non sequitur is a conclusion
that does not follow from the facts or premises one sets
out. The speaker is missing the point or coming to an irrel-
evant conclusion. For example, suppose a consumer uses
a corporation’s product and becomes ill. The consumer
argues that because the corporation has lots of money,
the corporation should pay for his medical expenses.
Clearly, the consumer is missing the point. The issue
is whether the corporation’s product caused his injuries,
not whether money should be transferred from a wealthy
corporation to a poor consumer.

You see this also used when employees attempt to
justify stealing pens, staplers, and paper from their
employers. The typical non sequitur goes like this: “I
don’t get paid enough, so I’ll take a few supplies. My
employer won’t even miss them.”
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Business executives fall prey to this fallacy also. Our
firm may consider which employees to let go during a
downturn. Company policy may call for retaining the
best employees in each department, yet instead we release
those employees making the highest salary in each posi-
tion in order to save more money. Our decision does
not match the standards the company set for downsizing
decisions and is a non sequitur, unless we admit that we
have changed company policy.

Appeals to Pity A common fallacy seen in the
American press is the appeal to pity or compassion. This
argument generates support for a proposition by focusing
on a victim’ predicament. It usually is also a non sequitur.
Examples are news stories about elderly, retired people
who find it hard to afford expensive, life-prolonging
drugs. None of these stories point out that many of these
people squandered their incomes when working rather
than saving for retirement.

Appeals to pity are effective because humans are com-
passionate. We have to be careful, however, not to be dis-
tracted from the real issues at hand. For example, in the trial
against accused 9/11 co-conspirator Zacarias Moussaouli,
federal prosecutors wanted to introduce testimony by the
families of the victims. While what the families of 9/11
suffered is terrible, the victims’ families hold no evidence
of Moussaoui’s role in 9/11. Instead, their testimonies are
appeals to pity likely to distract the jury from its main task
of determining whether Moussaoui was a part of the 9/11
conspiracy.

You see many appeals to pity used against corporations.
Here is a typical argument: a corporation has a chemical
plant near a neighborhood; children are getting sick and
dying in the neighborhood; someone should pay for this
suffering; the corporation should pay. You can also see
that this reasoning is a non sequitur. Better reasoning
requires one to determine not whether two events are co-
incidental or correlated, but whether one (the chemical
plant) caused the other (the children’s illnesses).

False Analogies An analogy essentially argues
that since something is like something else in one or more
ways, it is also like it in another respect. Arguers often use
analogies to make a point vividly, and therefore analogies
have strong appeal. Nonetheless, while some analogies
are apt, we should make sure that the two situations are
sufficiently similar to make the analogy valid.

Suppose an executive argues that our bank should not
make loans to lower-income borrowers because the bank
will suffer huge losses like Countrywide Financial. This
analogy may be invalid because we may do a better job

verifying a borrower’s income and ability to repay a loan
than did Countrywide.

Analogies can also be used to generate support for a
proposal, such as arguing that since Six Sigma worked
for General Electric, it will work for our firm also. It is
probable that factors other than Six Sigma contributed to
GE’s success during the Jack Welch era, factors our firm
may or may not share with GE.

Nonetheless, analogies can identify potential opportu-
nities, which we should evaluate prudently to determine
whether the analogy is valid. Analogies can also suggest
potential problems that require us to examine a decision
more carefully before committing to it.

Begging the Question An arguer begs the
question when she takes for granted or assumes the thing
that she is setting out to prove. For example, you might
say that we should tell the truth because lying is wrong.
That is circular reasoning and makes no sense, because
telling the truth and not lying are the same things. Another
example is arguing that democracy is the best form of
government because the majority is always right.

Examples of begging the question are difficult to iden-
tify sometimes because they are hidden in the language of
the speaker. It is best identified by looking for arguments
that merely restate what the speaker or questioner has al-
ready stated, but in different words. For an example in the
business context, consider this interchange between you
and someone working under you.

You: Can | trust these numbers you gave to me?
Co-worker: Yes, you can trust them.

You: Why can I trust them?

Co-worker: Because I’m an honest person.

The co-worker used circular reasoning, since whether
the numbers can be trusted is determined by whether he
is honest, yet he provided no proof of his honesty or
trustworthiness.

Argumentum ad Populum Argumentum ad
populum means argument to the people. It is an emo-
tional appeal to popular beliefs, values, or wants. The
fallacy is that merely because many or all people believe
something does not mean it is true. It is common for
newspapers to poll its readers about current issues, such
as support for a presidential decision. For example, a
newspaper poll may show that 60 percent of Americans
support the president. The people may be right, but it is
also possible that the president’s supporters are wrong:
they may be uninformed or base their support of the
president on invalid reasoning.
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Arguments to the people are commonly used by
corporations in advertisements, such as beer company ads
showing friends having a good time while drinking beer.
The point of such ads is that if you want to have a good
time with friends, you should drink beer. While some beer
drinkers do have fun with friends, you probably can also
point to other people who drink beer alone.

Bandwagon Fallacy The bandwagon fallacy is
similar to argumentum ad populum. A bandwagon argu-
ment states that we should or should not do something
merely because one or more other people or firms do or
do not do it. Sports lllustrated quoted baseball player
Ken Caminiti’s justification for using steroids: “At first |
felt like a cheater. But | looked around, and everyone was
doing it.” Some people justify cheating on their taxes for
the same reason.

This reasoning can be fallacious because probably not
everyone is doing it, and even if many or all people do
something, it is not necessarily right. For example, while
some baseball players do use steroids, there are serious
negative side effects including impotency and acute psy-
chosis, which make its use risky. Cheating on taxes may
be common, but it is still illegal and can result in the
cheater’s imprisonment.

Bandwagon thinking played a large part in the credit
crunch of 2008, as many loan buyers like Bear Stearns
bought high-risk loans only because their competitors
were buying the loans, thereby encouraging lenders to
continue to make high-risk loans.

Argumentum ad Baculum Argumentum ad
baculum means argument to club. The arguer uses threats
or fear to bolster his position. This is a common argument
in business and family settings. For example, when a
parent asks a child to take out the garbage, the child may
ask, “Why?” Some parents respond, “Because if you
don’t, you’ll spend the rest of the afternoon in your
room.” Such an argument is a non sequitur as well.

In the business context, bosses explicitly and implicitly
use the club, often generating support for their ideas from
subordinates who fear they will not be promoted unless
they support the boss’s plans. An executive who values
input from subordinates will ensure that they do not per-
ceive that the executive is wielding a club over them.

Enron’s CFO Andrew Fastow used this argument
against investment firm Goldman Sachs when it balked
at lending money to Enron. He told Goldman that he
would not do anything with a presentation Goldman had
prepared unless it made the loan.

By threatening to boycott a company’s products,
consumers and other interest groups use this argument
against corporations perceived to act unethically. It is one
reason that profit maximization requires decision makers
to consider a decision’s impact on all stakeholders.

Argumentum ad Hominem Argumentum ad
hominem means “argument against the man.” This tactic
attacks the speaker, not his reasoning. For example, a
Republican senator criticizes a Democratic senator who
supports the withdrawal of American troops from a war
zone by saying, “You can’t trust him. He never served in
the armed forces.” Such an argument attacks the Demo-
cratic senator’ character, not the validity of his reasons
for withdrawing troops.

When a CEO proposes a new compensation plan for
corporate executives, an opponent may argue, “Of course
he wants the new plan. He’ll make a lot of money from it.”
Again, this argument doesn’t address whether the plan is
a good one or not; it only attacks the CEO’ motives.
While the obvious conflict of interest the CEO has may
cause us to doubt the sincerity of the reasons he presents
for the plan (such as to attract and retain better manage-
ment talent), merely pointing out this conflict does not
rebut his reasons.

One form of ad hominem argument is attacking a
speaker’s consistency, such as, “Last year you argued for
something different.” Another common form is appealing
to personal circumstances. One woman may say to an-
other, “As a woman, how can you be against corporate
policies that set aside executive positions for women?” By
personalizing the argument, the speaker is trying to dis-
tract the listener from the real issue. A proper response to
the personal attack may be, “As a women and a human,
I believe in equal opportunity for all people. | see no need
for any woman or myself to have special privileges to
compete with men. | can compete on my own. By having
quotas, the corporation cheapens my accomplishments by
suggesting that | need the quota. Why do you, as a woman,
think you need a quota?”

Guilt by association is the last ad hominem argument
we will consider. This argument attacks the speaker by
linking her to someone unpopular. For example, if you
make the libertarian argument that government should
not restrict or tax the consumption of marijuana, some-
one may attack you by saying, “Mass murderer Charles
Manson also believed that.” Your attacker suggests that
by believing as you do, you are as evil as Charles Manson.
Some corporate critics use guilt by association to paint
all executives as unethical people motivated to cheat
their corporations. For example, if a CEO asks for stock
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options as part of her compensation package, someone
may say, “Enron’s executives wanted stock options also.”
The implication is that the CEO should not be trusted
because some Enron executives who were corrupt also
wanted stock options.

No ad hominem argument is necessarily fallacious,
because a person’s character, motives, consistency,
personal characteristics, and associations may suggest
further scrutiny of a speaker’s arguments is necessary.
However, merely attacking the speaker does not expose
flaws in her arguments.

Argument from Authority Arguments from
authority rely on the quality of an expert or person in a
position of authority, not the quality of the expert’s or
authority’s argument. For example, if someone says,
“The president says we need to stop drug trafficking
in the United States, and that is good enough for me,” he
has argued from authority. He and the president may
have good reasons to stop drug trafficking, but we can-
not know that from his statement.

Another example is “Studies show that humans need
to drink 10 glasses of water a day.” What studies? What
were their methodologies? Did the sample sizes permit
valid conclusions? A form of argument to authority is
argument to reverence or respect, such as “Who are
you to disagree with the CEO’s decision to terminate
5,000 employees?” The arguer is trying to get you to
abandon your arguments, not because they are invalid,
but because they conflict with the views of an authority.
Your response to this question should not attack the CEO
(to call the CEO an idiot would be ad hominem and also
damage your prospects in the firm), but state the reasons
you believe the company would be better off not termi-
nating 5,000 employees.

It is natural to rely on authorities who have expertise in
the area on which they speak. But should we give credi-
bility to authorities speaking on matters outside the scope
of their competency? For example, does the fact that Julia
Roberts is an Academy Award-winning actress have any
relevance when she is testifying before Congress about
Rett Syndrome, a neurological disorder that leaves infants
unable to communicate and control body functions? Is she
any more credible as a Rett Syndrome authority because
she narrated a film on the Discovery Health Channel
about children afflicted with the disease?

This chapter includes several examples of arguments
from authority when we cite Kant, Bentham, and others
who have formulated ethical theories. What makes their
theories valid, however, is not whether they are recognized
as experts, but whether their reasoning is sound.

False Cause This fallacy results from observing
two events and concluding that there is a causal link
between them when there is no such link. Often we commit
this fallacy because we do not attempt to find all the evi-
dence proving or disproving the causal connection. For
example, if as a store manager you change the opening
hour for your store to 6 Am from 8 am, records for the
first month of operation under the new hours may show
an increase in revenue. While you may be tempted to
infer that the revenue increase is due to the earlier open-
ing hour, you should not make that conclusion until at
the very least you examine store receipts showing the
amount of revenue generated between 6 Am and 8 Am.
The increase in revenue could have resulted from improved
general economic conditions unconnected to the new hours:
people just had more money to spend.

The fallacy of false cause is important to businesses,
which need to make valid connections between events in
order to judge the effectiveness of decisions. Whether, for
example, new products and an improved customer re-
lations program increases revenues and profits should be
subjected to rigorous testing, not some superficial causal
analysis. Measurement tools you learn in other business
classes help you eliminate false causes.

The Gambler’s Fallacy This fallacy results
from the mistaken belief that independent prior outcomes
affect future outcomes. Consider this example. Suppose
you flip a coin five times and each time it comes up
heads. What is the probability that the next coin flip will
be heads? If you did not answer 50 percent, you commit-
ted the gambler’s fallacy. Each coin flip is an independent
event, so no number of consecutive flips producing heads
will reduce the likelihood that the next flip will also be
heads. That individual probability is true even though the
probability of flipping six consecutive heads is 0.5 to the
sixth power, or only 1.5625 percent.

What is the relevance of the gambler’s fallacy to busi-
ness? We believe and are taught that business managers
and professionals with higher skills and better decision-
making methods are more likely to be successful than
those with lesser skills and worse methods. Yet we have
not discussed the importance of luck or circumstance to
success. When a corporation has five years of profits
rising by 30 percent, is it due to good management or
because of expanding consumer demand or any number
of other reasons? If a mutual fund has seven years of an-
nual returns of at least 15 percent, is the fund’s manager
an investment genius or is she lucky? If it is just luck,
one should not expect the luck to continue. The point is
that you should not be seduced by a firm’s, manager’s, or
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even your own string of successes and immediately jump
to the conclusion that the successes were the result of man-
agerial excellence. Instead, you should use measurement
tools taught in your finance, marketing, and other courses
to determine the real reasons for success.

Reductio ad Absurdum Reductio ad absur-
dum carries an argument to its logical end, without con-
sidering whether it is an inevitable or probable result.
This is often called the slippery slope fallacy.

For example, if | want to convince someone not to eat
fast food, | might argue, “Eating fast food will cause you
to put on weight. Putting on weight will make you over-
weight. Soon you will weigh 400 pounds and die of heart
disease. Therefore, eating fast food leads to death. Don’t
eat fast food.” In other words, if you started eating fast
food, you are on a slippery slope and will not be able to
stop until you die. Although you can see that this argu-
ment makes some sense, it is absurd for most people who
eat fast food.

Scientist Carl Sagan noted that the slippery slope
argument is used by both sides of the abortion debate.
One side says, “If we allow abortion in the first weeks
of pregnancy, it will be impossible to prevent the killing
of a full-term infant.” The other replies, “If the state pro-
hibits abortion even in the ninth month, it will soon be
telling us what to do with our bodies around the time of
conception.”

Business executives face this argument frequently.
Human resource managers use it to justify not making
exceptions to rules, such as saying, “If we allow you time
off to go to your aunt’s funeral, we have to let anyone off
anytime they want.” Well, no, that was not what you were
asking for. Executives who reason this way often are look-
ing for administratively simple rules that do not require
them to make distinctions. That is, they do not want to
think hard or critically.

Pushing an argument to its limits is a useful exercise
in critical thinking, often helping us to discover whether
a claim has validity. The fallacy is carrying the argument
to its extreme without recognizing and admitting that
there are many steps along the way that are more likely
consequences.

Appeals to Tradition Appeals to tradition infer
that because something has been done a certain way in
the past, it should be done the same way in the future. You
probably have heard people say, “I don’t know why we do
it, but we’ve always done it that way, and it’s always
worked, so we’ll continue to do it that way.” Although
there is some validity to continuing to do what has stood

the test of time, the reasons a business strategy has suc-
ceeded in the past may be independent of the strategy
itself. The gambler’s fallacy would suggest that perhaps
we have just been lucky in the past. Also, changed circum-
stances may justify departing from previous ways of doing
business.

The Lure of the New The opposite of appeals
to tradition is the lure of the new, the idea that we should
do or buy something merely because it is “just released”
or “improved.” You see this common theme in advertising
that promotes “new and improved” Tide or Windows 2009.
Experience tells us that sometimes new products are bet-
ter. But we can also recount examples of new car models
with defects and new software with bugs that were fixed
in a later version.

The lure of the new is also a common theme in manage-
ment theories, as some managers have raced to embrace
one new craze after another, depending on which is the
hottest fad, be it Strategic Planning, Total Quality Manage-
ment, Reengineering the Corporation, or Customer Rela-
tionship Management. The point here is the same. Avoid
being dazzled by claims of newness. Evaluations of ideas
should be based on substance.

Sunk Cost Fallacy The sunk cost fallacy is an
attempt to recover invested time, money, and other re-
sources, by spending still more time, money, or other
resources. It is sometimes expressed as “throwing good
money after bad.” Stock market investors do this often.
They invest $30,000 in the latest tech stock. When the
investment declines to $2,000, rather than evaluate
whether it is better to withdraw that $2,000 and invest it
elsewhere, an investor who falls for the sunk cost fallacy
might say, “l can’t stop investing now, otherwise what
I’ve invested so far will be lost.” While the latter part of
the statement is true, the fallacy is in the first part. Of the
money already invested, $28,000 is lost whether or not
the investor continues to invest. If the tech stock is not a
good investment at this time, the rational decision is to
withdraw the remaining $2,000 and not invest more
money.

There are other statements that indicate business ex-
ecutives may fall victim to the sunk cost fallacy: “It’s too
late for us to change plans now.” Or “If we could go back
to square one, then we could make a different decision.”
The best way to spend the firm’s remaining labor and
money may be to continue a project. But that decision
should be unaffected by a consideration of the labor and
money already expended. The proper question is this:
What project will give the firm the best return on its
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investment of money and other resources from this point
forward. To continue to invest in a hopeless project is
irrational, and may be a pathetic attempt to delay having
to face the consequences of a poor decision.

A decision maker acts irrationally when he attempts to
save face by throwing good money after bad. If you want
a real-world example of ego falling prey to the sunk cost
fallacy, consider that President Lyndon Johnson commit-
ted American soldiers to the Vietnam Conflict after he
had determined that America and South Vietnam could
never defeat the Viet Cong. By falling for the sunk cost
fallacy, the United States lost billions of dollars and tens
of thousands of soldiers in the pursuit of a hopeless cause.
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Common Characteristics
of Poor Decision Making

Most business managers during the course of their formal
education in school or informal education on the job
have learned most of the techniques we have discussed in
this chapter for making ethical and well-reasoned decisions.
Yet business managers continue to make unethical and
poor decisions, most often in disregard of the very prin-
ciples that they otherwise view as essential to good deci-
sion making. Each of us can also point to examples when
we have failed to analyze a situation properly before
making a decision, even though at the time we possessed
the ability to make better decisions.

Why do we and other well-intentioned people make
bad decisions? What is it that interferes with our ability
to use all the decision-making tools at our disposal, result-
ing sometimes in unethical and even catastrophic decisions?
What causes a basically honest accountant to agree to
cook the books for his corporation? What causes a drug
company to continue to market a drug when internal tests
and user experience show a high incidence of harmful
side effects? What causes a corporation to continue to

operate a chemical plant when its safety systems have
been shut down? While business scholars and other writ-
ers have suggested several attributes that commonly inter-
fere with good decision making, we believe they can be
distilled into three essential traits that are useful to you, a
decision maker who has already learned the Guidelines
for Ethical Decision Making and the most common criti-
cal thinking errors.

Failing to Remember Goals Friedrich Niet-
zsche wrote, “Man’s most enduring stupidity is forgetting
what he is trying to do.” If, for example, our company’s
goal as a retailer is to garner a 30 percent market share in
the retail market in five years, you may think that would
translate into being dominant in each segment of our
business, from housewares to video games. But should
our retailer strive to dominate a market segment that is
declining, such as portable cassette players, when the
consumer market has clearly moved to iPods and other
similar digital recorders? If we focus on the wrong
goal—dominating the cassette player market, which may
not exist in five years—we have failed to remember our
goal of acquiring a 30 percent overall market share.

In another example, suppose we are a luxury home-
builder with two goals that go hand-in-hand: producing
high quality housing and maintaining an annual 15 per-
cent return on equity. The first goal supports the second
goal: by having a reputation for producing high quality
housing, we can charge more for our houses. Suppose,
however, one of our project managers is under pressure
to bring her development in line with cost projections.
She decides, therefore, to use lower quality, lower cost
materials. The consequence is we meet our profit target
in the short run, but in the long run when the shoddy
materials are detected and our reputation is sullied,
both of our goals of building high quality housing and
achieving a 15 percent return on equity will be compro-
mised. Again, we have failed to remember the most
important goal, maintaining high quality, which allowed
us to achieve our ROE goal.

Overconfidence While confidence is a personal
trait essential to success, overconfidence or overoptimism
is one of the most common reasons for bad decisions. We
all have heard ourselves and others say, “Don’t worry.
Everything will work out OK.” That statement is likely a
consequence of overconfidence, not careful analysis that
is necessary to make sure everything will work out as we
hope.

There are several corollaries or other ways to express
this overoptimism. Sometimes businesses executives will
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do something that they know to be wrong with the belief
that it is only a small or temporary wrong that will be fixed
next year. They may rationalize that no one will notice
the wrongdoing and that only big companies and big
executives get caught, not small companies and little
managers like them.

Many of the accounting scandals of the last ten years
started small, rationalized as temporary attempts to cook
the books that would be corrected in the following years
when business turned around. As we now know, finance
managers and accountants who thought things would
turn around were being overconfident about the econ-
omy and their companies.

Another aspect of overconfidence is confirmation bias;
that is, we must be doing things the right way because all
has gone well in the past. Or at least we have not been
caught doing something wrong in the past, so we will not
be caught in the future. In part this reveals a thinking
error we have studied, appeal to tradition. In the home-
builder example above, the project manager’s cutting
quality in years past may not have been detected by home-
owners who knew nothing about construction quality.
And none of the project manager’s workers may have
told top management about the project manager’s actions.
That past, however, does not guarantee the future. New
homeowners may be more knowledgeable, and future
workers may inform management of the project man-
ager’s quality-cutting actions.

Another consequence of overoptimism is believing
that complex problems have simple solutions. That leads
to the next common trait of bad decision making.

Complexity of the Issues Closely aligned to
and aggravated by overconfidence is the failure of deci-
sion makers to understand the complexity of an issue. A
manager may perceive that the facts are simpler than
reality and, therefore, not see that there is little margin
for error. Consequently, the executive has not considered
the full range of possible solutions and has failed to find
the one solution that best matches the facts.

Restated, the decision maker has not done all the in-
vestigation and thinking required by the Guidelines for
Ethical Decision Making and, therefore, has not discov-
ered all the facts and considered all the reasonable courses
of action necessary to making a prudent decision.

The impediments to knowing all the facts, under-
standing the complexity of a problem, and doing the hard
work to create and evaluate all possible solutions to a
problem are known to all of us. Fatigue, laziness, over-
confidence, and forgetting goals play roles in promoting
ignorance of critical facts. We may also want to be team

players, by following the lead of a colleague or the order
of a boss. These human tendencies deter us from making
the effort to find the facts and to consider all options.

Resisting Requests
to Act Unethically

Even if we follow the Guidelines for Ethical Decision
Making and avoid the pitfalls of fallacious reasoning, not
everyone is a CEO or his own boss and able to make de-
cisions that everyone else follows. Sure, if you control a
firm, you will do the right thing. But the reality is that for
most people in the business world, other people make
many decisions that you are asked to carry out. What do
you do when asked to do something unethical? How can
you resist a boss’s request to act unethically? What could
employees at WorldCom have done when its CFO in-
structed them to falsify the firm’s books, or mortgage
brokers when their bosses asked them to falsify borrow-
ers’ incomes?

Recognizing Unethical Requests and
Bosses A person must recognize whether he has
been asked to do something unethical. While this sounds
simple considering we have spent most of this chapter
helping you make just that kind of decision, there are
structural problems that interfere with your ability to per-
form an ethical analysis when a boss or colleague asks
you to do something. Many of us are inclined to be team
players and “do as we are told” by a superior. Therefore,
it is important to recognize any tendency to accept ap-
peals to authority and to resist the temptation to follow
orders blindly. We do not want to be like the Enron
accounting employee who returned to his alma mater and
was asked by a student, “What do you do at Enron?” When
considering that question, a question he never posed to
himself, he realized that his only job was to remove liabil-
ities from Enron’s balance sheet.

For most bosses’ orders, such an analysis will be un-
necessary. Most of the time, a boss is herself ethical and
will not ask us to do something wrong. But there are
exceptions that require us to be on the lookout. More-
over, some bosses have questionable integrity, and they
are more likely to give us unethical orders. Therefore, it
will be helpful if we can identify bosses who have shaky
ethics, for whom we should put up our ethical antennae
when they come to us with a task.

Business ethicists have attempted to identify execu-
tives with questionable integrity by their actions. Ethical
bosses have the ability to “tell it like it is” while those
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with less integrity say one thing and do another. Ethical
bosses have the ability to acknowledge that they have
failed, whereas those with low integrity often insist on
being right all the time. Ethical bosses try to build a con-
sensus before making an important decision; unethical
bosses may generate support for their decisions with
intimidation through anger and threats. Ethical bosses
can think about the needs of others beside themselves.
Bosses with low integrity who misuse their workers by
asking them to act unethically often mistreat other peo-
ple also, like secretaries and waiters.

If we pay attention to these details, we will be better
able to consider the “source” when we are asked to do
something by a boss and, therefore, more sensitive to the
need to scrutinize the ethics of a boss’s request.

Buying Time If we think a requested action is or
might be unethical, what is done next? How can we refuse
to do something a boss has ordered us to do? One key is to
buy some time before you have to execute the boss’s order.
Buying time allows you to find more facts, to understand
an act’s impact on the firm’s stakeholders, and to evalu-
ate the ethics of the action. It also lets you find other
alternatives that achieve the boss’s objectives without
compromising your values. Delay also gives you time to
speak with the firm’s ethics officer and other confidants.

How do you buy time? If the request is in an e-mail,
you might delay responding to it. Or you could answer
that you have received the e-mail and will give your
attention to it when you finish with the task you are work-
ing on. Similar tactics can be used with phone calls and
other direct orders. Even a few hours can help your deci-
sion. Depending on the order and your ability to stack
delay on top of delay, you may be able to give yourself
days or weeks to find a solution to your dilemma.

The most important reason for buying time is it al-
lows you to seek advice and assistance from other peo-
ple, especially those in the firm. That brings us to the
next tactic for dealing with unethical requests.

Find a Mentor and a Peer Support
Group Having a support system is one of the most
important keys to survival in any organization, and it is
best to put a system in place when you start working at
the firm. Your support system can improve and help defend
your decisions. It can also give you access to executives
who hold the power to overrule your boss. Your support
system should include a mentor and a network of other
employees with circumstances similar to your own.

A mentor who is well established, well respected, and
highly placed in the firm will help you negotiate the

pitfalls that destroy employees who are ignorant of a
firm’s culture. A mentor can be a sounding board for
your decisions; he can provide information on those who
can be expected to help you and those who could hurt
you; he can advise you of the procedures you should
follow to avoid antagonizing potential allies. A mentor
can also defend you and provide protection when you
oppose a boss’s decision. Many firms have a mentor-
ship program, but if not or if your assigned mentor is
deficient, you should find an appropriate mentor soon
after you join the firm. Be sure to keep him updated reg-
ularly on what you are doing. By letting a mentor know
that you care to keep him informed, he becomes invested in
you and your career.

You should also build a community of your peers by
creating a network of other workers who share your val-
ues and interests. You may want to find others who joined
the firm at about the same time you did, who are about the
same age, who share your passion for the firm’s products
and services, and who have strong ethical values. To cement
the relationship, your peer support group should meet regu-
larly, such as twice a week at work during 15-minute coffee
breaks. This group can give you advice, help with difficult
decisions, and unite to back up your ethical decisions.

Find Win-Win Solutions As we learned from
the Guidelines for Ethical Decision Making, many times
there are more than the two options of doing and not doing
something. There are a number of choices in between
those extremes, and the best solution may be one uncon-
nected to them. For example, suppose your boss has ordered
you to fire someone who works under you. The worker’s
productivity may be lagging, and perhaps he has made a
few costly mistakes. Yet you think it would be wrong to
fire the worker at this time. What do you do?

Find a win-win solution, that is, a compromise that
works for you and your boss. First, discover your boss’s
wants. Probably you will find that your boss wants an
employee who makes no or few mistakes and has a certain
level of productivity. Next determine what is needed for
the affected employee to reach that level. If you find the
employee is having emotional problems that interfere
with his work, are they temporary or can we help him
handle them? Can we make him more productive by
giving him more training? Is the employee unmotivated
or is he unaware that he lags behind other workers?
Should we give him a warning and place him on proba-
tionary status for a month, releasing him if there is no
satisfactory improvement? These alternatives may address
your boss’s concerns about the employee without com-
promising your ethical values.
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In other contexts, you may need to approach your
boss directly and show that her order is not right for the
firm. Using the Guidelines for Ethical Decision Making
and valid arguments, you may be able to persuade your
boss to accept your perspective and avoid an otherwise
unethical decision. Finding a win-win solution is pos-
sible only when there is room for compromise. The
Ethical Guidelines and logical arguments are effective
when your boss respects reason and wants to act ethically.
However, when you face an intractable executive demand-
ing you do something illegal, a different response is
needed.

Work within the Firm to Stop the
Unethical Act Suppose you receive an order from
an executive you know or suspect to be corrupt. For ex-
ample, a CFO is motivated to increase the price of the
firm’s stock in order to make her stock options more
valuable. She orders you to book in the current year rev-
enue that in fact will not be received for at least two
years, if ever. Booking that revenue would be fraudulent,
unethical, and illegal. You are convinced the CFO knows
of the illegality and will find someone else to book the

revenue if you refuse. You probably will lose your job if
you do not cooperate. What do you do?

This is when your mentor, peer support group, and
corporate ethics officer can help you. Your mentor may
have access to the CEO or audit committee, who if hon-
est, should back you and fire the CFO. Your peer support
group might have similar access. The corporate ethics
officer, especially if she is a lawyer in the firm’s legal
department, can also provide her backing and that of the
legal department.

There is one large caveat, however. While the situa-
tion just described should and probably will result in
your support system rallying to your support, in other sit-
uations that are ethically ambiguous, you, your mentor,
and your support group may find that fighting a battle
against a top corporate executive ineffectively expends
your and your colleagues’ political capital. In other
words, you need to pick your battles carefully lest you
and your colleagues at the firm be labeled whiners and
troublemakers who unnecessarily seek intervention from
higher level corporate executives. This is why we have
listed this alternative near the end of our discussion. In
most situations, it is better to rely on your colleagues as
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advisors and to execute win-win solutions in cooperation
with your boss.

But if neither compromise nor other intrafirm tactics
protect you from unethical requests, you are left with a
final tactic.

Prepare to Lose Your Job This is the last tac-
tic, because by quitting or losing your job you are deprived
of your ability to help the firm make ethical decisions.
Only as an employee can you craft win-win solutions or
work within the firm to do the right thing.

But if a firm’s executives and its internal governance
are so corrupted that neither compromise nor reason can
steer the firm away from an unethical and illegal course,
you must be willing to walk away from your job or be
fired for standing up for your values. Do not want your
job and the status it brings so much that you are willing
to compromise more important values. It is tough losing
a job when one has obligations to family, banks, and
other creditors as well as aspirations for a better life. But
if you prepare yourself financially from day one, putting
away money for an ethical rainy day, you will protect
more important values.

Leading Ethically

Some day, perhaps today, you will be in charge of other
people in your business organization. You may be man-
aging a four-person team, you may be a vice president of
marketing in charge of a department, or you may eventu-
ally be a CEOQ directing an entire company. You give the
people under your charge tasks to complete, supervise
their work, help them complete the tasks, and provide
motivation and feedback to ensure that the current
job will be done well and that future work will be done
better. So how do you also ensure that all those people
under your charge act ethically? This is the daily chal-
lenge of ethical business leaders, who must not only act
ethically themselves, but also promote ethical behavior
of their workers.

Be Ethical No one can lead ethically who does not
attempt and mostly succeed in behaving ethically in her
business and personal life. Few underlings respect an un-
ethical leader, and many will be tempted to rationalize
their own unethical conduct when they see their leaders
acting unethically. They fall prey to the bandwagon fal-
lacy, arguing for example that since the CFO is doing
something wrong, so may they. For the same reason, eth-
ical behavior by good managers encourages ethical be-
havior by underlings, who often view their bosses as role

models and guides for advancing in the corporation. If
they see an ethical boss moving up in the business, they
will believe that the system is fair and that they, too, by
acting ethically, can advance at the firm.

Communicate the Firm’s Core Ethical
Values For CEOs, creating, communicating, and em-
phasizing the firm’s core values are essential to creating
an ethical environment that rubs off on all employees. For
other managers, recommunicating and reemphasizing the
firm’s value are also important.

All public companies today have ethics codes, as do
many smaller companies. Yet the CEO who leads ethically
must continually emphasize in written messages and
speeches the importance and necessity that everyone com-
ply with the code. Other top level managers, such as the
vice president of finance, should ensure that their staffs
understand the ethics code’s application to their corporate
tasks and make ethical reviews part of the staffs’ annual
evaluations. A lower level manager who supervises a small
staff for a single project should also do her part to encour-
age compliance with the ethics code by pointing out how
the code relates to the project assignment and including
ethics in the project team’s progress reports.

Connect Ethical Behavior with the
Firm’s and Workers’ Best Interests Itis
one thing to educate your staff about ethical behavior and
another to obtain compliance. One good way to increase
compliance with the firm’s core ethical values is to con-
vince the staff that their best interests—and the firm’s—
are met by acting ethically. Management should help
employees understand that the firm’s profitability and
the employee’s advancement in the firm are optimized by
each employee taking responsibility for acting ethically.
Staff must understand that adverse publicity caused
by unethical conduct harms a firm’s ability to promote it-
self and its products and services. The ethical manager
also clearly establishes ethical behavior as a prerequisite
for salary increases and promotions, or at least that uneth-
ical behavior is a disqualifier.

Reinforce Ethical Behavior whenamanager
knows a staff member has acted ethically in a situation in
which employees in less ethical firms would be tempted to
act unethically, the manager should congratulate and find
other ways to reinforce the staff member’s behavior. For ex-
ample, if a staff member reports that a supplier has attemp-
ted to bribe him in order to do business with the firm, the
ethical manager will praise the staff member and may in-
clude a letter commending him in his employment file.
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In addition, management should set up a mechanism
for its employees to report instances of unethical behav-
ior by the staff. While some employees will view whistle
blowing as an act of disloyalty, management should
recharacterize whistle blowing as necessary to the pro-
tection of the firm’s decision-making processes and
reputation. Undetected ethical decisions often lead to
poor decisions and harm corporate profits. While man-
agement does not want witch hunts, good managers
must garner evidence of alleged unethical behavior so
they may investigate and stop conduct that is harmful to
the firm.

A necessary corollary is not reinforcing unethical be-
havior, including behavior that may lead to an unethical
act or foster an environment that appears tolerant of ethical
missteps. As with childrearing, and so too with manag-

Problems and Problem Cases

1. You are a middle manager with responsibility over a
staff of 16 workers. One of your workers is six months
pregnant. Over the last month, she has missed work
an average of two days a week and seems to be fre-
quently distracted at work. You are concerned about
her welfare and about her work performance, but are
unsure what to do. What do the Guidelines for Ethical
Decision Making suggest you do first?

2. You are an outside director of Hook, Inc., a manu-
facturer of surgical instruments. Hook has 19,000
employees worldwide, including 6,000 mostly manu-
facturing workers in China, 5,000 mostly manufactur-
ing workers in Mexico, and 3,500 manufacturing and
1,500 executive employees in Springfield, Illinois,
where it maintains its corporate headquarters. The
CEO has proposed to Hook’s board of directors that
Hook close its manufacturing facility in Springfield
and replace it with a larger facility in Honduras.
Using the Guidelines for Ethical Decision Making,
what do you want to know before you decide whether
you will support the decision of the CEO?

3. You are a director of SeaGold Canning Company.
SeaGold’s business is canning tuna and salmon for
sale to consumers. Its annual revenue is $575,000,000,
75 percent from tuna sales. SeaGold buys tuna from
independent fishermen whose fishing methods do
not always permit them to determine whether they
are catching tuna or dolphins. The result is that many

ing a staff, it is usually not acceptable to ignore bad be-
havior. The ethical leader must reprimand staff for uneth-
ical actions and must not tolerate statements that suggest
the firm should engage in unethical conduct. For example,
if during discussions about how to increase revenue for a
product line, one staff member suggests obtaining com-
petitors’ agreements to fix prices, a manager running the
meeting should make clear that the firm will not engage
in that or any other conduct that is illegal. To let the price-
fixing comment pass without comment may send the
message that the manager and the firm condone illegal
or unethical acts.

Collectively, these reinforcing mechanisms should
create a culture in which ethical practices define the firm
and its employees rather than being imposed on them.

dolphins are killed. The Society to Protect All Sea
Mammals (SPASM) has discovered that fishermen
selling to SeaGold have been killing dolphins and
has asked SeaGold to demand that the fishermen not
kill dolphins and to refuse to buy tuna from fisher-
men who Kill dolphins. If SeaGold does not comply
with SPASM?’s request, SPASM will call a press con-
ference to urge consumers to stop buying SeaGold
tuna and salmon.

For fishermen to change their fishing methods
would result in SeaGold paying an additional
$20,000,000 each year for tuna. If SeaGold passes
the cost on to consumers, the price of tuna will
increase to $2.05 per can from the present $1.95 per
can. Since SeaGold tuna now sells for the same price
as other tuna brands, SeaGold expects its sales to
fall by 10 percent if it increases the price of its tuna.
What would a rights theorist do? What would you
do as a SeaGold director?

4. You own a consulting firm with 32 employees and
annual billings of $29,000,000. One of your clients,
whom you bill an average of $1,200,000 annually,
has asked you to hire her grandson. You know that
the grandson has been recently graduated from a
top-20 business school. He is 31 years old, has a
solid academic record, and possesses the personal
and professional skills to be successful as a consult-
ant. You also know, however, that he is a recovering
cocaine addict, having struggled with the addiction
for five years prior to his attending business school.
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Your firm has a strict no-drugs policy, which you
usually interpret to exclude those who previously
abused drugs. Using justice theory, justify a decision
to exempt the grandson from your firm’s no-drugs
policy. Could you make the same decision as a profit
maximizer?

. Marigold Dairy Corporation sells milk products, in-
cluding powdered milk formula for infants. Marigold
hopes to increase sales of its powdered milk formula
in Liberia and other African nations where mothers
are often malnourished due to drought and civil war.
Marigold’s marketing department has created a mar-
keting plan to convince mothers and expectant moth-
ers not to breastfeed their babies and instead to use
Marigold formula. Doctors generally favor breast-
feeding as beneficial to mothers (it helps the uterus
return to normal size), to babies (it is nutritious
and strengthens the bonds between the infant and
the mother), and to families (it is inexpensive).
Marigold’s marketing plan stresses the good nutri-
tion of its formula and the convenience to parents of
using it, including not having to breastfeed.

You are the Senior Vice President of Marketing
for Marigold. Do you approve this marketing plan?
What would a rights theorist do? What would a util-
itarian do? What would a profit maximizer do?

. During World War II, the insecticide DDT was used
successfully to halt a typhus epidemic spread by lice
and to control mosquitoes and flies. After World War
Il, it was used extensively to control agricultural
and household pests. Today, DDT may not be used
legally in the United States and most other countries.
Although DDT has a rather low immediate toxicity
to humans and other vertebrates, it becomes concen-
trated in fatty tissues of the body. In addition, it de-
grades slowly, remaining toxic in the soil for years
after its application. But there has never been any
credible evidence that this residue has caused any
harm. Even so, DDT has been blamed for the near
extinction of bald eagles, whose population has
increased greatly since DDT was banned, although
evidence tends to point to oil, lead, mercury, stress
from noise, and other factors as the likely causes.

In 2007, over 3,600 people in the United States
were infected by and 124 people killed after con-
tracting West Nile virus, which is carried to humans
by mosquitoes. CDC director Julie Gerberding
called West Nile virus an “emerging, infectious dis-
ease epidemic” that could be spread all the way to

the Pacific Coast by birds and mosquitoes. Pesti-
cides such as malathion, resmethrin, and sumithrin
can be effective in killing mosquitoes but are sig-
nificantly limited because they do not stay in the
environment after spraying. In Mozambique, indoor
spraying of DDT has caused malaria rates to drop
88 percent among children.

As an executive for Eartho Chemical Company,
you have been asked by Eartho’s CEO to study
whether Eartho should resume the manufacture of
DDT. What would a utilitarian decide? What would
a profit maximizer do?

. You are assigned by your employer, Jay-Mart Corpo-

ration, an international discount retailer, to supervise
the construction of ten new retail superstores in
Shanghai, China. All construction is being done by a
Chinese-owned contractor in compliance with Jay-
Mart’s construction standards. After an earthquake
in China kills over 70,000 people, China’s legislature
passes a statute requiring new buildings to have a
greater ability to withstand a large earthquake. The
Chinese contractor has approached you and sug-
gested that the new Chinese construction standards
are unnecessarily high, that Jay-Mart’s construction
standards are sufficient to protect against any earth-
quake likely to occur, and that the cost of complying
with the new Chinese construction standards will
increase construction costs 20 percent.

What do you do if you believe that ethical behavior
requires you to maximize Jay-Mart’s profits?

. You are the CFO of Ridgeway Bank, which makes

loans to consumers and businesses totaling $870 mil-
lion annually. Ridgeway Bank receives promissory
notes from its borrowers, which notes the bank typi-
cally sells in bulk to investment banks, hedge funds,
and other institutional investors within days after
making the loans to its borrowers. By doing so,
Ridgeway Bank is able to turn over its assets many
times and optimize its profits. Finding buyers for the
notes, however, can be challenging and depends in
large part on the quality of the promissory notes, es-
pecially the collateral backing the notes and the bor-
rowers’ abilities to pay the notes. You are considering
expanding Ridgeway’s loan business by making
loans to riskier borrowers. Before doing so, you want
commitments from institutional investors that they
will be willing to buy the risky notes. Because other
banks made a large number of bad loans in 2005 and
2006 on which borrowers defaulted, Ridgeway has
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found it especially difficult to sell higher-risk notes,
as institutional investors have greatly restricted their
buying of risky notes. You know that if you can con-
vince one institutional investor to purchase some of
the risky notes, you can tell other institutional in-
vestors that they are missing an opportunity that one
of their competitors is taking. Do you think it is eth-
ical to use that tactic to convince institutional investors
to buy the notes? What fallacy are you expecting the
institutional investors to make when they agree to do
what their competitors do?

In 2007, NFL Commissioner Roger Goodell deter-
mined that the New England Patriots and its head
coach, Bill Belichick, had violated NFL rules by
videotaping opposing teams’ sideline signals during
games. Goodell docked the Patriots a 2008 first-
round draft pick, and he fined Belichick $500,000
and the team $250,000. In 2008, Goodell inter-
viewed the Patriots’ employee who had done the
videotaping and concluded that the employee’s in-
formation was consistent with the behavior for
which the Patriots and Belichick had been disci-
plined in 2007. Therefore, Goodell termed the matter
over and said it was not necessary to discipline further
the Patriots or Belichick. Immediately thereafter,
Arlen Specter, a U.S. senator from Pennsylvania, called
the NFL investigation “neither objective nor adequate.”
Specter stated, “If the commissioner doesn’t move for
an independent investigation, . . . depending on the
public reaction, | may ask the Senate Judiciary Com-
mittee to hold hearings on the NFL antitrust exemp-
tion.” Specter further stated that Goodell has made
“ridiculous” assertions that wouldn’t fly “in kinder-
garten.” The senator said Goodell was caught in an
“apparent conflict of interest” because the NFL doesn’t
want the public to lose confidence in the league’s
integrity. Terming the videotaping of opposing teams’
signals a form of cheating equivalent to steroid use,
Specter called for an independent investigation
similar to the 2007 Mitchell Report on performance
enhancing drugs in baseball.

Can you identify the fallacies in Senator Specter’s
arguments?

For the last five years, you have been a corporate
accountant for Farrless Company, a public company
that has seen explosive growth though acquisitions
of smaller competitors in its industry, retail pharmacy.

11.
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Farrless’s CFO tells you that Farrless’s per store
revenue for the fiscal quarter, as yet not publicly
disclosed, has dropped by 15 percent. As a result,
Farrless has had insufficient cash flow to pay some
suppliers, many of whom are refusing to ship addi-
tional inventory to Farrless until it pays its outstand-
ing debt to them. The CFO tells you he believes that
the revenue drop, while temporary, will continue for
the rest of the fiscal year. Next year, he says, per
store revenue will be 20 percent more than last year’s
historic high. Consequently, to avoid a temporary
drop in the market price of Farrless’ stock, which
will reduce the value of the CFQO’s stock options and
make it more expensive for Farrless to raise capital,
the CFO wants you to create false accounting entries
that will smooth Farrless’ revenues.

Can you identify the common characteristics of

poor decision making that the CFO is exhibiting?
Draft a plan that will help you resist the CFO’s re-
quest for you to make false accounting entries. What
should you have done during the five years you have
been working for Farrless to help you now resist the
CFOQO’s request?
You have been a marketing manager at Pramat-
Glomer Company for 10 years. Last week, you were
promoted to the position of Assistant Vice President
of Marketing. Overseeing a staff of 50 marketing pro-
fessionals, you report directly to the Executive Vice
President of Marketing. Draft a plan that will help en-
sure that every member of your staff acts ethically in
compliance with Pramat-Glover’s code of ethics.
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chapter 5

CRIMES

business supply store and complained that the store had charged her credit card for a laptop computer she

did not purchase, the store discovered that Caymen had used a credit card in placing a telephone order
for the laptop and that when he picked up the computer, the store clerk had not asked for identification. Store per-
sonnel then contacted the Ketchikan police department to report the incident and to pass along information,
acquired from other stores, indicating that Caymen may have attempted similar credit card trickery elsewhere.

In order to look for the laptop and other evidence of credit card fraud, the police obtained a search warrant for the
house where Caymen rented a room. Caymen, who was present while his room was searched, denied the allegation
that he had used someone else’s credit card to acquire the laptop. Instead, he stated that he had bought it with his own
credit card. During the search, the police found the laptop and a tower computer. It was later determined that
Caymen had rented the tower computer from a store but had never made any of the required payments. In Caymen’s
wallet, which the police examined in connection with the search of his room, the officers found receipts containing
the names and credit card information of guests who had stayed at the hotel where Caymen was employed.

The police seized the laptop, took it to the police station, and contacted the store where Caymen had acquired
it to ask whether officers could examine the laptop’s hard drive before they returned the computer to the store.
The store’s owner consented to this request. In examining the laptop’s hard drive for evidence of credit card
fraud, the police found evidence indicating Caymen’s probable commission of federal crimes unrelated to credit
card fraud. The police then temporarily suspended their search of the hard drive and obtained another search
warrant, because they had probable cause to believe that Caymen had committed federal offenses. Under that
search warrant, officers checked the hard drives and storage media from the laptop and tower computers and
found further evidence pertaining to the federal crimes.

Caymen was prosecuted in state court for credit card fraud and was indicted in federal court for the separate
federal offenses. In the federal proceeding, he asked the court to suppress (i.e., rule inadmissible) the evidence
obtained by the police in their examinations of the hard drives of the laptop and tower computers. Caymen based
his suppression request on this multipart theory: that the police had no valid warrant for their initial look at the
laptop’s hard drive; that in the absence of a valid warrant, his consent (rather than the store owner’s) was needed
to justify a search of the laptop’s hard drive; that the evidence obtained during the initial examination of the
laptop’s hard drive was the result of an unconstitutional search and was therefore inadmissible; and that the
evidence obtained in the later examinations of the hard drives of the laptop and tower computers amounted to
inadmissible “fruit of the poisonous tree.”

As you read Chapter 5, consider these questions:

N icolai Caymen worked as a desk clerk at a hotel in Ketchikan, Alaska. After a woman called a Ketchikan

e On what constitutional provision was Caymen basing his challenge to the validity of the searches conducted
by the police?

e Must law enforcement officers always have a warrant before they conduct a search, or are warrantless
searches sometimes permissible? If warrantless searches are sometimes permissible, when?
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Why or why not?

What about rights theorists?

» What is the usual remedy when law enforcement officers conduct an unconstitutional search?
» Did Caymen succeed with his challenge to the validity of the searches conducted by the police?

» What if a guilty person goes free as a result of a court’s ruling that he was subjected to an unconstitutional
search by law enforcement officers? From an ethical perspective, how would utilitarians view that outcome?

THE LIST FEATURES FAMILIAR corporate
names: Enron, Arthur Andersen, WorldCom, Adelphia,
ImClone, Global Crossing, and Tyco. Individuals such
as Bernard Ebbers, John and Timothy Rigas, and Dennis
Kozlowski also make the list. These names sometimes
dominated the business headlines during recent years,
but not for reasons any corporation or executive would
find desirable. Instead, they acquired the notoriety asso-
ciated with widely publicized financial scandals, related
civil litigation, and criminal prosecutions that were actu-
ally pursued by the government, seriously contemplated
by prosecutors, or argued for by the public and political
figures of varying stripes.

For instance, former WorldCom CEO Ebbers was
sentenced to 25 years in prison for his role in an $11 bil-
lion accounting and securities fraud. The Rigases were
sentenced to substantial prison terms because of their in-
volvement in bank and securities fraud while serving as
high level executives at Adelphia. Kozlowski, convicted
of financial wrongdoing in connection with his former
position as Tyco’s CEO, also faced incarceration.

In an earlier edition of this text, the first paragraph of
Chapter 5 noted the importance of studying criminal law
as part of a business manager’s education but conceded
that “[w]hen one lists legal topics relevant to business,
criminal law comes to mind less readily than contracts,
torts, agency, corporations, and various other subjects
dealt with in this text.” That statement, of course, was
written approximately 10 years ago. Given the media,
public, and governmental attention devoted to recent cor-
porate scandals, it might be argued that criminal law now
comes to mind more readily than certain other subjects
on the list of legal topics relevant to business. At the very
least, recent events involving high-profile firms and
executives have demonstrated that business managers
create considerable risk for themselves and their firms
if they ignore the criminal law or lack a working under-
standing of it.

Role of the Criminal Law

This century has witnessed society’s increasing tendency
to use the criminal law as a major device for controlling
corporate behavior. Many regulatory statutes establish
criminal and civil penalties for statutory violations. The
criminal penalties often apply to individual employees as
well as to their employers.

Advocates of using the criminal law in this way typi-
cally argue that doing so achieves a deterrence level su-
perior to that produced by damage awards and other civil
remedies. Corporations may be inclined to treat damage
awards as simply a business cost and to violate regula-
tory provisions when doing so makes economic sense.
Criminal prosecutions, however, threaten corporations
with the reputation-harming effect of a criminal convic-
tion. In some cases, the criminal law allows society to
penalize employees who would not be directly affected
by a civil judgment against their employer. Moreover, by
alerting private parties to a violation that could also give
rise to a civil lawsuit for damages, criminal prosecutions
may increase the likelihood that a corporation will bear
the full costs of its actions.

Our examination of the criminal law’s role in today’s
business environment begins with consideration of the
nature and essential components of the criminal law.
The chapter then explores various problems encoun-
tered in applying the criminal law to the corporate
setting.

Nature of Crimes Crimes are public wrongs—
acts prohibited by the state or federal government. Crim-
inal prosecutions are initiated by a prosecutor (an elected
or appointed government employee) in the name of the
state or the United States, whichever is appropriate. Per-
sons convicted of crimes bear the stigma of a criminal
conviction and face the punitive force of the criminal
sanction.
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Our legal system also contemplates noncriminal con-
sequences for violations of legal duties. The next two
chapters deal with torts, private wrongs for which the
wrongdoer must pay money damages to compensate
the harmed victim. In some tort cases, the court may also
assess punitive damages in order to punish the wrong-
doer. Only the criminal sanction, however, combines the
threat to life or liberty with the stigma of conviction.

Crimes are typically classified as felonies or misde-
meanors. A felony is a serious crime such as murder, sex-
ual assault, arson, drug-dealing, or a theft or fraud offense
of sufficient magnitude. Most felonies involve significant
moral culpability on the offender’s part. Felonies are pun-
ishable by lengthy confinement of the convicted offender
to a penitentiary, as well as by a fine. A person convicted
of a felony may experience other adverse consequences,
such as disenfranchisement (loss of voting rights) and
disqualification from the practice of certain professions
(e.g., law or medicine). A misdemeanor is a lesser of-
fense such as disorderly conduct or battery resulting in
minor physical harm to the victim. Misdemeanor offenses
usually involve less—sometimes much less—moral cul-
pability than felony offenses. As such, misdemeanors are
punishable by lesser fines and/or limited confinement in
jail. Depending on their seriousness and potential for
harm to the public, traffic violations are classified either
as misdemeanors or as less serious infractions. Really
only quasi-criminal, infractions usually are punishable by
fines but not by confinement in jail.

Purpose of the Criminal Sanction Dis-
agreements about when the criminal sanction should
be employed sometimes stem from a dispute over its
purpose. Persons accepting the utilitarian view believe
that prevention of socially undesirable behavior is the
only proper purpose of criminal penalties. This preven-
tion goal includes three major components: deterrence,
rehabilitation, and incapacitation.

Deterrence theorists maintain that the threat or impo-
sition of punishment deters the commission of crimes
in two ways. The first, special deterrence, occurs when
punishment of an offender deters him from committing
further crimes. The second, general deterrence, results
when punishment of a wrongdoer deters other persons
from committing similar offenses. Factors influencing
the probable effectiveness of deterrence include the re-
spective likelihoods that the crime will be detected, that
detection will be followed by prosecution, and that pros-
ecution will result in a conviction. The severity of the
probable punishment also serves as a key factor.

A fundamental problem attending deterrence theories
is that we cannot be certain whether deterrence works,

because we cannot determine reliably what the crime
rate would be in the absence of punishment. Similarly,
high levels of crime and recidivism (repeat offenses by
previously punished offenders) may indicate only that
sufficiently severe and certain criminal sanctions have
not been employed, not that criminal sanctions in general
cannot effectively deter. Deterrence theory’s other major
problem is its assumption that potential offenders are
rational beings who consciously weigh the threat of pun-
ishment against the benefits derived from an offense.
The threat of punishment, however, may not deter the
commission of criminal offenses produced by irrational
or unconscious drives.

Rehabilitation of convicted offenders—changing
their attitudes or values so that they are not inclined to
commit future offenses—serves as another way to pre-
vent undesirable behavior. Critics of rehabilitation com-
monly point to high rates of recidivism as evidence of
the general failure of rehabilitation efforts to date. Even
if rehabilitation efforts fail, however, incapacitation of
convicted offenders contributes to the goal of prevention.
While incarcerated, offenders have much less ability to
commit other crimes.

Prevention is not the only asserted goal of the crimi-
nal sanction. Some persons see retribution—the inflic-
tion of deserved suffering on violators of society’s most
fundamental rules—as the central focus of criminal pun-
ishment. Under this theory, punishment satisfies com-
munity and individual desires for revenge and reinforces
important social values.

As a general rule, state laws on criminal punishments
seek to further the deterrence, rehabilitation, and inca-
pacitation purposes just discussed. State statutes usually
set forth ranges of sentences (e.g., minimum and maxi-
mum amounts of fines and imprisonment) for each crime
established by law. The court sets the convicted of-
fender’s sentence within the appropriate range unless the
court places the defendant on probation.

Probation is effectively a conditional sentence that
suspends the usual imprisonment and/or fine if the of-
fender “toes the line” and meets other judicially imposed
conditions for the period specified by the court. It is
sometimes granted to first-time offenders and other con-
victed defendants deemed suitable candidates by the
court. In deciding whether to order probation or an
appropriate sentence within the statutory range, the court
normally places considerable reliance on information
contained in a presentence investigation conducted by
the state probation office.

Figure 1 explains how federal law approaches the
proper determination of a convicted offender’ punish-
ment.
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Figure 1 The Federal Sentencing Guidelines and the Booker Decision

The federal approach to sentencing closely resembled
the typical state approach discussed in the text until the
Federal Sentencing Guidelines took effect in the mid-
1980s. The significantly different sentencing model con-
templated by the Sentencing Guidelines was largely
upended, however, by the U.S. Supreme Court’s decision
in United States v. Booker, 543 U.S. 220 (2005), and
decisions that followed it. To understand Booker, one
must first know how the Sentencing Guidelines operated
for the approximately 20 years preceding the Supreme
Court’s decision.

In the Sentencing Reform Act of 1984, Congress cre-
ated the U.S. Sentencing Commission and authorized it to
develop the Sentencing Guidelines. Congress took this ac-
tion to reduce judicial discretion in sentencing and to min-
imize disparities among sentences imposed on defendants
who committed the same offenses. Although pre—Sentenc-
ing Guidelines statutes setting forth sentencing ranges for
particular crimes generally remained on the books, the
Sentencing Guidelines developed by the Sentencing
Commission assumed a legally controlling status under
provisions of the Sentencing Reform Act. The Guidelines
contain a table with more than 40 levels of seriousness of
offense. Where an offender’s crime and corresponding
sentence range are listed on the table depends on the of-
fender’s prior criminal history and on various factors asso-
ciated with the offense. The Sentencing Reform Act estab-
lished that federal courts were bound by the table and
usually were required to sentence convicted defendants in
accordance with the range set in the table for the crime at
issue. However, if the court found the existence of certain
additional circumstances to be present (such as a leader-
ship role in a crime committed by more than one person or
similar facts seeming to enhance the defendant’s level of
culpability), the Guidelines required the court to sentence
the defendant to a harsher penalty than would otherwise
have been the maximum under the Guidelines.

Many federal judges voiced displeasure with the
Guidelines because their mandatory nature deprived
judges of the sentencing discretion they believed they
needed in order to do justice in individual cases. In
another key effect, the Guidelines led to the imposition
of more severe sentences than had previously been im-
posed. Although the prospect of probation for certain
offenses was not eliminated, the Guidelines led to an
increased use of incarceration of individuals convicted
of serious crimes. (A special subset of rules known as
the Corporate Sentencing Guidelines, discussed later in
the chapter, pertains to the sentencing of organizations
convicted of federal crimes.)

In recent years, questions began to arise concerning
the constitutionality of the Sentencing Guidelines. The

questions focused on the cases in which the Guidelines
effectively required—if the requisite additional circum-
stances were present—a sentence going beyond what
would otherwise have been the maximum called for by
the Guidelines. These cases were troublesome because
nearly always the additional circumstances triggering the
enhanced sentence were identified by the trial judge on
the basis of evidence submitted to him or her at a posttrial
sentencing hearing. The jury, on the other hand, would
have heard and seen only the evidence produced at the
trial—evidence that went toward guilt and presumably
the standard range of punishment, but not toward an en-
hanced punishment harsher than the usual maximum.
All of this was problematic, critics contended, in view
of criminal defendants’ Sixth Amendment right to a
jury trial.

United States v. Booker provided the Supreme Court
an opportunity to address the concerns raised by critics
of the Guidelines. A jury had convicted Booker of the
offense of possessing, with intent to distribute, at least
50 grams of crack cocaine. The evidence the jury heard
at trial was to the effect that Booker possessed approxi-
mately 90 grams of crack. The Sentencing Guidelines
called for a sentence of 20 to 22 years in prison for pos-
sessing at least 50 grams. However, evidence presented
to the judge at the posttrial sentencing hearing indicated
that Booker possessed some 650 grams. Possession of a
much larger amount of crack than the amount for which
he was convicted was a special circumstance that, under
the Guidelines, necessitated a harsher sentence. Upon
finding by a preponderance of the evidence that Booker
possessed 650 grams (rather than the smaller quantity
about which the jury heard evidence), the judge was re-
quired by the Guidelines to sentence Booker to at least
30 years in prison—even though the evidence presented
to the jury would have justified a lesser sentence of 20
to 22 years. The judge imposed a 30-year sentence on
Booker, who contended on appeal that the enhanced
sentence required by the Guidelines violated his Sixth
Amendment jury trial right.

In the 2005 Booker decision, the Supreme Court held
that in view of the Sixth Amendment, any facts calling
for the imposition of a sentence harsher than the usual
maximum must be facts found by a jury rather than
merely a judge (unless a jury has been validly waived by
the defendant). The Federal Sentencing Guidelines and
the statute contemplating their creation were thus un-
constitutional insofar as they mandated a sentence going
beyond the usual maximum if a judge’s factual findings
supporting such a sentence were made on the basis of
evidence that the jury had not heard and seen. To remedy
the constitutional defect, the Court determined it was
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necessary to excise certain Sentencing Reform Act
sections that made the Sentencing Guidelines manda-
tory. The elimination of those statutory sections caused
the Sentencing Guidelines to become advisory to judges
as they make sentencing decisions. Judges must still
consider what the Guidelines call for in regard to sen-
tencing, but they are not required to impose the particu-
lar sentences specified in the Guidelines. The Court also
stated in Booker that when a judge’s sentencing decision
is challenged on appeal, the governing standard will be
one of reasonableness.

After Booker, lower courts were faced with determin-
ing what the “reasonableness” standard of review meant,
as well as how far trial courts’ discretion regarding the
Guidelines really extended. In Rita v. United States, 127
S. Ct. 2456 (2007), the Supreme Court held that it was
permissible for courts of appeal to adopt and apply a pre-
sumption of reasonableness if the sentence imposed by
the trial court fell within the range set by the Guidelines.
Gall v. United States, 128 S. Ct. 586 (2007), made clear,
however, that the converse was not true. The Court
held there that courts of appeal cannot apply a presump-
tion of unreasonableness to a sentence that departed
from the range set by the Guidelines. Instead, according

Essentials of Crime To convict a defendant of
a crime, the government ordinarily must (1) demonstrate
that his alleged acts violated a criminal statute; (2) prove
beyond a reasonable doubt that he committed those acts;
and (3) prove that he had the capacity to form a criminal
intent. Crimes are statutory offenses. A given behavior is
not a crime unless Congress or a state legislature has

United States v. Santos

to Gall, consideration of the Guidelines is only “the
starting point and the initial benchmark” for the trial
judge as he or she makes an “individualized assessment”
based on the facts and circumstances. Appellate courts
are to give “due deference” to the trial judge’s sentencing
determinations, regardless of whether the sentence fell
within or outside the Guidelines’ range. In Kimbrough v.
United States, 128 S. Ct. 558 (2007), a companion case
to Gall, the Court underscored this standard of review
and expressed disapproval of appellate court microman-
agement of trial judges’ sentencing decisions. The Court
also suggested in Kimbrough that considerable deference
to the trial judge’s sentencing determinations remains
appropriate even if it appears that the sentence departed
from the Guidelines because of the judge’s philosophical
disagreement with the Guidelines.

Booker and its progeny—especially Gall and
Kimbrough—have restored to trial judges most of the
sentencing latitude they had prior to the Guidelines. This
latitude is subject to two constraints: first, the sentence
must be consistent with relevant statutes (as opposed to
the now-advisory Guidelines); and second, the sentence
must be based upon facts found by the jury (or by the
judge, if a jury was waived).

criminalized it.* As illustrated by the Santos case, which
follows, courts normally interpret criminal statutes
narrowly.

Infractions of a minor criminal or quasi-criminal nature (such as
traffic offenses) are often established by city or county ordinances

but will not be considered here. For discussion of ordinances as a type
of law, see Chapter 1.

2008 U.S. LEXIS 4699 (U.S. Sup. Ct. 2008)

From the 1970s until 1994, Efrain Santos operated an illegal lottery in Indiana. He employed a number of helpers to run the
lottery. At bars and restaurants, Santos’s runners gathered bets from gamblers, kept a portion of the bets as their commis-
sions, and delivered the rest to Santos’s collectors. Collectors, one of whom was Benedicto Diaz, then delivered the money to
Santos, who used some of it to pay the salaries of collectors (including Diaz) and to pay the lottery winners.

These payments to runners, collectors, and winners formed the basis of a 10-count indictment filed against Santos and
Diaz in the United States District Court for the Northern District of Indiana. A jury found Santos guilty of one count of con-
spiracy to run an illegal gambling business, one count of running an illegal gambling business, one count of conspiracy
to launder money, and two counts of money laundering. Diaz pleaded guilty to conspiracy to launder money. The relevant
provision of the money-laundering statute, 18 U.S.C. § 1956(a)(1), reads as follows:

Whoever, knowing that the property involved in a financial transaction represents the proceeds of some form of unlawful
activity, conducts or attempts to conduct such a financial transaction which in fact involves the proceeds of specified un-
lawful activity . . . with the intent to promote the carrying on of specified unlawful activity . . . shall be sentenced to a fine
of not more than $ 500,000 or twice the value of the property involved in the transaction, whichever is greater, or impris-

onment for not more than twenty years, or both.
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After the district court sentenced Santos and Diaz to prison, the U.S. Court of Appeals for the Seventh Circuit affirmed
the convictions and sentences in a 2000 decision. Santos and Diaz later attacked the validity of the convictions and sentences
by seeking a writ of habeas corpus. In the habeas corpus proceeding, the district court rejected all of their claims except for
one, a challenge to their money-laundering convictions. The district court took note of a 2002 decision in which the Seventh
Circuit held that the money-laundering statute’s prohibition of transactions involving criminal “proceeds™ applies only
to transactions involving criminal profits, not criminal receipts. Applying that holding to the cases of Santos and Diaz, the
district court found no evidence that the transactions on which the money-laundering convictions were based (Santos’s
payments to runners, winners, and collectors and Diaz’s receipt of payment for his collection services) involved profits, as
opposed to receipts, of the illegal lottery. Accordingly, the district court vacated the money-laundering convictions. The Sev-
enth Circuit affirmed. The U.S. Supreme Court granted the government’s petition for a writ of certiorari.

Scalia, Justice

We consider whether the term “proceeds” in the federal
money-laundering statute means “receipts” or “profits.”

The statute prohibits a number of activities involving
criminal “proceeds.” Most relevant to this case is 18 U.S.C.
8§ 1956(a)(1), which criminalizes transactions to promote crim-
inal activity. [The statute is quoted above.] This provision uses
the term “proceeds” in describing two elements of the offense:
the government must prove that a charged transaction “in fact
involve[d] the proceeds of specified unlawful activity” (the
proceeds element), and it also must prove that a defendant
knew “that the property involved in” the charged transaction
“represent[ed] the proceeds of some form of unlawful activity”
(the knowledge element).

The money-laundering statute does not define “proceeds.”
When a term is undefined, we give it its ordinary meaning.
“Proceeds” can mean either “receipts” or “profits.” Both mean-
ings . . . have long been accepted in ordinary usage[, as diction-
aries indicate]. “Proceeds,” moreover, has not acquired a com-
mon meaning in the provisions of the Federal Criminal Code.
Most leave the term undefined. Recognizing the word’s inher-
ent ambiguity, Congress has defined “proceeds” in various
criminal provisions, but sometimes has defined it to mean
“receipts” and sometimes “profits.”

Since context gives meaning, we cannot say the money-
laundering statute is truly ambiguous until we consider “pro-
ceeds” not in isolation but as it is used in the money-laundering
statute. The word appears repeatedly throughout the statute,
but all of those appearances leave the ambiguity intact. Sec-
tion 1956(a)(1) itself, for instance, makes sense under either
[the “receipts” definition or the “profits” definition]. The same
is true of all the other provisions of this legislation in which the
term “proceeds” is used.

Under either of the word’s ordinary definitions, all provi-
sions of the federal money-laundering statute are coherent; no
provisions are redundant; and the statute is not rendered ut-
terly absurd. From the face of the statute, there is no more rea-
son to think that “proceeds” means “receipts” than there is to
think that “proceeds” means “profits.” Under a long line of our

decisions, the tie must go to the defendant. The rule of lenity
requires ambiguous criminal laws to be interpreted in favor of
the defendants subjected to them. [Case citations omitted.]
This venerable rule not only vindicates the fundamental prin-
ciple that no citizen should be held accountable for a violation
of a statute whose commands are uncertain, or subjected to
punishment that is not clearly prescribed. It also places the
weight of inertia upon the party that can best induce Congress
to speak more clearly and keeps courts from making criminal
law in Congress’s stead. Because the “profits” definition
of “proceeds” is always more defendant-friendly than the
“receipts” definition, the rule of lenity dictates that it should
be adopted.

[The government asserts that] if we do not read “proceeds”
to mean “receipts,” we will disserve the purpose of the federal
money-laundering statute, which is, the government says, to pe-
nalize criminals who conceal or promote their illegal activities.
[According to] the government’s [brief,] “[t]he gross receipts of
a crime accurately reflect the scale of the criminal activity,
because the illegal activity generated all of the funds.”

When interpreting a criminal statute, we do not play the part
of a mind-reader. In our seminal rule-of-lenity decision, Chief
Justice Marshall rejected the impulse to speculate regarding
a dubious congressional intent. “[P]robability is not a guide
which a court, in construing a penal statute, can safely take.”
[Case citation omitted.] And Justice Frankfurter, writing for the
Court in another case, said the following: “When Congress
leaves to the Judiciary the task of imputing to Congress an
undeclared will, the ambiguity should be resolved in favor of
lenity.” [Case citation omitted.]

The statutory purpose advanced by the government to con-
strue “proceeds” is a textbook example of begging the ques-
tion. To be sure, if “proceeds” meant “receipts,” one could say
that the statute was aimed at the dangers of concealment and
promotion. But whether “proceeds” means “receipts” is the
very issue in the case. If “proceeds” means “profits,” one could
say that the statute is aimed at the distinctive danger that arises
from leaving in criminal hands the yield of a crime. A rational
Congress could surely have decided that the risk of leveraging
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one criminal activity into the next poses a greater threat to
society than the mere payment of crime-related expenses and
justifies the money-laundering statute’s harsh penalties.

If we accepted the government’s invitation to speculate
about congressional purpose, we would also have to confront
and explain the strange consequence of the “receipts” inter-
pretation, which [Santos and Diaz] have described [in their
brief] as a “merger problem.” If “proceeds” meant “receipts,”
nearly every violation of the illegal-lottery statute would also
be a violation of the money-laundering statute, because
paying a winning bettor is a transaction involving receipts
that the defendant intends to promote the carrying on of
the lottery. Since few lotteries, if any, will not pay their win-
ners, the statute criminalizing illegal lotteries would “merge”
with the money-laundering statute. Congress evidently de-
cided that lottery operators ordinarily deserve up to five
years of imprisonment, [as specified in the lottery statute],
but as a result of merger they would face an additional
20 years [under the money-laundering statute]. Prosecutors,
of course, would acquire the discretion to charge the lesser
lottery offense, the greater money-laundering offense, or
both—which would predictably be used to induce a plea bar-
gain to the lesser charge.

The merger problem is not limited to lottery operators. For
a host of predicate crimes, merger would depend on the manner
and timing of payment for the expenses associated with the
commission of the crime. Few crimes are entirely free of cost,
and costs are not always paid in advance. Anyone who pays for
the costs of a crime with its proceeds—for example, the felon
who uses the stolen money to pay for the rented getaway car—
would violate the money-laundering statute. And any wealth-
acquiring crime with multiple participants would become
money-laundering when the initial recipient of the wealth gives
his confederates their shares.

The government suggests no explanation for why Congress
would have wanted a transaction that is a normal part of a crime
it had duly considered and appropriately punished elsewhere in
the Criminal Code to radically increase the sentence for that
crime. Interpreting “proceeds” to mean “profits” eliminates the
merger problem. Transactions that normally occur during the
course of running a lottery are not identifiable uses of profits
and thus do not violate the money-laundering statute. More
generally, a criminal who enters into a transaction paying
the expenses of his illegal activity cannot possibly violate the
money-laundering statute, because by definition profits consist
of what remains after expenses are paid. Defraying an activity’s
costs with its receipts simply will not be covered.

The government also argues for the “receipts” interpreta-
tion because—quite frankly—it is easier to prosecute. Proving
the proceeds and knowledge elements of the federal money-

laundering offense under the “profits” interpretation will
unquestionably require proof that is more difficult to obtain.
Essentially, the government asks us to resolve the statutory
ambiguity in light of Congress’s presumptive intent to facili-
tate money-laundering prosecutions. That position turns the
rule of lenity upside-down. We interpret ambiguous criminal
statutes in favor of defendants, not prosecutors.

The money-laundering charges brought against Santos were
based on his payments to the lottery winners and his employ-
ees, and the money-laundering charge brought against Diaz
was based on his receipt of payments as an employee. Neither
type of transaction can fairly be characterized as involving the
lottery’s profits. We accordingly affirm the [lower court deci-
sions to vacate the money-laundering convictions.]

Seventh Circuit Court of Appeals decision affirmed;
money-laundering convictions vacated.

Stevens, Justice, concurring in the judgment

When Congress fails to define potentially ambiguous statutory
terms, it effectively delegates to federal judges the task of fill-
ing gaps in a statute. Congress has included definitions of the
term “proceeds” in some criminal statutes, but it has not done
so in the money-laundering statute at issue in this case. That
statute is somewhat unique because it applies to the proceeds
of a varied and lengthy list of specified unlawful activities,
[including, among others,] controlled substance violations,
murder, bribery, smuggling, various forms of fraud, conceal-
ment of assets, various environmental offenses, and health care
offenses).

Although it did not do so, it seems clear that Congress could
have provided that the term “proceeds” shall have one meaning
when referring to some specified unlawful activities and a dif-
ferent meaning when referring to others. We have previously
recognized that the same word can have different meanings in
the same statute. If Congress could have expressly defined the
term “proceeds” differently when applied to different specified
unlawful activities, it seems to me that judges filling the gap in
a statute with such a variety of applications may also do so, as
long as they are conscientiously endeavoring to carry out the
intent of Congress.

The consequences of applying a “gross receipts” definition
of “proceeds” to the gambling operation conducted by respon-
dents are so perverse that | cannot believe they were contem-
plated by Congress. The revenue generated by a gambling
business that is used to pay the essential expenses of operating
that business is not “proceeds” within the meaning of the
money-laundering statute. As the plurality notes, there is “no
explanation for why Congress would have wanted a transac-
tion that is a normal part of a crime it had duly considered and
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appropriately punished elsewhere in the Criminal Code, to
radically increase the sentence for that crime.” This conclusion
dovetails with what common sense and the rule of lenity
would require.

Faced with both a lack of legislative history speaking to the
definition of “proceeds” when operating a gambling business

Constitutional Limitations on Power to Criminalize
Behavior The U.S. Constitution prohibits ex post facto
criminal laws. This means that a defendant’s act must
have been prohibited by statute at the time she commit-
ted it and that the penalty imposed must be the one pro-
vided for at the time of her offense.

The Constitution places other limits on legislative
power to criminalize behavior. If behavior is constitution-
ally protected, it cannot be deemed criminal. For exam-
ple, the right of privacy held implicit in the Constitution
caused the Supreme Court, in Griswold v. Connecticut
(1965), to strike down state statutes that prohibited the use
of contraceptive devices and the counseling or assisting of
others in the use of such devices. This decision provided
the constitutional basis for the Court’s historic Roe v.
Wade (1973) decision, which limited the states’ power to
criminalize abortions.

By prohibiting laws that unreasonably restrict
freedom of speech, the First Amendment plays a major
role in limiting governmental power to enact and en-
force criminal laws. As explained in Chapter 3, the
First Amendment protects a broad range of noncommer-
cial speech, including expression of a political, literary,
or artistic nature as well as speech that deals with
economic, scientific, or ethical issues or with other mat-
ters of public interest or concern. The First Amendment
protection for noncommercial speech is so substantial
that it is called “full” protection.

Commercial speech, on the other hand, receives a less
substantial First Amendment shield known as “inter-
mediate” protection. Does a speaker or writer with a
profit motive (e.g., the author who hopes to make money
on her book) therefore receive only intermediate First
Amendment protection? No, as a general rule, because
the mere presence of a profit motive does not keep
expression from being fully protected noncommercial
speech. Moreover, the commercial speech designation is
usually reserved for what the Supreme Court has termed
“speech that does no more than propose a commercial
transaction.” The best example of commercial speech is
an advertisement for a product, service, or business.

is the “specified unlawful activity” and my conviction that
Congress could not have intended the perverse result that
would obtain in this case under [the “gross receipts” interpreta-
tion], the rule of lenity may weigh in the determination. And in
that respect the plurality’s opinion is surely persuasive. Accord-
ingly, | concur in the judgment.

Despite receiving less-than-full protection, commer-
cial speech is far from a First Amendment outcast. Re-
cent Supreme Court decisions, as noted in Chapter 3,
have effectively raised commercial speech’s intermediate
protection to a level near that of full protection. There-
fore, regardless of whether it is full or intermediate in
strength, the First Amendment protection extended to
expression means that governmental attempts to hold
persons criminally liable for the content of their written
or spoken statements are often unconstitutional.

Some speech falls outside the First Amendment um-
brella, however. In a long line of cases, the Supreme Court
has established that obscene expression receives no First
Amendment protection. Purveyors of obscene books,
movies, and other similar works may therefore be crimi-
nally convicted of violating an obscenity statute even
though it is the works’ content (i.e., the speech) that fur-
nishes the basis for the conviction. Expression is obscene
only if the government proves each element of the con-
trolling obscenity test, which the Supreme Court estab-
lished in Miller v. California (1973):

(a) [That] the average person, applying contemporary com-
munity standards, would find that the work, taken as a
whole, appeals to the prurient interest; (b) [that] the work
depicts or describes, in a patently offensive way, [explicit]
sexual conduct specifically defined by the applicable state
law; and (c) [that] the work, taken as a whole, lacks serious
literary, artistic, political, or scientific value.

If any of the three elements is not proven, the work is
not obscene; instead, it is entitled to First Amendment
protection.

The Miller test’s final element is the one most likely
to derail the government’s obscenity case against a de-
fendant. Books, movies, and other materials that contain
explicit sexual content are not obscene if they have seri-
ous literary, artistic, political, or scientific value—and
they generally do. In view of the Miller test’s final ele-
ment, moreover, certain publications that might fairly
be regarded as “pornographic” are likely to escape being
classified as obscene.
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Although nonobscene expression carries First Amend-
ment protection, Supreme Court decisions have allowed
the government limited latitude to regulate indecent
speech in order to protect minors from being exposed to
such material. Indecent expression contains considerable
sexual content but stops short of being obscene, often
because of the presence of serious literary, artistic, politi-
cal, or scientific value (for adults, at least). Assume that
a state statute requires magazines available for sale at a
store to be located behind a store counter rather than on
an unattended display rack, if the magazines feature nu-
dity and sexual content and the store is open to minors.
This statute primarily restricts indecent expression be-
cause most magazines contemplated by the law are un-
likely to be obscene. If the statute is challenged on First
Amendment grounds and the court concludes that it is
narrowly tailored to further the protection-of-minors pur-
pose, it will survive First Amendment scrutiny. A law that
restricts too much expression suitable for adults, however,
will violate the First Amendment even if the govern-
ment’s aim was to safeguard minors.

Recent years have witnessed decisions in which the
Supreme Court determined the First Amendment fate of
statutes designed to protect minors against online expo-
sure to material that is indecent though not obscene.
(If the material were obscene, there would be no First
Amendment obstacle to banning such material and
imposing criminal consequences on those involved in the
distribution of it.) In Reno v. American Civil Liberties
Union, 521 U.S. 844 (1997), the Court struck down most
of the Communications Decency Act of 1996 (CDA),
which sought to ban Internet distribution of indecent ma-
terial in a manner that would make the material accessi-
ble by minors. The Court reasoned that notwithstanding
the statute’s protection-of-minors purpose, the sweeping
nature of the ban on indecent material extended too far
into the realm of expression that adults were entitled to
receive. In Ashcroft v. American Civil Liberties Union,
542 U.S. 665 (2004), the Court considered the constitu-
tionality of the Child Online Protection Act (COPA), the
next congressional attempt to restrict minors’ exposure
to indecent material in online contexts. According to
the Court, the same problem that plagued the CDA—
restricting too much expression that adults were entitled
to communicate and receive—doomed the COPA to a
determination of unconstitutionality.

As noted above, much of the material often referred
to as pornography would not be considered obscene
under the Miller test and thus would normally carry
First Amendment protection. Safeguarding-of-minors
concerns have proven critical, however, to the very dif-
ferent legal treatment extended to child pornography—

sexually explicit visual depictions of actual minors (as
opposed to similar depictions of adults). Because of the
obvious dangers and harms that child pornography poses
for minors, child pornography has long been held to fall
outside the First Amendment’s protective umbrella.
Therefore, the Supreme Court has held that there is no
First Amendment bar to criminal prosecutions for pur-
veying or possessing child pornography. In Ashcroft v.
Free Speech Coalition, 535 U.S. 234 (2002), the Court
decided a constitutional challenge to a statute in which
Congress attempted to expand the treatment of child
pornography by banning the possession and distribution
of material meant to create the impression of minors en-
gaging in sexually explicit conduct, even if the persons
actually depicted were adults. The Court struck down
this statute because it would reach beyond actual child
pornography and would ban expression protected by the
First Amendment.

After Free Speech Coalition was decided, Congress
again took on the child pornography problem in a 2003
enactment, the Protect Act (Prosecutorial Remedies and
Other Tools to End the Exploitation of Children Act).
This statute criminalized the knowing promotion, distri-
bution, or solicitation, by means of a computer or by any
other means, of “material or purported material in a
manner that reflects the belief, or that is intended to
cause another to believe, that the material or purported
material is or contains . . . a visual depiction of an actual
minor engaging in sexually explicit conduct.” Turning
aside the argument that the statute was effectively the
same as the law struck down in Free Speech Coalition,
the Supreme Court held in United States v. Williams,
2008 U.S. LEXIS 4314 (2008), that the Protect Act did
not violate the First Amendment. Justice Scalia’s opinion
for a seven-justice majority stressed that the Protect Act’s
focus on pandering or soliciting distinguished it from
the earlier statute. The majority opinion also included
considerable interpretive language meant to narrow the
application of the statute and minimize potential First
Amendment concerns. For a more complete discussion
of the Court’s reasoning in Williams, see the Cyberlaw in
Action box in Chapter 3.

In addition to limiting the sorts of behavior that may
be made criminal, the Constitution limits the manner in
which behavior may be criminalized. The Due Process
Clauses of the Fifth and Fourteenth Amendments (dis-
cussed in Chapter 3) require that criminal statutes define
the prohibited behavior precisely enough to enable law
enforcement officers and ordinary members of the public
to understand which behavior violates the law. Statutes
that fail to provide such fair notice may be challenged as
unconstitutionally vague. The Fourteenth Amendment’s
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Equal Protection Clause (also discussed in Chapter 3)
prohibits criminal statutes that discriminatorily treat cer-
tain persons of the same class or arbitrarily discriminate
among different classes of persons. Legislatures usually
are extended considerable latitude in making statutory
classifications if the classifications have a rational basis.
“Suspect” classifications, such as those based on race, are
subjected to much closer judicial scrutiny, however.
Finally, the Constitution limits the type of punishment
imposed on convicted offenders. The Eighth Amendment

forbids cruel and unusual punishments. This prohibi-
tion furnishes, for example, the constitutional basis for
judicial decisions establishing limits on imposition of the
death penalty. Although various Supreme Court cases in-
dicate that the Eighth Amendment may bar a sentence
whose harshness is disproportionate to the seriousness of
the defendant’s offense, the Court has signaled that any
Eighth Amendment concerns along these lines are un-
likely to be triggered unless the sentence—crime dispro-
portionality is exceedingly gross.

CYBERLAW IN ACTION

As noted in the text, criminal statutes that do not
provide reasonable notice of prohibited behavior
may be struck down as unconstitutionally vague.
United States v. Twombly, 475 F. Supp. 2d 1019 (S.D.

Cal. 2007), involved an unsuccessful attempt by crim-

inal defendants to win a void-for-vagueness challenge.

The statute at issue in Twombly, 18 U.S.C. § 1037, prohibits
a variety of misleading electronic mail-related actions in com-
mercial settings. These include instances in which a person
who, with knowledge of doing so, “materially falsifies header
information in multiple commercial electronic mail messages
and intentionally initiates the transmission of such mes-
sages,” § 1037(a)(3), or “registers, using information that
materially falsifies the identity of the actual registrant, for five
or more electronic mail accounts or online user accounts or
two or more domain names, and intentionally initiates the
transmission of multiple commercial electronic mail mes-
sages from any combination of such accounts or domain
names.” § 1037 (a)(4). Violators of these prohibitions may be
punished by fines or imprisonment, or both.

In Twombly, a criminal indictment charged that Michael
Twombly and Joshua Eveloff violated §§ 1037(a)(3) and (a)(4).
The government claimed that Twombly leased dedicated
servers using an alias, including one server from Biznesshost-
ing, Inc., and that shortly after it provided logon credentials
to Twombly, Biznesshosting began receiving complaints
regarding spam electronic mail messages originating from
its network. These spam messages allegedly numbered ap-
proximately 1 million, followed several days later by another
1.5 million. The spam messages contained computer software
advertising and directed recipients to the Web site of a com-
pany with a Canadian address. The government maintained
that this Web site was falsely registered under the name of a
nonexistent business, and that the messages’ routing informa-
tion and “From” lines had been falsified. As a result, the gov-
ernment contended, recipients, Internet service providers, and
law enforcement agencies were prevented from identifying,
locating, or responding to the senders. When Biznesshosting
investigated the complaints, it traced the spam to the server

leased by Twombly. A search conducted by the FBI allegedly
uncovered roughly 20 dedicated servers leased by Twombly
using false credentials. According to the government,
Twombly leased the servers for an unnamed person—Ilater de-
termined to be defendant Eveloff—and received payment from
that person for each set of logon credentials provided. Under
the government's theory of the case, both Twombly and Eveloff
caused the spam messages to be sent.

Twombly and Eveloff moved for dismissal of the indictment
on the ground that §§ 1037(a)(3) and (a)(4) were unconstitu-
tionally vague. Before examining the statutory language at
issue, the court outlined basic principles governing void-for-
vagueness challenges to criminal statutes. The court noted
that in order to avoid being so vague as to violate the Consti-
tution’s Due Process Clause, a criminal statute must give per-
sons of ordinary intelligence fair warning of the conduct being
criminalized. Quoting the U.S. Supreme Court’s decision in
Colten v. Kentucky, 407 U.S. 104 (1972), the court emphasized
that “’[t]he root of the vagueness doctrine is a rough idea of
fairness’” and that “’[ilt is not a principle designed to convert
into a constitutional dilemma the practical difficulties in draw-
ing criminal statutes both general enough to take into account
a variety of human conduct and sufficiently specific to provide
fair warning that certain kinds of conduct are prohibited.”” In
addition, the court observed that “the degree of vagueness
that the Constitution tolerates depends in part on the nature
of the enactment,” that “[e]conomic regulation of businesses
is subject to less strict requirements,” and that a statute
“threatenl[ing] to inhibit the exercise of constitutionally pro-
tected rights may . . . require a stricter vagueness test.”

Turning to the statutory language under which the defen-
dants had been charged, the Tiwombly court observed that
the meaning of 88 1037(a)(3) and (a)(4) could be discerned
more clearly by reviewing a later subsection, § 1037(d)(2). In
§ 1037(d)(2), Congress stated that

[flor purposes of [§§ 1037(a)(3) and (a)(4),] header information or
registration information is materially falsified if it is altered or
concealed in a manner that would impair the ability of a recipient
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of the message, an Internet access service processing the mes-
sage on behalf of a recipient, a person alleging a violation of this
section, or a law enforcement agency to identify, locate, or re-
spond to a person who initiated the electronic mail message or to
investigate the alleged violation.

Twombly and Eveloff contended that the meanings of
“impair” and “materially,” as explained in § 1037(d)(2), were
no less vague than §§ 1037(a)(3) and (a)(4), the provisions
§ 1037(d)(2) purported to clarify. The defendants argued that
a header does not necessarily identify the sender, and that a
layperson has little or no ability to trace a sender’s location
based on the address. The court acknowledged that e-mail
addresses do not necessarily identify the sender by name,
but countered by stressing that even if an e-mail address
does not necessarily identify the sender, “it does tell a recip-
ient where to send replies to the sender, much in the same
way a return address on an envelope [operates].” Thus, the
court concluded that “[a] material falsification of header or

Proof beyond a Reasonable Doubt The serious mat-
ters at stake in a criminal case—the life and liberty of the
accused—ijustify our legal system’s placement of signifi-
cant limits on the government’s power to convict a person
of a crime. A fundamental safeguard is the presumption
of innocence; defendants in criminal cases are presumed
innocent until proven guilty. The Due Process Clauses
require the government to overcome this presumption
by proving beyond a reasonable doubt every element of
the offense charged against the defendant.? Requiring the
government to meet this stern burden of proof minimizes
the risk of erroneous criminal convictions.

Defendant’s Criminal Intent and Capacity Most seri-
ous crimes require mens rea, or criminal intent, as an
element. The level of fault required for a criminal viola-
tion depends on the wording of the relevant statute.
Many criminal statutes require proof of intentional
wrongdoing. Others impose liability for reckless conduct
or, in rare instances, mere negligence. In the criminal
context, recklessness generally means that the accused
consciously disregarded a substantial risk that the harm
prohibited by the statute would result from her actions.
Negligence means that the accused failed to perceive a
substantial risk of harm that a reasonable person would

2The beyond-a-reasonable-doubt standard required of the government
in criminal cases contemplates a stronger and more convincing
showing than that required of plaintiffs in civil cases. As explained

in Chapter 2, plaintiffs in civil cases need only prove the elements of
their claims by a preponderance of the evidence.

registration information can violate [the statute] by hindering
a recipient’s ability to respond to the sender of an e-mail,” as
set forth in § 1037(d)(2).

Continuing its analysis, the court stated that even if identi-
fying senders by header information may be difficult for many
laypeople, the defendants erred in basing their argument
“solely on the ability of an individual recipient to identify the
sender of spam e-mails.” The court stressed that 8§ 1037(a)(3)
and (a)(4), as augmented by § 1037(d)(2), “are expressly also
designed to protect the ability of internet access services
and government agencies to investigate spam.” In “fail[ing] to
show that falsified header or registration information would
not impair the ability of either of these to investigate the
source of spam or identify senders,” the defendants fell short
in their challenge to the statute. With the relevant statutory
sections having survived the defendants’ vagueness chal-
lenge, the court denied the defendants” motion to dismiss the
indictment.

have perceived. As a general rule, negligent behavior is
left to the civil justice system rather than being criminal-
ized. In the Arthur Andersen case, which follows shortly,
the Supreme Court issues a reminder regarding the im-
portance of the element of criminal intent.

Criminal intent may be inferred from an accused’s
behavior, because a person is normally held to have in-
tended the natural and probable consequences of her
acts. The intent requirement furthers the criminal law’s
general goal of punishing conscious wrongdoers. Ac-
cordingly, proof that the defendant had the capacity to
form the required intent is a traditional prerequisite of
criminal responsibility. The criminal law recognizes
three general types of incapacity: intoxication, infancy,
and insanity.

Although it is not a complete defense to criminal lia-
bility, voluntary intoxication may sometimes diminish the
degree of a defendant’s responsibility. For example, many
first-degree murder statutes require proof of premedita-
tion, a conscious decision to kill. One who kills while
highly intoxicated may be incapable of premeditation—
meaning that he would not be guilty of first-degree mur-
der. He may be convicted, however, of another homicide
offense that does not require proof of premeditation.

The criminal law historically presumed that children
younger than 14 years of age (“infants,” for legal pur-
poses) could not form a criminal intent. Today, most
states treat juvenile offenders below a certain statutory
age—usually 16 or 17—differently from adult offend-
ers, with special juvenile court systems and separate
detention facilities. Current juvenile law emphasizes
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rehabilitation rather than capacity issues. Repeat of-
fenders or offenders charged with very serious offenses,
however, may sometimes be treated as adults.

An accused’ insanity at the time the charged act
was committed may constitute a complete defense. This
possible effect of insanity has generated public dissatis-

Arthur Andersen LLP v. United States

faction. The controlling legal test for whether a defen-
dant was insane varies among court systems. The details
of the possible tests are beyond the scope of this text.
Suffice it to say that as applied by courts, the tests make
it a rare case in which the defendant succeeds with an in-
sanity defense.

544 U.S. 696 (U.S. Sup. Ct. 2005)

In a 1990s move accompanied by aggressive accounting practices, Enron Corporation rapidly expanded beyond its original
business of operating natural gas pipelines and became an energy conglomerate. The public accounting firm Arthur Andersen
LLP (Andersen) audited Enron’s publicly filed financial statements and provided internal audit and consulting services to the
corporation. David Duncan headed Andersen’s engagement team for Enron.

Enron’s financial performance began to suffer in 2000 and worsened during 2001. On August 14, 2001, Enron CEO
Jeffrey Skilling unexpectedly resigned. The corporation’s former CEO, Kenneth Lay, then reassumed the CEO position.
Within days after Skilling’s resignation, Sherron Watkins, a senior accountant at Enron, warned Lay that Enron could
“implode in a wave of accounting scandals.” Watkins also mentioned the looming problems to Duncan and Michael Odom,
an Andersen partner who had supervisory responsibility over Duncan. A key concern was Enron’s use of “Raptors;” which
were special purpose entities engaging in ““off-balance-sheet™ activities. Andersen’s engagement team had allowed Enron to
“‘aggregate” the Raptors for accounting purposes so that they reflected a positive return. This was, in the words of an expert
who testified in the case described below, a “black-and-white” violation of Generally Accepted Accounting Principles.

An August 28, 2001, Wall Street Journal article suggested improprieties at Enron. That same day, the Securities and
Exchange Commission (SEC) opened an informal investigation. By early September, Andersen had formed an Enron ““crisis-
response” team, which included Nancy Temple, an in-house attorney for Andersen. On October 8, Andersen retained outside
counsel to represent it in any litigation that might arise from the Enron matter. The next day, Temple discussed Enron with
other in-house attorneys. Her notes from that meeting stated that ““some SEC investigation” is ““highly probable’”

On October 10, Odom spoke at a meeting attended by 89 Andersen employees, including 10 from the Enron engagement
team. Odom urged everyone to comply with Andersen’s document retention policy. He added: “If [documents are] destroyed
in the course of [the] normal policy and litigation is filed the next day, that’s great. . . . We’ve followed our own policy, and
whatever there was that might have been of interest to somebody is gone and irretrievable’” Andersen’s policy on documents
called for a single central engagement file, which ““should contain only that information which is relevant to supporting our
work’” The policy stated that ““in cases of threatened litigation, . . . no related information will be destroyed”” In addition, the
policy provided that if Andersen was “advised of litigation or subpoenas regarding a particular engagement, the related
information should not be destroyed. See Policy Statement No. 780—Notification of Litigation?” Statement No. 780 set forth
notification procedures for instances when ““professional practice litigation against [Andersen] or any of its personnel has
been commenced, has been threatened or is judged likely to occur, or when governmental or professional investigations that
may involve [Andersen] or any of its personnel have been commenced or are judged likely””

On October 12, Temple entered the Enron matter into her computer, designating the “Type of Potential Claim” as
“Professional Practice—Government/Regulatory Investigation.” Temple also e-mailed Odom, suggesting that he “remind the
engagement team”” of the documents policy. In an October 16 announcement, Enron released its third quarter results and dis-
closed a $1.01 billion charge to earnings. The following day, the SEC notified Enron by letter that it had opened an investi-
gation in August. The letter also contained the SEC’s request for certain information and documents. On October 19, Enron

forwarded a copy of the letter to Andersen.

The Enron crisis-response team held an October 20 conference call, during which Temple instructed everyone to “make
sure to follow the [documents] policy”” On October 23, Enron CEO Lay declined to answer questions during a call with
analysts because of “potential lawsuits, as well as the SEC inquiry.” After the call, Duncan met with other Andersen partners
on the Enron engagement team and told them that they should ensure team members were complying with the documents
policy. During a later meeting for all team members, Duncan distributed the policy and told everyone to comply. These
meetings, and other smaller ones, were followed by substantial destruction of paper and electronic documents.
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On October 26, an Andersen senior partner circulated, by e-mail, a New York Times article discussing the SEC’s re-
sponse to Enron. His e-mail commented that ““the problems are just beginning and we will be in the cross hairs. The market-
place is going to keep the pressure on this and is going to force the SEC to be tough?” On October 30, the SEC opened a for-
mal investigation and sent Enron a letter that requested accounting documents.

Throughout this time period, the document destruction continued, despite reservations on the part of some Andersen man-
agers. For example, on October 26, an Andersen partner saw Duncan shredding documents and told him that ““this wouldn’t
be the best time in the world for you guys to be shredding a bunch of stuff” On October 31, a forensics investigator for
Andersen met with Duncan. During the meeting, Duncan picked up a document with the words ““smoking gun’” written on it
and began to destroy it, adding that “we don’t need this.” The forensics investigator cautioned Duncan on the need to main-
tain documents and later informed Temple that Duncan needed advice regarding the documents policy.

On November 8, Enron announced that it would issue a comprehensive restatement of its earnings and assets. Also on
November 8, the SEC served Enron and Andersen with subpoenas for records. The next day, Duncan’s secretary sent an
e-mail that stated: ““Per Dave—No more shredding. . . . We have been officially served for our documents’” Enron filed
for bankruptcy less than a month later. Andersen fired Duncan, who later pleaded guilty to a criminal charge of witness
tampering.

In March 2002, Andersen was indicted in federal court in Texas on one count of violating 18 U.S.C. 8§88 1512(b)(2)(A)
and (B), which, under the version then in effect, made it a crime if one “knowingly uses intimidation or physical force,
threatens, or corruptly persuades another person . . . with intent to . . . cause” that person to “withhold” documents
from, or “alter” documents for use in, an “official proceeding’” The indictment alleged that, between October 10 and
November 9, 2001, Andersen “did knowingly, intentionally and corruptly persuade its employees to destroy documents
so that the documents would not be available for use in “official proceedings, namely regulatory and criminal proceed-
ings and investigations’” A jury trial followed, with the jury returning a verdict of guilty. The U.S. Court of Appeals for the
Fifth Circuit affirmed, holding that the trial judge’s instructions to the jury on controlling principles of law properly con-
veyed the meaning of ““corruptly persuades” for purposes of the relevant federal statute. The U.S. Supreme Court granted

Andersen’s petition for certiorari.

Rehnquist, Chief Justice

As Enron Corporation’s financial difficulties became public in
2001, petitioner Andersen [directed] its employees to destroy
documents pursuant to its document retention policy. A jury
found that this action made petitioner guilty of violating
18 U.S.C. 88 1512(b)(2)(A) and (B). The Court of Appeals
for the Fifth Circuit affirmed. We hold[, however,] that the
jury instructions [given by the trial judge] failed to convey
properly the elements of a “corrupt persuasion” conviction
under § 1512(b).

Title 18 of the United States Code provides criminal sanc-
tions for those who obstruct justice. Sections 1512(b)(2)(A)
and (B), part of the witness tampering provisions, provide in
relevant part:

Whoever knowingly uses intimidation or physical force,
threatens, or corruptly persuades another person, or at-
tempts to do so, or engages in misleading conduct toward
another person, with intent to . . . cause or induce any per-
son to . . . withhold testimony, or withhold a record, docu-
ment, or other object, from an official proceeding [or] alter,
destroy, mutilate, or conceal an object with intent to impair
the object’s integrity or availability for use in an official
proceeding . . . shall be fined under this title or imprisoned
not more than ten years, or both.

In this case, our attention is focused on what it means to
“knowingly . . . corruptly persuade” another person “with
intent to . . . cause” that person to “withhold” documents from,
or “alter” documents for use in, an “official proceeding.”

“We have traditionally exercised restraint in assessing the
reach of a federal criminal statute, both out of deference to the
prerogatives of Congress and out of concern that ‘a fair warn-
ing should be given to the world in language that the common
world will understand, of what the law intends to do if a certain
line is passed.”” [Citations of quoted cases omitted.] Such
restraint is particularly appropriate here, where the act underly-
ing the conviction—"persuasion”—is by itself innocuous.
Indeed, “persuading” a person “with intent to . . . cause” that
person to “withhold” testimony or documents from a govern-
ment proceeding or government official is not inherently ma-
lign. Consider, for instance, a mother who suggests to her son
that he invoke his [constitutional] right against compelled self-
incrimination, or a wife who persuades her husband not to
disclose marital confidences.

Nor is it necessarily corrupt for an attorney to “persuade” a
client “with intent to . . . cause” that client to “withhold” docu-
ments from the government. In Upjohn Co. v. United States,
449 U.S. 383 (1981), for example, we held that Upjohn was
justified in withholding documents that were covered by the
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attorney-client privilege from the Internal Revenue Service
(IRS). No one would suggest that an attorney who “persuaded”
Upjohn to take that step acted wrongfully, even though he
surely intended that his client keep those documents out of the
IRS” hands.

Document retention policies, which are created in part to
keep certain information from getting into the hands of others,
including the government, are common in business. It is, of
course, not wrongful for a manager to instruct his employees to
comply with a valid document retention policy under ordinary
circumstances.

Acknowledging this point, the parties have largely focused
their attention on the word “corruptly” as the key to what may or
may not lawfully be done in the situation presented here. Sec-
tion 1512(b) punishes not just “corruptly persuading” another,
but “knowingly . . . corruptly persuading” another. (Emphasis
added.) The government suggests that “knowingly” does not
modify “corruptly persuades,” but that is not how the statute
most naturally reads. It provides the mens rea—*“knowingly”—
and then a list of acts—*"uses intimidation or physical force,
threatens, or corruptly persuades.” [In earlier decisions, we]
have recognized with regard to similar statutory language that
the mens rea at least applies to the acts that immediately follow,
if not to other elements down the statutory chain. The govern-
ment suggests [in its brief] that it is “questionable whether Con-
gress would employ such an inelegant formulation as ‘know-
ingly . .. corruptly persuades.”” Long experience has not taught
us to share the government’s doubts on this score, and we must
simply interpret the statute as written.

The parties have not pointed us to another interpretation of
“knowingly . . . corruptly” to guide us here. In any event, the
natural meaning of these terms provides a clear answer.
“Knowledge” and “knowingly” are normally associated with
awareness, understanding, or consciousness. See Black’s Law
Dictionary 888 (8th ed. 2004) (hereinafter Black’s) [and other
dictionaries]. “Corrupt” and “corruptly” are normally associ-
ated with wrongful, immoral, depraved, or evil. See Black’s 371
[and other dictionaries]. Joining these meanings together here
makes sense both linguistically and in the statutory scheme.
Only persons conscious of wrongdoing can be said to “know-
ingly . . . corruptly persuade.”

Criminal Procedure

Criminal Prosecutions: An Overview
Persons arrested for allegedly committing a crime are
taken to the police station and booked. Booking is an ad-
ministrative procedure for recording the suspect’s arrest.

The outer limits of this element need not be explored here
because the jury instructions at issue simply failed to convey
the requisite consciousness of wrongdoing. Indeed, it is strik-
ing how little culpability the instructions required. For exam-
ple, the jury was told [in the trial judge’ instructions] that
“even if [petitioner] honestly and sincerely believed that its
conduct was lawful, you may find [petitioner] guilty.” The in-
structions also diluted the meaning of “corruptly” so that it
covered innocent conduct.

The parties vigorously disputed how the jury would be in-
structed on “corruptly.” The district court based its instruction
on the definition of that term found in the Fifth Circuit Pattern
Jury Instruction for [18 U.S.C.] § 1503. This pattern instruction
defined “corruptly” as “knowingly and dishonestly, with the
specific intent to subvert or undermine the integrity” of a pro-
ceeding. The government, however, insisted on excluding “dis-
honestly” and adding the term “impede” to the phrase “subvert
or undermine.” The district court agreed over [Andersen’s] ob-
jections, and the jury was told to convict if it found petitioner
intended to “subvert, undermine, or impede” governmental
factfinding by suggesting to its employees that they enforce the
document retention policy.

These changes were significant. No longer was any type of
“dishonesty” necessary to a finding of guilt, and it was enough
for [Andersen] to have simply “impeded” the government’s
factfinding ability. As the government conceded at oral argu-
ment, “impede” has broader connotations than “subvert” or
even “undermine,” and many of these connotations do not in-
corporate any “corruptness” at all. [A commonly used] diction-
ary defines “impede” as “to interfere with or get in the way of
the progress of ” or “hold up” or “detract from.” By definition,
anyone who innocently persuades another to withhold informa-
tion from the government “gets in the way of the progress of ”
the government. With regard to such innocent conduct, the
“corruptly” instructions did no limiting work whatsoever.

[In view of the flawed jury instructions, Andersen’s convic-
tion cannot stand.]

Court of Appeals decision upholding Andersen’s conviction
reversed; case remanded for further proceedings.

In some states, temporary release on bail may be available
at this stage. After booking, the police file an arrest re-
port with the prosecutor, who decides whether to charge
the suspect with an offense. If she decides to prosecute,
the prosecutor prepares a complaint identifying the ac-
cused and detailing the charges. Most states require that
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arrested suspects be taken promptly before a magistrate
or other judicial officer (such as a justice of the peace or
judge whose court is of limited jurisdiction) for an initial
appearance. During this appearance, the magistrate in-
forms the accused of the charges and outlines the ac-
cused’s constitutional rights. In misdemeanor cases in
which the accused pleads guilty, the sentence may be (but
need not be) imposed without a later hearing. If the ac-
cused pleads not guilty to a misdemeanor charge, the case
is set for trial. In felony cases, as well as misdemeanor
cases in which the accused pleads not guilty, the magis-
trate sets the amount of bail.

In many states, defendants in felony cases are pro-
tected against unjustified prosecutions by an additional
procedural step, the preliminary hearing. The prosecutor
must introduce enough evidence at this hearing to per-
suade a magistrate that there is probable cause to believe
the accused committed a felony.® If persuaded that prob-
able cause exists, the magistrate binds over the defendant
for trial in the appropriate court.

After a bindover, the formal charge against the defen-
dant is filed with the trial court. The formal charge con-
sists of either an information filed by the prosecutor or
an indictment returned by a grand jury. Roughly half of
the states require that a grand jury approve the decision
to prosecute a person for a felony. Grand juries are bod-
ies of citizens selected in the same manner as the mem-
bers of a trial (petit) jury; often, they are chosen through
random drawings from a list of registered voters. Indict-
ment of an accused prior to a preliminary hearing nor-
mally eliminates the need for a preliminary hearing be-
cause the indictment serves essentially the same function
as a magistrate’s probable cause determination.

The remainder of the states allow felony defendants
to be charged by either indictment or information, at
the prosecutor’s discretion. An information is a formal
charge signed by the prosecutor outlining the facts sup-
porting the charges against the defendant. In states al-
lowing felony prosecution by information, prosecutors
elect the information method in the vast majority of
felony cases. Misdemeanor cases are prosecuted by in-
formation in nearly all states.*

3The state need not satisfy the beyond a reasonable doubt standard of
proof at the preliminary hearing stage. The prosecutor sufficiently
establishes probable cause by causing the magistrate to believe it is
more likely than not that the defendant committed the felony alleged.

“For federal crimes, a prosecutor in the relevant U.S. Attorney’s office
files an information to institute the case if the offense involved carries
a penalty of not more than one year of imprisonment. Federal prose-
cutions for more serious crimes with potentially more severe penalties
are commenced by means of a grand jury indictment.

Once an information or indictment has been filed
with a trial court, an arraignment occurs. The defendant
is brought before the court, informed of the charges, and
asked to enter a plea. The defendant may plead guilty, not
guilty, or nolo contendere. Although technically not an
admission of guilt, nolo contendere pleas indicate that
the defendant does not contest the charges. This decision
by the defendant will lead to a finding of guilt. Unlike
evidence of a guilty plea, however, evidence of a defen-
dant’s nolo plea is inadmissible in later civil cases against
that defendant based on the same conduct amounting to
the criminal violation. Individuals and corporate defen-
dants therefore may find nolo pleas attractive when their
chances of mounting a successful defense to the criminal
prosecution are poor and the prospect of later civil suits
is likely.

At or shortly after the arraignment, the defendant who
pleads not guilty chooses the type of trial that will take
place. Persons accused of serious crimes for which incar-
ceration for more than six months is possible have a con-
stitutional right to be tried by a jury of their peers. The
accused, however, may waive this right and opt for a
bench trial (i.e., before a judge only).

Role of Constitutional Safeguards The
preceding pages referred to various procedural devices
designed to protect persons accused of crime. The Bill of
Rights, the first 10 amendments to the U.S. Constitution,
sets forth other rights of criminal defendants. These
rights guard against unjustified or erroneous criminal
convictions and serve as reminders of government’s
proper role in the administration of justice in a demo-
cratic society. Justice Oliver Wendell Holmes aptly ad-
dressed this latter point when he said, “I think it less evil
that some criminals should escape than that the govern-
ment should play an ignoble part.”

Although the literal language of the Bill of Rights
refers only to federal government actions, the U.S.
Supreme Court has applied the most important Bill of
Rights guarantees to state government actions by “selec-
tively incorporating” those guarantees into the Four-
teenth Amendment’s due process protection. Once a
particular safeguard has been found to be “implicit in
the concept of ordered liberty” or “fundamental to the
American scheme of justice,” it has been applied
equally in state and federal criminal trials. This has
occurred with the constitutional protections examined
earlier in this chapter as well as with the Fourth, Fifth,
and Sixth Amendment guarantees discussed in the fol-
lowing pages.
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The Fourth Amendment The Fourth Amend-
ment protects persons against arbitrary and unreasonable
governmental violations of their privacy rights. It states:

The right of the people to be secure in their persons, houses,
papers, and effects, against unreasonable searches and
seizures, shall not be violated, and no Warrants shall issue,
but upon probable cause, supported by Oath or affirmation,
and particularly describing the place to be searched, and the
persons or things to be seized.

Reasonable Expectation of Privacy The Fourth
Amendment’s language and judicial interpretations of
it reflect the difficulties inherent in balancing citizens’
legitimate expectations of privacy and government’s
legitimate interest in securing evidence of wrongdoing.
Citizens are not protected against all searches and

United States v. Hall

seizures—only against unreasonable ones. Because the
Fourth Amendment safeguards reasonable privacy ex-
pectations, the Supreme Court has extended the amend-
ment’s protection to such places or items as private
dwellings and immediately surrounding areas (often
called the curtilage), telephone booths, sealed contain-
ers, and first-class mail. The Court has denied protection
to places, items, or matters as to which it found no
reasonable expectations of privacy, such as open fields,
personal bank records, and voluntary conversations be-
tween criminal defendants and government informants.
In United States v. Hall, which follows, the court consid-
ered whether a corporation and one of its executives
possessed a reasonable expectation of privacy in the con-
tents of garbage bags that had been placed in a dumpster
on the corporation’s property.

47 E3d 1091 (11th Cir. 1995)

William T. Parks, a special agent of the U.S. Customs Service, was investigating allegations that Bet-Air, Inc. (a Miami-based
seller of spare aviation parts and supplies) had supplied restricted military parts to Iran. Parks entered Bet-Air’s property
and removed, from a garbage dumpster, a bag of shredded documents. The dumpster was located near the Bet-Air offices in
a parking area reserved for the firm’s employees. To reach the dumpster, Parks had to travel 40 yards on a private paved road.
No signs indicated that the road was private. In later judicial proceedings, Parks testified that at the time he traveled on the
road, he did not know he was on Bet-Air’s property.

When reconstructed, some of the previously shredded documents contained information seemingly relevant to the inves-
tigation. Parks used the shredded documents and the information they revealed as the basis for obtaining a warrant to search
the Bet-Air premises. In executing the search warrant, Parks and other law enforcement officers seized numerous documents
and Bet-Air records.

A federal grand jury later indicted Bet-Air’s chairman, Terrence Hall, and other defendants on various counts related to
the alleged supplying of restricted military parts to Iran. Contending that the Fourth Amendment had been violated, Hall
filed a motion asking the court to suppress (i.e., exclude) all evidence derived from the warrantless search of the dumpster
and all evidence seized during the search of the Bet-Air premises (the search pursuant to the warrant). The federal district
court denied Hall’s motion. Following a jury trial, Hall was convicted on all counts and sentenced to prison. Hall appealed

to the 11th Circuit Court of Appeals.

Hatchett, Circuit Judge

In California v. Greenwood (1988), the Supreme Court held
that a warrantless search and seizure of garbage left in a plas-
tic bag on the curb in front of, but outside the curtilage of, a
private house did not violate the Fourth Amendment. The
Court held that such a search would only violate the Fourth
Amendment if the persons discarding the garbage manifested a
subjective expectation of privacy in their garbage that society
accepts as objectively reasonable. The Court concluded that
Greenwood had exposed his garbage to the public sufficiently
to render his subjective expectation of privacy objectively
unreasonable.

Hall points to the fact that Parks obtained documents that
were shredded, then placed inside a green garbage bag, which
was in turn placed inside a garbage dumpster. We believe that
the manner in which Bet-Air disposed of its garbage serves
only to demonstrate that Bet-Air manifested a subjective ex-
pectation of privacy in its discarded garbage. Whether Parks’s
actions were proscribed by the Fourth Amendment, however,
turns on whether society is prepared to accept Bet-Air’s subjec-
tive expectation of privacy as objectively reasonable.

It is well established that the Fourth Amendment pro-
tections apply [not only to residential property but also] to
commercial premises. The Supreme Court’s treatment of the
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expectation of privacy that the owner of commercial property
enjoys in such property has differed significantly from the
protection accorded an individual’s home, [however]. Such
distinctions are inevitable given the fundamental difference in
the nature and uses of a residence as opposed to commercial
property. These distinctions are drawn into sharp focus when,
as in this case, the government intrudes into the area immedi-
ately surrounding the structure. In order for persons to pre-
serve Fourth Amendment protection in the area immediately
surrounding the residence, they must not conduct an activity
or leave an object in the plain view of those outside the area.
The occupant of a commercial building, in contrast, must take
the additional precaution of affirmatively barring the public
from the area. The Supreme Court has consistently held that
the government is required to obtain a search warrant only
when it wishes to search those areas of commercial property
from which the public has been excluded.

Relying on the fact that the dumpster was within the “com-
mercial curtilage” of Bet-Air’s property and that it could only
be accessed by traveling 40 yards on a private road, Hall asserts
that the company’s subjective expectation of privacy was objec-
tively reasonable. Hall’s heavy emphasis on Parks’s trespass
onto Bet-Air’s private property is misplaced. The law of tres-
pass forbids intrusions onto land that the Fourth Amendment
would not proscribe. We note that although the road leading to
Bet-Air’s dumpster was private, the magistrate judge found that
no “objective signs of restricted access such as signs, barri-
cades, and the like” were present. Moreover, the magistrate
judge also found that at the time Parks traveled the road, he
believed it was a public road. [Bet-Air’s] failure to exclude
the public takes on increased significance when the asserted

Even when plainly protected areas or items are in-
volved, not every governmental action is deemed suffi-
ciently intrusive to constitute a search or seizure for
Fourth Amendment purposes. Thus, for example, the
Supreme Court held, in United States v. Place (1983),
that exposing an airline traveler’s luggage to a narcotics
detection dog in a public place was not a search, consid-
ering the minimally intrusive nature of the intrusion and
the narrow scope of information it revealed. Relying
on Place, the Supreme Court concluded in Illinois v.
Caballes (2005) that no search occurred when law en-
forcement officers used a drug-sniffing dog on the
exterior of a car whose driver had been stopped for
speeding. If a law enforcement officer stops an auto-
mobile, examines its interior, and sorts through items
located there, a search has occurred. Because the driver

expectation of privacy is in discarded garbage. A commercial
proprietor incurs a diminished expectation of privacy when
garbage is placed in a dumpster which is located in a parking
lot that the business shares with other businesses, and no steps
are taken to limit the public’s access to the dumpster. It is com-
mon knowledge that commercial dumpsters have long been a
source of fruitful exploration for scavengers.

The Supreme Court used the concept of curtilage in Hester
v. United States (1924) to distinguish between the area outside
a person’s house which the Fourth Amendment protects, and
the open fields, which are afforded no Fourth Amendment
protection. The Supreme Court has not squarely addressed the
applicability of the common law concept of curtilage to com-
mercial property. Given the Court’s view of the relationship
between the Fourth Amendment and commercial premises,
however, we have little doubt that were the Court to embrace
the so-called “business curtilage” concept, it would, at a mini-
mum, require that the commercial proprietor take affirmative
steps to exclude the public. In light of Bet-Air’s failure to
exclude the public from the area immediately surrounding its
offices, we refuse to apply the so-called “business curtilage”
concept in this case.

[W]e do not believe that Parks infringed upon any societal
values the Fourth Amendment protects when he searched Bet-
Air’s garbage. Bet-Air did not take sufficient steps to restrict
the public’s access to its discarded garbage; therefore, its sub-
jective expectation of privacy is not one that society is prepared
to accept as objectively reasonable.

District court’s denial of Hall’s suppression motion
affirmed.

of the stopped car has been seized for Fourth Amend-
ment purposes, she has legal standing to challenge the
validity of the search. What about a passenger in the
stopped vehicle? In Brendlin v. California, 127 S. Ct.
2400 (2007), the Supreme Court held that the passenger
has also been seized for Fourth Amendment purposes
and therefore has standing to challenge the search on
Fourth Amendment grounds. As will be seen shortly,
however, the search—whether challenged by the driver
or by the passenger—may not violate the Fourth Amend-
ment if the law enforcement officer had sufficient justi-
fication to stop the vehicle.

Did a search occur when law enforcement officers,
operating from a public street, aimed a thermal imaging
device at a private home? The Supreme Court addressed
that question in the Kyllo case, which follows.
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Kyllo v. United States 533 U.S. 27 (U.S. Sup Ct. 2001)

Suspicious that marijuana was being grown in Danny Lee Kyllo’s home, federal agents used a thermal imaging device to
scan his triplex to determine whether the amount of heat emanating from it was consistent with the amount emanated from
high-intensity lamps typically used for indoor marijuana growth. The scan showed that Kyllo’s roof and a side wall were
relatively hot compared to the rest of his home and substantially warmer than the neighboring units. Based in part on
the thermal imaging results, a federal magistrate judge issued a warrant to search Kyllo’s home, where the agents found
marijuana growing. After Kyllo was indicted on a federal drug charge, he unsuccessfully moved to suppress the evidence
seized from his home and then entered a conditional guilty plea. The Ninth Circuit Court of Appeals ultimately affirmed,
upholding the warrant and holding that the evidence was admissible. Kyllo appealed, and the U.S. Supreme Court granted

certiorari.

Scalia, Justice

The Fourth Amendment provides that “the right of the people
to be secure in their persons, houses, papers, and effects,
against unreasonable searches and seizures, shall not be vio-
lated.” “At the very core” of the Fourth Amendment “stands
the right of a man to retreat into his own home and there be
free from unreasonable governmental intrusion.” Silverman v.
United States, 507 U.S. 990 (1961). With few exceptions, the
question whether a warrantless search of a home is reasonable
and hence constitutional must be answered no.

On the other hand, the antecedent question of whether or not
a Fourth Amendment “search” has occurred is not so simple
under our precedent. The lawfulness of warrantless visual
surveillance [has long been accepted]. As we observed in
California v. Ciraolo, 476 U.S. 207, 213 (1986), “the Fourth
Amendment protection of the home has never been extended
to require law enforcement officers to shield their eyes when
passing by a home on public thoroughfares.”

One might think that examining the portion of a house that
is in plain public view [amounts to] a “search,” [though] not
an “unreasonable” one under the Fourth Amendment. But in
fact we have held that visual observation is no “search” at all—
perhaps in order to preserve somewhat more intact our doctrine
that warrantless searches are presumptively unconstitutional.
In assessing when a search is not a search, we have applied
somewhat in reverse the principle first enunciated in Katz v.
United States, 389 U.S. 347 (1967). Katz involved eavesdrop-
ping by means of an electronic listening device placed on the
outside of a telephone booth—a location not within the catalog
(“persons, houses, papers, and effects”) that the Fourth Amend-
ment protects against unreasonable searches. We held that the
Fourth Amendment nonetheless protected Katz from the war-
rantless eavesdropping because he justifiably relied upon the
privacy of the telephone booth. As Justice Harlan’s oft-quoted
concurrence described it, a Fourth Amendment search occurs
when the government violates a subjective expectation of pri-
vacy that society recognizes as reasonable. \WWe have subse-
quently applied this principle to hold that a Fourth Amendment

search does not occur—even when the explicitly protected
location of a house is concerned—unless “the individual man-
ifested a subjective expectation of privacy in the object of the
challenged search,” and “society [is] willing to recognize that
expectation as reasonable.” Ciraolo, 476 U.S. at 211. We have
applied this test in holding that it is not a search for the police
to use a pen register at the phone company to determine what
numbers were dialed in a private home, and we have applied
the test on two different occasions in holding that aerial sur-
veillance of private homes and surrounding areas does not
constitute a search.

The present case involves officers on a public street en-
gaged in more than naked-eye surveillance of a home. We
have previously reserved judgment as to how much techno-
logical enhancement of ordinary perception from such a van-
tage point, if any, is too much. While we upheld enhanced
aerial photography of an industrial complex in Dow Chemical
Co. v. United States, 476 U.S. 227 (1986), we noted that we
found it “important that this is not an area immediately adja-
cent to a private home, where privacy expectations are most
heightened.” 1d. at 237, n. 4. It would be foolish to contend
that the degree of privacy secured to citizens by the Fourth
Amendment has been entirely unaffected by the advance of
technology. The question we confront today is what limits
there are upon this power of technology to shrink the realm of
guaranteed privacy.

The Katz test—whether the individual has an expectation
of privacy that society is prepared to recognize as reasonable—
has often been criticized as circular, and hence subjective
and unpredictable. While it may be difficult to refine Katz
when the search of areas such as telephone booths, automo-
biles, or even the curtilage and uncovered portions of resi-
dences are at issue, in the case of the search of the interior of
homes—the prototypical and hence most commonly litigated
area of protected privacy—there is a ready criterion, with roots
deep in the common law, of the [minimum] expectation of
privacy that exists, and that is acknowledged to be reasonable.
To withdraw protection of this minimum expectation would
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be to permit police technology to erode the privacy guaranteed
by the Fourth Amendment. We think that obtaining by sense-
enhancing technology any information regarding the interior of
the home that could not otherwise have been obtained without
physical “intrusion into a constitutionally protected area,”
Silverman, 507 U.S. at 512, constitutes a search—at least
where (as here) the technology in question is not in general
public use. This assures preservation of that degree of privacy
against government that existed when the Fourth Amendment
was adopted. On the basis of this criterion, the information
obtained by the thermal imager in this case was the product of
a search.

The Government maintains, however, that the thermal im-
aging must be upheld because it detected “only heat radiating
from the external surface of the house.” [However,] just as a
thermal imager captures only heat emanating from a house,
so also a powerful directional microphone picks up only
sound emanating from a house and a satellite capable of scan-
ning from many miles away would pick up only visible light
emanating from a house. We rejected such a mechanical inter-
pretation of the Fourth Amendment in Katz, where the eaves-
dropping device picked up only sound waves that reached the
exterior of the phone booth. Reversing that approach would
leave the homeowner at the mercy of advancing technology—
including imaging technology that could discern all human
activity in the home. While the technology used in the present
case was relatively crude, the rule we adopt must take account
of more sophisticated systems that are already in use or in
development.

The Government also contends that the thermal imaging
was constitutional because it did not “detect private activi-
ties occurring in private areas.” It points out that in Dow
Chemical we observed that the enhanced aerial photography
did not reveal any “intimate details.” Dow Chemical, how-
ever, involved enhanced aerial photography of an industrial
complex, which does not share the Fourth Amendment sanc-
tity of the home. The Fourth Amendment’s protection of the
home has never been tied to measurement of the quality or
quantity of information obtained. In Silverman, for example,
we made clear that any physical invasion of the structure
of the home, “by even a fraction of an inch,” was too much,
and there is certainly no exception to the warrant require-
ment for the officer who barely cracks open the front door
and sees nothing but the nonintimate rug on the vestibule
floor. In the home, our cases show, all details are intimate
details, because the entire area is held safe from prying
government eyes.

Limiting the prohibition of thermal imaging to “intimate
details” would not only be wrong in principle; it would be
impractical in application, failing to provide “a workable

accommodation between the needs of law enforcement and
the interests protected by the Fourth Amendment,” Oliver v.
United States, 466 U.S. 170, 181 (1984). To begin with, there
IS no necessary connection between the sophistication of the
surveillance equipment and the “intimacy” of the details that
it observes—which means that one cannot say (and the police
cannot be assured) that use of the relatively crude equipment
at issue here will always be lawful. The Agema Thermovision
210 might disclose, for example, at what hour each night the
lady of the house takes her daily sauna and bath—a detail that
many would consider “intimate”; and a much more sophisti-
cated system might detect nothing more intimate than the fact
that someone left a closet light on. We could not, in other
words, develop a rule approving only that through-the-wall
surveillance which identifies objects no smaller than 36 by
36 inches, but would have to develop a jurisprudence specify-
ing which home activities are “intimate” and which are not.
And even when (if ever) that jurisprudence were fully devel-
oped, no police officer would be able to know in advance
whether his through-the-wall surveillance picks up “intimate”
details—and thus would be unable to know in advance
whether it is constitutional.

We have said that the Fourth Amendment draws “a firm
line at the entrance to the house.” Payton v. New York, 445
U.S. 573, 590 (1980). That line, we think, must be not only
firm but also bright—which requires clear specification of
those methods of surveillance that require a warrant. While it
is certainly possible to conclude from the videotape of the
thermal imaging that occurred in this case that no “signifi-
cant” compromise of the homeowner’s privacy has occurred,
we must take the long view, from the original meaning of the
Fourth Amendment forward. “The Fourth Amendment is to be
construed in the light of what was deemed an unreasonable
search and seizure when it was adopted, and in a manner
which will conserve public interests as well as the interests
and rights of individual citizens.” Carroll v. United States,
267 U.S. 132, 149 (1925).

Where, as here, the Government uses a device that is not in
general public use, to explore details of the home that would
previously have been unknowable without physical intrusion,
the surveillance is a “search” and is presumptively unreason-
able without a warrant. Since we hold the Thermovision imag-
ing to have been an unlawful search, it will remain for the
District Court to determine whether, without the evidence it
provided, the search warrant issued in this case was supported
by probable cause.

Judgment of Ninth Circuit Court of Appeals reversed and
case remanded for further proceedings.
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Warrant Requirement and Exceptions In its treat-
ment of the Fourth Amendment’s warrant clause, the
Supreme Court has engaged in similar balancing of indi-
vidual and governmental interests. The warrant require-
ment further protects privacy interests by mandating that
a judge or magistrate authorize and define the scope of
intrusive governmental action. As a general rule, the
Court has held that searches carried out without a proper
warrant are unreasonable.

Nevertheless, the Court has devised a lengthy list of ex-
ceptions to this general rule. Warrantless searches of the
arrestee himself, of items of property in his possession,
and of the area within his immediate control have long
been upheld, assuming the arrest was supported by proba-
ble cause. In Virginia v. Moore, 128 S. Ct. 1598 (2008),
the Court reitereated this exception to the warrant require-
ment and held that the exception applies even when the ar-
rest violates a procedure set by otherwise applicable state
law, as long as there was probable cause for the arrest. The
Court has also upheld warrantless searches of premises
police enter in hot pursuit of an armed suspect, and of
motor vehicles (and containers located therein) when the
vehicle has been stopped by law enforcement officers for
sufficient reason. The mobile nature of motor vehicles fur-
nishes the justification for this exception to the warrant re-
quirement. Warrantless seizures of contraband items in the
plain view of officers acting lawfully have likewise been
upheld. The same is true of customs searches, stop-and-
frisk searches for weapons, and administrative inspections
of closely regulated businesses, despite the absence of a
warrant in each of these instances.

Finally, consensual searches without warrants do not
violate the Fourth Amendment. For instance, if a home-
owner consents to a search of her home, the search is
considered to be reasonable. If there are co-occupants of
a residence and any co-occupant gives law enforcement
officers consent to search the property, the consent of
that co-occupant will normally insulate the search
against a Fourth Amendment challenge brought by a
nonpresent and nonconsenting occupant. However, as
the Supreme Court recognized in Georgia v. Randolph,
547 U.S. 103 (2006), the consent to search given by one
co-occupant of a residence does not protect the search
against a Fourth Amendment challenge by another

co-occupant who was present at the time of the search
and objected to its occurrence.

Exclusionary Rule The exclusionary rule serves as the
basic remedial device in cases of Fourth Amendment
violations. Under this judicially crafted rule, evidence
seized in illegal searches cannot be used in a subsequent
trial against an accused whose constitutional rights were
violated.® In addition, if information obtained in an ille-
gal search leads to the later discovery of further evidence,
that further evidence is considered “fruit of the poisonous
tree” and is therefore excluded from use at trial under
the rule established in Wong Sun v. United States (1963).
Because the exclusionary rule may result in suppression
of convincing evidence of crime, it has generated contro-
versy. The rule’s supporters regard it as necessary to deter
police from violating citizens’ constitutional rights. The
rule’s opponents assert that it has no deterrent effect on
police who believed they were acting lawfully. A loudly
voiced complaint in some quarters has been that “because
of a policeman’s error, a criminal goes free.”

During roughly the past 25 years, the Court has re-
sponded to such criticism by rendering decisions that
restrict the operation of the exclusionary rule. For exam-
ple, the Court has held that illegally obtained evidence
may be introduced at trial if the prosecution convinces the
trial judge that the evidence would inevitably have been
obtained anyway by lawful means. The Court has also cre-
ated a “good faith” exception to the exclusionary rule.
This exception allows the use of evidence seized by police
officers who acted pursuant to a search warrant later held
invalid if the officers reasonably believed that the warrant
was valid. Although the Court has not extended the good
faith exception to the warrantless search setting, it has
expanded the exception’s scope to include searches made
in reliance on a statute that is later declared invalid.

Hudson v. Michigan, which follows, illustrates recent
years’ narrowing in the application of the exclusionary
rule.

5The Supreme Court initially authorized application of the
exclusionary rule in federal criminal cases only. In Mapp v. Ohio
(1961), the Court made the exclusionary rule applicable to state
criminal cases as well.

Hudson v. Michigan 547 U.S. 586 (U.S. Sup. Ct. 2006)

Police obtained a warrant authorizing a search for drugs and firearms at the home of Booker Hudson. When the officers
arrived to execute the warrant, they announced their presence but waited only a short time—perhaps three to five seconds—
before turning the knob of the unlocked front door and entering Hudson’s home. Once inside the home, the officers
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discovered large quantities of drugs. They also found a loaded gun lodged between the cushion and armrest of the chair in
which Hudson was sitting. Hudson was charged under Michigan law with unlawful drug and firearm possession.

Arguing that the officers’ premature entry into his home violated the “knock-and-announce” rule and therefore his Fourth
Amendment rights, Hudson moved for suppression of the drugs and the gun. (In other words, Hudson’s motion sought a court
order that the drugs and the gun discovered by the officers not be allowed as evidence at trial.) The Michigan trial court
granted his motion, but the Michigan Court of Appeals reversed the suppression order. After the Michigan Supreme Court de-
nied leave to appeal, Hudson was convicted of drug possession. He renewed his Fourth Amendment claim on appeal, but the
Court of Appeals rejected it and affirmed the conviction. After the Michigan Supreme Court again declined review, the U.S.
Supreme Court granted Hudson’s petition for a writ of certiorari.

Scalia, Justice

We [must] decide whether violation of the *“knock-and-
announce” rule requires the suppression of all evidence found
in the search.

The common-law principle that law enforcement officers
must announce their presence and provide residents an oppor-
tunity to open the door is an ancient one. See Wilson v.
Arkansas, 514 U.S. 927 (1995). Since 1917, . . . this traditional
protection has been part of federal statutory law. In Wilson, we
were asked whether the rule was also a command of the Fourth
Amendment. Tracing its origins in our English legal heritage,
we concluded that it was.

When the knock-and-announce rule does apply, it is not
easy to determine precisely what officers must do. How many
seconds’ wait are too few? Our “reasonable wait time” stan-
dard, see United States v. Banks, 540 U.S. 31 (2003), is neces-
sarily vague. Banks (a drug case, like this one) held that the
proper measure was not how long it would take the resident to
reach the door, but how long it would take to dispose of the sus-
pected drugs—but that such a time (15 to 20 seconds in that
case) would necessarily be extended when, for instance, the
suspected contraband was not easily concealed. If our ex post
evaluation is subject to such calculations, it is unsurprising
that, ex ante, police officers about to encounter someone who
may try to harm them will be uncertain how long to wait.

Happily, these issues do not confront us here. From the trial
level onward, Michigan has conceded that the entry was a
knock-and-announce violation. The issue here is remedy.
Wilson specifically declined to decide whether the exclusion-
ary rule is appropriate for violation of the knock-and-announce
requirement. That question is squarely before us now.

In Weeks v. United States, 232 U.S. 383 (1914), we adopted
the federal exclusionary rule for evidence that was unlawfully
seized from a home without a warrant in violation of the Fourth
Amendment. We began applying the same rule to the States,
through the Fourteenth Amendment, in Mapp v. Ohio, 367 U.S.
643 (1961).

Suppression of evidence, however, has always been our last
resort, not our first impulse. The exclusionary rule generates
“substantial social costs,” which sometimes include setting the

guilty free and the dangerous at large. We have therefore been
“cautio[us] against expanding” it. [Case citations omitted.]
We have rejected indiscriminate application of the rule, and
have held it to be applicable only “where its remedial objec-
tives are thought most efficaciously served”—that is, “where
its deterrence benefits outweigh its ‘substantial social costs.””
[Case citations omitted.]

We did not always speak so guardedly. Expansive dicta in
Mapp, for example, suggested wide scope for the exclusionary
rule. (“[A]ll evidence obtained by searches and seizures in
violation of the Constitution is, by that same authority, inad-
missible in a state court.”) But we have long since rejected that
[sweeping] approach. [More recently, we have noted that]
“whether the exclusionary sanction is appropriately imposed in
a particular case, . . . is ‘an issue separate from the question
whether the Fourth Amendment rights of the party seeking to
invoke the rule were violated by police conduct.”” [Case cita-
tions omitted.]

[Clases excluding the fruits of unlawful warrantless
searches say nothing about the appropriateness of exclusion to
vindicate the interests protected by the knock-and-announce re-
quirement. Until a valid warrant has issued, citizens are entitled
to shield “their persons, houses, papers, and effects,” U.S.
Const., Amdt. 4, from the government’s scrutiny. Exclusion of
the evidence obtained by a warrantless search vindicates that
entitlement. The interests protected by the knock-and-announce
requirement are quite different—and do not include the shield-
ing of potential evidence from the government’s eyes.

One of those interests is the protection of human life and
limb, because an unannounced entry may provoke violence in
supposed self-defense by the surprised resident. Another inter-
est is the protection of property. The knock-and-announce rule
gives individuals “the opportunity to comply with the law and
to avoid the destruction of property occasioned by a forcible
entry.” [Case citation omitted.] And thirdly, the knock-and-
announce rule protects those elements of privacy and dignity
that can be destroyed by a sudden entrance. [It] assures the
opportunity to collect oneself before answering the door.

What the knock-and-announce rule has never protected,
however, is one’s interest in preventing the government from
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seeing or taking evidence described in a warrant. Since the
interests that were violated in this case have nothing to do
with the seizure of the evidence, the exclusionary rule is
inapplicable.

[TThe exclusionary rule has never been applied except
“where its deterrence benefits outweigh its ‘substantial social
costs.”” [Case citations omitted.] The costs here are consider-
able. In addition to the grave adverse consequence that exclu-
sion of relevant incriminating evidence always entails (viz.,
the risk of releasing dangerous criminals into society), impos-
ing that massive remedy for a knock-and-announce violation
would generate a constant flood of alleged failures to observe
the rule, and claims that any asserted justification for a no-
knock entry had inadequate support. The cost of entering this
lottery would be small, but the jackpot enormous: suppression
of all evidence, amounting in many cases to a get-out-of-jail-
free card. Courts would experience as never before the reality
that “[t]he exclusionary rule frequently requires extensive
litigation to determine whether particular evidence must be
excluded.” [Case citation omitted.] Unlike the warrant or
Miranda requirements, compliance with which is readily
determined . . . , what constituted a reasonable wait time in a
particular case [or whether there were suitable justifications
for a failure to knock and announce], is difficult for the trial
court to determine and even more difficult for an appellate
court to review.

Next to these substantial social costs we must consider the
deterrence benefits, existence of which is a necessary condi-
tion for exclusion. [T]he value of deterrence depends upon the
strength of the incentive to commit the forbidden act. Viewed
from this perspective, deterrence of knock-and-announce vio-
lations is not worth a lot. Violation of the warrant requirement
sometimes produces incriminating evidence that could not
otherwise be obtained. But ignoring knock-and-announce can
realistically be expected to achieve absolutely nothing except
the prevention of destruction of evidence and the avoidance
of life-threatening resistance by occupants of the premises—
dangers which, if there is even “reasonable suspicion” of their
existence, suspend the knock-and-announce requirement any-
way. Massive deterrence is hardly required.

It seems to us not even true, as Hudson contends, that with-
out suppression there will be no deterrence of knock-and-
announce violations at all. Assuming [for the sake of argument]
that civil suit [against the police officers] is not an effective de-
terrent, one can think of many forms of police misconduct that
are similarly “undeterred.” When, for example, a confessed
suspect in the killing of a police officer, arrested (along with
incriminating evidence) in a lawful warranted search, is sub-
jected to physical abuse at the station house, would it seriously
be suggested that the evidence must be excluded, since that is

the only “effective deterrent”? And what, other than civil suit,
is the effective deterrent of police violation of an already-
confessed suspect’s Sixth Amendment rights by denying him
prompt access to counsel? Many would regard these violated
rights as more significant than the right not to be intruded upon
in one’s nightclothes—and yet nothing but “ineffective” civil
suit is available as a deterrent.

We cannot assume that exclusion in this context is neces-
sary deterrence simply because we found that it was necessary
deterrence in different contexts and long ago. That would be
forcing the public today to pay for the sins and inadequacies of
a legal regime that existed almost half a century ago.

[Hudson’s attorney asserted at oral argument that] “it would
be very hard to find a lawyer to take a [civil rights case against
police officers who violated the knock-and-announce rule]”
but 42 U.S.C. § 1988(b) answers this objection. Since some
civil-rights violations would yield damages too small to justify
the expense of litigation, Congress has authorized attorney’s
fees for civil-rights plaintiffs. This remedy was unavailable in
the heydays of our exclusionary-rule jurisprudence, because it
is tied to the availability of a cause of action. For years after
Mapp, “very few lawyers would even consider representation
of persons who had civil rights claims against the police,” but
now “much has changed. Citizens and lawyers are much more
willing to seek relief in the courts for police misconduct.”
[Citation of authority omitted.] The number of public-interest
law firms and lawyers who specialize in civil-rights grievances
has greatly expanded.

Hudson points out that few published decisions to date an-
nounce huge awards for knock-and-announce violations.
[However, it] is clear, at least, that the lower courts are allowing
colorable knock-and-announce suits [for damages and poten-
tially large attorney’s fees] to go forward. As far as we know,
civil liability is an effective deterrent here.

Another development over the past half-century that deters
civil-rights violations is the increasing professionalism of po-
lice forces, including a new emphasis on internal police disci-
pline. [W]e now have increasing evidence that police forces
across the United States take the constitutional rights of citi-
zens seriously. Numerous sources are now available to teach of-
ficers and their supervisors what is required of them under this
Court’s cases, how to respect constitutional guarantees in vari-
ous situations, and how to craft an effective regime for internal
discipline. Failure to teach and enforce constitutional require-
ments exposes municipalities to financial liability. Moreover,
modern police forces are staffed with professionals; it is not
credible to assert that internal discipline, which can limit suc-
cessful careers, will not have a deterrent effect. There is also
evidence that the increasing use of various forms of citizen
review can enhance police accountability.
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In sum, the social costs of applying the exclusionary rule to
knock-and-announce violations are considerable; the incentive
to such violations is minimal to begin with, and the extant de-
terrences against them are substantial—incomparably greater
than the factors deterring warrantless entries when Mapp was
decided. Resort to the massive remedy of suppressing evidence
of guilt is unjustified.

Judgment of Michigan Court of Appeals affirmed.

Kennedy, Justice, concurring in part and concurring
in the judgment

Two points should be underscored with respect to today’s
decision. First, the knock-and-announce requirement protects
rights and expectations linked to ancient principles in our con-
stitutional order. The Court’s decision should not be interpreted
as suggesting that violations of the requirement are trivial or
beyond the law’s concern. Second, the continued operation of
the exclusionary rule, as settled and defined by our precedents,
is not in doubt. Today’s decision determines only that in the
specific context of the knock-and-announce requirement, a

If an arrestee who is a foreign national makes
incriminating statements to law enforcement au-
thorities without having been informed of his right
under an international agreement to have his detention
reported to his country’s consulate, does the exclusionary rule
apply? The U.S. Supreme Court confronted that question in
Sanchez-Llamas v. Oregon, 548 U.S. 331 (2006).

The relevant international agreement in Sanchez-Llamas
was the Vienna Convention on Consular Relations, which was
drafted in 1963 with the purpose, as set forth in its preamble, of
“contribut[ing] to the development of friendly relations among
nations, irrespective of their differing constitutional and social
systems.” Approximately 170 countries have subscribed to the
Vienna Convention. The United States became a party to it in
1969. Article 36 of the Vienna Convention provides that “if he
S0 requests, the competent authorities of the receiving State
shall, without delay, inform the consular post of the sending
State if, within its consular district, a national of that State is
arrested or committed to prison or to custody pending trial or is
detained in any other manner.” Thus, when a national of one
country is detained by authorities in another, the authorities
must notify the consular officers of the detainee’s home country
if the detainee so requests. Article 36 further provides that
“[t]he said authorities shall inform the [detainee] without delay
of his rights under this sub-paragraph.” The Convention also

violation is not sufficiently related to the later discovery of
evidence to justify suppression.

Breyer, Justice, with whom Justices Stevens, Souter,
and Ginsburg join, dissenting

In Wilson v. Arkansas, a unanimous Court held that the Fourth
Amendment normally requires law enforcement officers to
knock and announce their presence before entering a dwelling.
Today’s opinion holds that evidence seized from a home fol-
lowing a violation of this requirement need not be suppressed.
As a result, the Court destroys the strongest legal incentive to
comply with the Constitution’s knock-and-announce require-
ment. And the Court does so without significant support in
precedent. At least | can find no such support in the many
Fourth Amendment cases the Court has decided in the near
century since it first set forth the exclusionary principle.

Today’s opinion is thus doubly troubling. It represents a sig-
nificant departure from the Court’s precedents. And it weakens,
perhaps destroys, much of the practical value of the Constitu-
tion’s knock-and-announce protection.

The Global Business Environment

states that the rights provided by Article 36 “shall be exercised
in conformity with the laws and regulations of the receiving
State, subject to the proviso, however, that the said laws and reg-
ulations must enable full effect to be given to the purposes for
which the rights accorded under this Article are intended.”

Moises Sanchez-Llamas, a Mexican national, was arrested
in Oregon in 1999 for alleged involvement in an exchange of
gunfire in which a police officer was wounded. Following the
arrest, police officers gave Sanchez-Llamas the Miranda
warnings in both English and Spanish. However, the officers
did not inform Sanchez-Llamas that he could ask to have the
Mexican Consulate notified of his detention. Article 36 of the
Vienna Convention was thus violated. During the interroga-
tion that followed the issuance of the Miranda warnings,
Sanchez-Llamas made incriminating statements that led to at-
tempted murder charges, as well as various other charges,
against him. After he made the incriminating statements and
the formal charges were filed, Sanchez-Llamas learned of his
Acrticle 36 rights. He then moved for suppression of his incrim-
inating statements (i.e., for an order that those statements be
excluded from evidence at the trial) because of the Article 36
violation. The Oregon trial court denied the suppression mo-
tion. Sanchez-Llamas was convicted and sentenced to prison.
After the appellate courts in Oregon affirmed, the U.S.
Supreme Court agreed to decide the case.
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Assuming that—but without deciding whether—individu-
als have a right to invoke Article 36 in a judicial proceeding
(as opposed to nations enforcing the Convention through po-
litical or other appropriate channels), the Supreme Court held
in Sanchez-Llamas that the exclusionary rule was not a proper
remedy for an Article 36 violation. The Court noted that the
Vienna Convention itself said nothing about the exclusionary
rule as a remedy. Instead, through the statement that Article
36 rights are to be “exercised in conformity with the laws and
regulations of the receiving State,” the Convention left the im-
plementation of Article 36 to domestic law. The Court stated
that it “would be startling” if the Convention were interpreted
as requiring suppression of evidence as a remedy for an Arti-
cle 36 violation, because “[t]he exclusionary rule as we know
it is an entirely American legal creation.” The Court stressed
that there was “no reason to suppose that Sanchez-Llamas
would be afforded the relief he seeks here in any of the other
169 countries party to the Vienna Convention.” (Presumably,
then, a U.S. national should not assume that the exclusionary
rule will apply to his case if he is arrested in another Vienna
Convention nation and makes incriminating statements to law
enforcement officers without having been informed of his
Acrticle 36 rights.)

The Court emphasized that “[b]ecause the [exclusionary]
rule’s social costs are considerable, suppression is warranted
only where the rule’s “‘remedial objectives are thought most
efficaciously served.”” [Case citations omitted.] The Court
emphasized that “[w]e have applied the exclusionary rule
primarily to deter constitutional violations”—normally those
involving unreasonable searches in violation of the Fourth

Amendment or incriminating statements of accused persons
whose Fifth Amendment rights had been violated because
their confessions were not voluntary or because they had not
been given the Miranda warnings. No such problems attended
the incriminating statements made by Sanchez-Llamas. From
the Court’s perspective, “[t]he violation of the right to con-
sular notification . . . is at best remotely connected to the gath-
ering of evidence,” and “there is likely to be little connection
between an Article 36 violation and evidence or statements
obtained by police.” The Court reasoned that even if law en-
forcement officers fail to provide detained foreign nationals
notice of their Article 36 rights, the same general interests
served by Article 36 would be safeguarded by other protec-
tions available to persons in the situation in which Sanchez-
Llamas found himself. The Court stressed that “[a] foreign
national detained on suspicion of crime, like anyone else in
our country, enjoys under our system the protections of the
Due Process Clausel[,] . . . is entitled to an attorney, and is pro-
tected against compelled self-incrimination.”

Finally, the Court stated that Vienna Convention rights
could be vindicated in ways other than suppression of evi-
dence. The Court observed that a defendant could make an
Article 36 argument “as part of a broader challenge to the vol-
untariness of his statements to police,” and that if a defendant
alludes to a supposed Article 36 violation at trial, “a court can
make appropriate accommodations to ensure that the defen-
dant secures, to the extent possible, the benefits of consular
assistance.” Having concluded that the exclusionary rule was
not an appropriate remedy for the Article 36 violation at issue,
the Court upheld the conviction of Sanchez-Llamas.

The USA PATRIOT Act Approximately six weeks after
the September 11, 2001, terrorist attacks on the United
States, Congress enacted the Uniting and Strengthening
America by Providing Appropriate Tools Required to In-
tercept and Obstruct Terrorism Act. This statute, com-
monly known as the USA PATRIOT Act or as simply the
Patriot Act, contains numerous and broad-ranging provi-
sions designed to protect the public against international
and domestic terrorism.

Included in the Patriot Act are measures allowing the
federal government significantly expanded ability, in
terrorism-related investigations, to conduct searches of
property, monitor Internet activities, and track electronic
communications. Most, though not all, actions of that
nature require a warrant from a special court known as
the Foreign Intelligence Surveillance Court. The statute
contemplates, however, that such warrants may be issued
upon less of a showing by the government than would
ordinarily be required, and may be more sweeping
than usual in terms of geographic application. Moreover,
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warrants issued by the special court for the search of
property can be of the so-called “sneak and peek” vari-
ety, under which the FBI need not produce the warrant
for the property owner or possessor to see and need not
notify an absent property owner or possessor that the
search took place (unlike the rules typically applicable to
execution of “regular” warrants).

The Patriot Act also calls for banks to report seem-
ingly suspicious monetary deposits, as well as any
deposits exceeding $10,000, not only to the Treasury
Department (as required by prior law) but also to the
Central Intelligence Agency and other federal intelli-
gence agencies. In addition, the statute enables federal
law enforcement authorities to seek a Surveillance
Court warrant for the obtaining of individuals’ credit,
medical, and student records, regardless of state or fed-
eral privacy laws that would otherwise have applied.

Commentators critical of the Patriot Act have argued
that despite the importance of safeguarding the public
against acts of terrorism, the statute tips the balance too
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heavily in favor of law enforcement. They have charac-
terized the statute’s definition of “domestic terrorism” as
so broad that various suspected activities not normally
regarded as terrorism (or as harboring or aiding terror-
ists) could be considered as such for purposes of the
federal government’s expanded investigatory tools. If
that happens, the critics contend, Fourth Amendment
and other constitutional rights may easily be subverted.
Others with reservations about the statute maintain that
its allowance of expanded monitoring of Internet activi-
ties and electronic communications and its provisions for
retrieval of library records and other records normally
protected by privacy laws could give the government
ready access to communications and private information
of many wholly innocent persons. Two federal district
courts gave added voice to such concerns with 2007 de-
cisions holding portions of the Patriot Act unconstitu-
tional. As of the time this book went to press in 2008,
appeals were pending in those cases.

In apparent recognition of the extraordinary action it
was taking in a time of national crisis, Congress included
provisions stating that unless renewed, portions of the
statute would expire at the end of 2005. Congress also in-
cluded provisions requiring the attorney general to report
to Congress on the use of the enhanced investigatory
powers. Congress later renewed the bulk of the Patriot
Act—meaning that it will remain in force for the fore-
seeable future unless those who have raised civil liberties
concerns about it can succeed in cutting back its scope
and application.

The expanded investigatory tools provided by the
Patriot Act have existed alongside those provided by an
older statute, the Foreign Intelligence Surveillance Act
(FISA), which was enacted long before the September
11, 2001, attacks and has been amended various times
both before and since. Under FISA, monitoring of a sus-
pected terrorist’s electronic communications generally
required that an individualized warrant be obtained from
the previously mentioned Foreign Intelligence Surveil-
lance Court (FISA Court), which operates in secret and
whose decisions, unlike those of other courts, are not
published. Applications for warrants from the FISA
Court have historically been approved a very high per-
centage of the time.

In December 2005, it was revealed that the Bush Ad-
ministration had implemented a program of monitoring
telephone calls of suspected terrorists when one party to
the conversation was located outside the United States.
This monitoring had occurred without an attempt by the
government to obtain warrants from the FISA Court.
Critics of this action by the government complained that

it violated not only FISA but also the Fourth Amend-
ment. The Bush Administration took the position, how-
ever, that the monitoring program was within the inher-
ent powers of the executive branch. Disputes over the
validity of the monitoring program led to discussions
over possible amendments to strengthen or loosen
FISA’s requirements. These discussions resulted in a
temporary amendment under which the FISA Court
could issue blanket warrants for electronic monitoring
of groups of terrorism suspects for set periods of time
(as opposed to the previous sole option of individual-
ized warrants). With such loosening of what it saw as
FISA’s constraints, the Bush Administration shut down
its warrantless monitoring program and resumed going
to the FISA Court for warrants. As this book went to
press in 2008, Congress had just enacted a further
amendment to FISA. This amendment expanded the
government’s ability to monitor the phone calls of sus-
pected terrorists, established FISA’s requirement of
warrants from the FISA Court as the exclusive way of
exercising this surveillance power, and provided immu-
nity from legal liability for telephone companies that
had assisted the Bush Administration in the phone call
monitoring activities for which FISA Court warrants
had not been obtained.

The Fifth Amendment The Fifth and Four-
teenth Amendments” Due Process Clauses guarantee
basic procedural and substantive fairness to criminal de-
fendants. The Due Process Clauses are discussed earlier
in this chapter and in Chapter 3.

Privilege against Self-Incrimination In another signif-
icant provision, the Fifth Amendment protects against
compelled testimonial self-incrimination by establishing
that “[n]o person . . . shall be compelled in any criminal
case to be a witness against himself.” This provision
prevents the government from coercing a defendant into
making incriminating statements and thereby assisting in
his own prosecution.

In Miranda v. Arizona (1966), the Supreme Court es-
tablished procedural requirements—the now-familiar
Miranda warnings—to safeguard this Fifth Amendment
right and other constitutional guarantees. The Court did
so by requiring police to inform criminal suspects, before
commencing custodial interrogation of them, that they
have the right to remain silent, that any statements they
make may be used as evidence against them, and that
they have the right to the presence and assistance of a
retained or court-appointed attorney (with court appoint-
ment occurring when suspects lack the financial ability to
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retain counsel).® Incriminating statements that an in-
custody suspect makes without first having been given
the Miranda warnings are inadmissible at trial. If the sus-
pect invokes her right to silence, custodial interrogation
must cease. If, on the other hand, the suspect knowingly
and voluntarily waives her right to silence after having
been given the Miranda warnings, her statements will be
admissible.

The right to silence is limited, however, in various
ways. For example, the traditional view that the Fifth
Amendment applies only to testimonial admissions
serves as the basis for allowing the police to compel
an accused to furnish nontestimonial evidence such as
fingerprints, samples of body fluids, and hair. Supreme
Court decisions have recognized further limitations on
the right to silence. For instance, the right has been held
to include a corresponding implicit prohibition of prose-
cutorial comments at trial about the accused’s failure
to speak in his own defense. Although Supreme Court
decisions still support this prohibition in general, the
Court has sometimes allowed prosecutors to use the de-
fendant’s pretrial silence to impeach his trial testimony.
For example, the Court has held that the Fifth Amend-
ment is not violated by prosecutorial use of a defendant’s
silence (either prearrest or postarrest, but in advance of
any Miranda warnings) to discredit his trial testimony
that he killed the victim in self-defense.

5The portions of the Miranda warnings dealing with the right to an
attorney further Sixth Amendment interests. The Sixth Amendment is
discussed later in this chapter.

Further inclination to narrow Miranda’s applicability
and effect has sometimes been displayed by the Supreme
Court during roughly the past 30 years. In one case, for
example, the Court upheld a suspect’s waiver of his
Miranda rights and approved the use of his confession at
trial, despite the police’s failure to notify the suspect that
an attorney retained for him by a family member was
seeking to contact him. Another decision established that
an undercover police officer posing as a fellow inmate
need not give a jailed suspect the Miranda warnings be-
fore asking questions that could lead to incriminating
admissions.

Although the Miranda warnings have been a required
feature of law enforcement practice since the Supreme
Court handed down its landmark decision more than
four decades ago, a surprising 1999 decision of the U.S.
Court of Appeals for the Fourth Circuit labeled the
Miranda warnings as merely judicially created rules of
procedure that were neither grounded in, nor required by,
the Constitution. The Fourth Circuit’s holding that the
Miranda warnings were not of constitutional dimension
led it to conclude that the warnings’ required status could
be eliminated by appropriate legislation, and that Con-
gress, in a largely ignored 1968 statute, indeed had
legislatively overruled Miranda. In Dickerson v. United
States (2000), however, the Supreme Court overturned
the Fourth Circuit’s decision and classified the Miranda
warnings as a constitutional rule, which Congress could
not legislatively overrule.

An interrogation tactic designed to subvert the pur-
pose of the Miranda warnings drew the disapproval of the
Supreme Court in Missouri v. Seibert, which follows.

Missouri v. Seibert 542 U.S. 600 (U.S. Sup. Ct. 2004)

Patrice Seibert’s 12-year-old son, Jonathan, had cerebral palsy. When Jonathan died in his sleep, Seibert feared charges of
neglect because there were bedsores on his body. In Seibert’s presence, two of her teenage sons and two of their friends de-
vised a plan to conceal the facts surrounding Jonathan’s death by incinerating his body in the course of burning the family’s
mobile home. Under the plan, the fire would be set while Donald Rector, a mentally ill teenager who lived with the family,
was asleep in the mobile home. The presence of Rector’s body would negate any appearance that Jonathan had been unat-
tended. Seibert’s son Darian and a friend set the fire as planned, and Rector died.

Five days later, Rolla, Missouri, police officers awakened Seibert at 3 am at a hospital where Darian was being treated
for burns. An officer arrested Seibert but, in accordance with instructions from Officer Richard Hanrahan, refrained from
giving Miranda warnings at the time of the arrest. After Seibert had been taken to the police station and left alone in an
interview room for 15 to 20 minutes, Hanrahan questioned her without Miranda warnings for 30 to 40 minutes, squeezing
her arm and repeating, “Donald was also to die in his sleep?” When Seibert finally admitted she knew Donald was meant to
die in the fire, she was given a 20-minute coffee and cigarette break. Hanrahan then turned on a tape recorder, gave Seibert
the Miranda warnings, and obtained a signed waiver of rights from her. He resumed the questioning with “OK, [Pa]trice,
we’ve been talking for a little while about what happened on Wednesday the twelfth, haven’t we?”” Hanrahan then confronted
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Seibert with her prewarning statements about the plan to set the fire and the understanding that Donald Rector would be left
sleeping in the mobile home. Specifically, Hanrahan referred to Seibert’s prewarning statements by asking, in regard to
Rector, “[D]idn’t you tell me he was supposed to die in his sleep?”” and “So he was supposed to die in his sleep?” Seibert
answered “Yes” to the second of these postwarning questions.

After being charged with first-degree murder for her role in Rector’s death, Seibert sought to have her prewarning and
postwarning statements suppressed (i.e., excluded from evidence) as the remedy for what she alleged were Fifth Amendment,
Fourteenth Amendment, and Miranda violations. At the hearing on Seibert’s motion to suppress, Hanrahan testified that he
made a “conscious decision” to withhold Miranda warnings and to resort to an interrogation technique he had been taught:
question first, then give the warnings, and then repeat the question “until | get the answer that she’s already provided once.”
Hanrahan acknowledged that Seibert’s ultimate statement was ““largely a repeat of information . . . obtained™ prior to the
giving of the Miranda warnings.

The trial court suppressed the prewarning statement but allowed, as evidence at Seibert’s trial, the responses given after
the Miranda recitation. After a jury convicted Seibert of second-degree murder, the Missouri Court of Appeals affirmed the
conviction. However, the Supreme Court of Missouri reversed, holding that “the second statement, clearly the product of
the invalid first statement, should have been suppressed.” The U.S. Supreme Court granted the state of Missouri’s petition

for certiorari.

Souter, Justice

This case tests a police protocol for custodial interrogation that
calls for giving no warnings of the rights to silence and counsel
until interrogation has produced a confession. Although such a
statement is generally inadmissible [i.e., cannot be used as evi-
dence], since taken in violation of Miranda v. Arizona, 384 U.S.
436 (1966), the interrogating officer follows it with Miranda
warnings and then leads the suspect to cover the same ground
a second time. The question here is the admissibility of the
repeated statement.

[Because the Fifth and Fourteenth Amendments to the
Constitution afford defendants protection against compelled
self-incrimination in federal and state criminal cases, a de-
fendant’s confession is not admissible evidence unless it was
voluntarily given. Until the mid-1960s, courts determined
whether a confession was voluntary by applying a totality-
of-the-circumstances test that called for the court to examine
all of the facts surrounding the interrogation and the confes-
sion in the particular case at issue.] In Miranda, we ex-
plained that the “voluntariness doctrine . . . encompasses all
interrogation practices which are likely to exert such pres-
sure upon an individual as to disable him from making a
free and rational choice.” We [also] appreciated the difficulty
of judicial enquiry post hoc into the circumstances of a
police interrogation. [In] Dickerson v. United States, 530
U.S. 428 (2000), [we noted Miranda’s recognition] that
“the coercion inherent in custodial interrogation blurs the
line between voluntary and involuntary statements, and
thus heightens the risk” that the privilege against self-
incrimination will not be observed. Hence our concern that
the traditional totality-of-the-circumstances test posed an
“unacceptably great” risk that involuntary custodial confes-
sions would escape detection.

Accordingly, to reduce the risk of a coerced confession
and to implement the [constitutional privilege against] self-
incrimination . . . , this Court in Miranda concluded that “the
accused must be adequately and effectively apprised of his
rights and the exercise of those rights must be fully honored.”
Miranda conditioned the admissibility at trial of any custodial
confession on warning a suspect of his rights: failure to give the
prescribed warnings and obtain a waiver of rights before custo-
dial questioning generally requires exclusion of any statements
obtained. Conversely, giving the warnings and getting a waiver
has generally produced a virtual ticket of admissibility.

There are those, of course, who preferred the old way of
doing things: giving no warnings and litigating the voluntari-
ness of any statement in nearly every instance. In the aftermath
of Miranda, Congress even passed a statute seeking to restore
that old regime, although the [statute] lay dormant for years
until finally invoked and challenged [on constitutional
grounds]. [In] Dickerson v. United States[, we] reaffirmed
Miranda and held that its constitutional character prevailed
against the statute.

The technique of interrogating in successive unwarned and
warned phases raises a new challenge to Miranda. Although we
have no statistics on the frequency of this practice, it is not con-
fined to Rolla, Missouri. An officer of that police department
testified that the strategy of withholding Miranda warnings
until after interrogating and drawing out a confession was pro-
moted not only by his own department, but by a national police
training organization and other departments in which he had
worked. [T]he Police Law Institute, for example, instructs [in
one of its manuals] that officers may “conduct a two-stage in-
terrogation” [and that] “during the pre-Miranda interrogation,
usually after arrestees have confessed, officers may then read
the Miranda warnings and ask for a waiver. If the arrestees
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waive their Miranda rights, officers will be able to repeat any
subsequent incriminating statements later in court.” The upshot
of all this advice is a question-first practice of some popularity,
as one can see from the reported cases describing its use, some-
times in obedience to departmental policy. [Citations of repre-
sentative cases omitted.]

When a confession so obtained is offered and challenged,
attention must be paid to the conflicting objects of Miranda
and question-first. Miranda addressed “interrogation prac-
tices . . . likely . . . to disable [an individual] from making a
free and rational choice” about speaking, and held that a sus-
pect must be “adequately and effectively” advised of the
choice the Constitution guarantees. The object of question-
first is to render Miranda warnings ineffective by waiting for
a particularly opportune time to give them, after the suspect
has already confessed.

[ITt would be absurd to think that mere recitation of the
[Miranda] litany suffices to satisfy Miranda in every conceiv-
able circumstance. The threshold issue when interrogators
question first and warn later is . . . whether it would be reason-
able to find that in these circumstances the warnings could
function “effectively” as Miranda requires. Could the warnings
effectively advise the suspect that he had a real choice about
giving an admissible statement at that juncture? Could they
reasonably convey that he could choose to stop talking even if
he had talked earlier? For unless the warnings could place a
suspect who has just been interrogated in a position to make
such an informed choice, there is no practical justification for
accepting the formal warnings as compliance with Miranda, or
for treating the second stage of interrogation as distinct from
the first, unwarned and inadmissible segment.

There is no doubt about the answer that proponents of
question-first give to this question about the effectiveness of
warnings given only after successful interrogation, and we think
their answer is correct. By any objective measure, applied to cir-
cumstances exemplified here, it is likely that if the interrogators
employ the technique of withholding warnings until after inter-
rogation succeeds in eliciting a confession, the warnings will be
ineffective in preparing the suspect for successive interrogation,
close in time and similar in content. After all, the reason that
question-first is catching on is as obvious as its manifest pur-
pose, which is to get a confession the suspect would not make if
he understood his rights at the outset; the sensible underlying
assumption is that with one confession in hand before the warn-
ings, the interrogator can count on getting its duplicate, with tri-
fling additional trouble. Upon hearing warnings only in the af-
termath of interrogation and just after making a confession, a
suspect would hardly think he had a genuine right to remain
silent, let alone persist in so believing once the police began to
lead him over the same ground again.

Thus, when Miranda warnings are inserted in the midst of
coordinated and continuing interrogation, they are likely to
mislead and “depriv[e] a defendant of knowledge essential
to his ability to understand the nature of his rights and the con-
sequences of abandoning them.” [Citation omitted.] By the
same token, it would ordinarily be unrealistic to treat two
spates of integrated and proximately conducted questioning as
independent interrogations subject to independent evaluation
simply because Miranda warnings formally punctuate them in
the middle.

Missouri argues that a confession repeated at the end of an
interrogation sequence envisioned in a question-first strategy is
admissible on the authority of Oregon v. Elstad, 470 U.S. 298
(1985), but the argument disfigures that case. In Elstad, the
police went to the young suspect’s house to take him into cus-
tody on a charge of burglary. Before the arrest, one officer
spoke with the suspect’s mother, while the other one joined the
suspect in a “brief stop in the living room,” where the officer
said he “felt” the young man was involved in a burglary. The
suspect acknowledged he had been at the scene. This Court
noted that the pause in the living room “was not to interrogate
the suspect but to notify his mother of the reason for his arrest,”
and described the incident as having “none of the earmarks
of coercion.” The Court, indeed, took care to mention that the
officer’s initial failure to warn was an “oversight” that “may
have been the result of confusion as to whether the brief ex-
change qualified as ‘custodial interrogation’ or . . . may simply
have reflected . . . reluctance to initiate an alarming police pro-
cedure before [an officer] had spoken with respondent’s
mother.” At the outset of a later and systematic station house
interrogation going well beyond the scope of the laconic prior
admission, the suspect was given Miranda warnings and made
a full confession.

In holding the second statement admissible and voluntary,
Elstad rejected the “cat out of the bag” theory that any short,
earlier admission, obtained in arguably innocent neglect of
Miranda, determined the character of the later, warned confes-
sion. [O]n the facts of that case, the Court thought any causal
connection between the first and second responses to the police
was “speculative and attenuated.” Although the Elstad Court
expressed no explicit conclusion about either officer’s state of
mind, it is fair to read Elstad as treating the living room conver-
sation as a good-faith Miranda mistake, not only open to cor-
rection by careful warnings before systematic questioning in
that particular case, but posing no threat to warn-first practice
generally.

The contrast between Elstad and this case reveals a series of
relevant facts that bear on whether Miranda warnings delivered
midstream could be effective enough to accomplish their ob-
ject: the completeness and detail of the questions and answers
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in the first round of interrogation, the overlapping content of
the two statements, the timing and setting of the first and the
second, the continuity of police personnel, and the degree to
which the interrogator’s questions treated the second round as
continuous with the first. In Elstad, it was not unreasonable to
see the occasion for questioning at the station house as present-
ing a markedly different experience from the short conversa-
tion at home; since a reasonable person in the suspect’s shoes
could have seen the station house questioning as a new and dis-
tinct experience, the Miranda warnings could have made sense
as presenting a genuine choice whether to follow up on the ear-
lier admission.

At the opposite extreme are the facts here, which by any
objective measure reveal a police strategy adapted to under-
mine the Miranda warnings. (Because the intent of the officer
will rarely be as candidly admitted as it was here . . ., [our]
focus is on facts apart from intent that show the question-first
tactic at work.) The unwarned interrogation was conducted in
the station house, and the questioning was systematic, exhaus-
tive, and managed with psychological skill. When the police
were finished there was little, if anything, of incriminating po-
tential left unsaid. The warned phase of questioning proceeded
after a pause of only 15 to 20 minutes, in the same place as the
unwarned segment. When the same officer who had conducted
the first phase recited the Miranda warnings, he said nothing to
counter the probable misimpression that the advice that any-
thing Seibert said could be used against her also applied to the
details of the inculpatory statement previously elicited. In par-
ticular, the police did not advise that her prior statement could
not be used. The impression that the further questioning was a
mere continuation of the earlier questions and responses was
fostered by references back to the confession already given.
It would have been reasonable to regard the two sessions as
parts of a continuum, in which it would have been unnatural
to refuse to repeat at the second stage what had been said be-
fore. These circumstances must be seen as challenging the

Production of Records The preceding discussion of the
privilege against self-incrimination applies to criminal
defendants in general. The Fifth Amendment’s scope,
however, has long been of particular concern to busi-
nesspersons charged with crimes. Documentary evidence
often is quite important to the government’s case in white-
collar crime prosecutions. To what extent does the Fifth
Amendment protect business records? More than a cen-
tury ago, the Supreme Court held, in Boyd v. United States
(1886), that the Fifth Amendment protects individuals
against compelled production of their private papers.

comprehensibility and efficacy of the Miranda warnings to the
point that a reasonable person in the suspect’s shoes would not
have understood them to convey a message that she retained a
choice about continuing to talk.

Strategists dedicated to draining the substance out of
Miranda cannot accomplish by training instructions what
Dickerson held Congress could not do by statute. Because the
question-first tactic effectively threatens to thwart Miranda’s
purpose of reducing the risk that a coerced confession would be
admitted, and because the facts here do not reasonably support a
conclusion that the warnings given could have served their
purpose, Seibert’s postwarning statements are inadmissible.

Supreme Court of Missouri’s decision affirmed.

Note: The opinion of Justice Souter was a plurality opinion in regard
to reasoning because Justice Souter spoke for four justices (himself
and Justices Stevens, Ginsburg, and Breyer). In his concurrence in
the judgment, Justice Kennedy provided a fifth vote—and hence a
majority—on the case’s outcome: that Seibert’s post-Miranda
warnings statement could not be used as evidence. Justice Kennedy
condemned what he saw as a clear attempt to “circumvent” Miranda.
He also expressed agreement with much of what the plurality opinion
stated. Justice Kennedy did not join that opinion, however, because
he would have adopted a different controlling test. Instead of the
plurality’s test of whether the midinterrogation giving of the Miranda
warnings could reasonably be seen as effective to accomplish the
purposes of those warnings, Justice Kennedy would have held that

if law enforcement officers deliberately employed the two-step
interrogation technique of the sort used in Seibert, the defendant’s
post-Miranda warnings statement would be inadmissible unless the
interrogating officers implemented adequate “curative measures.”
Justice Kennedy noted that such measures could include the use of a
significant time delay or change in location between the prewarning
and postwarning phases of the interrogation, or the making of a
specific statement, along with the Miranda warnings, that the
defendant’s earlier (i.e., prewarning) statement probably could not
be used against him.

In more recent years, however, the Court has drasti-
cally limited the scope of the protection contemplated by
Boyd. The Court has held various times that the private
papers privilege is personal and thus cannot be asserted
by a corporation, partnership, or other “collective entity.”
Because such entities have no Fifth Amendment rights,
the Court has held that when an organization’s individual
officer or agent has custody of organization records, the
officer or agent cannot assert any personal privilege to
prevent their disclosure. This rule holds even if the con-
tents of the records incriminate her personally. Finally,
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various decisions allow the government to require busi-
ness proprietors to keep certain records relevant to trans-
actions that are appropriate subjects for government
regulation. These “required records” are not entitled to
private papers protection. They may be subpoenaed and
used against the record keeper in prosecutions for regu-
latory violations.

The Court’s business records decisions during the
past three decades cast further doubt on the future of the
private papers doctrine. Instead of focusing on whether
subpoenaed records are private in nature, the Court now
considers whether the act of producing the records would
be sufficiently testimonial to trigger the privilege against
self-incrimination. In Fisher v. United States (1976),
the Court held that an individual subpoenaed to produce
personal documents may assert his Fifth Amendment
privilege only if the act of producing the documents
would involve incriminating testimonial admissions.
This is likely when the individual producing the records
is in effect certifying the records’ authenticity or admit-
ting the existence of records previously unknown to
the government (demonstrating that he had access to the
records and, therefore, possible knowledge of any in-
criminating contents).

In United States v. Doe (1984), the Court extended
the act-of-production privilege to a sole proprietor
whose proprietorship records were subpoenaed. The
Court, however, held that normal business records
were not themselves protected by the Fifth Amend-
ment because they were voluntarily prepared and thus
not the product of compulsion. In view of Doe’s em-
phasis on the testimonial and potentially incriminating
nature of the act of producing business records, some
observers thought that officers of collective entities
under government investigation might be able to assert
their personal privileges against self-incrimination as
a way to avoid producing incriminating business
records.

Braswell v. United States (1988) dashed such hopes,
however, as the Court refused to extend its Doe
holding to cover a corporation’ sole shareholder who
acted in his capacity as custodian of corporate records.
The Court held that Braswell (the sole shareholder), hav-
ing chosen to operate his business under the corporate
form, was bound by the rule that corporations and simi-
lar entities have no Fifth Amendment privilege. Because
Braswell acted in a representative capacity in producing
the requested records, the government could not make
evidentiary use of his act of production. The government,
however, was free to use the contents of the records
against Braswell and the corporation.

Double Jeopardy Another important Fifth Amend-
ment provision is the Double Jeopardy Clause. This
provision protects defendants from multiple criminal
prosecutions for the same offense. It prevents a second
criminal prosecution for the same offense after the de-
fendant has been acquitted or convicted of that offense.
Moreover, it bars the imposition of multiple punishments
for the same offense.

The Double Jeopardy Clause does not, however, pre-
clude the possibility that a single criminal act may lead
to more than one criminal prosecution. One criminal act
may produce several statutory violations, all of which
may give rise to prosecution. For example, a defendant
who commits rape may also be prosecuted for battery,
assault with a deadly weapon, and kidnapping if the facts
of the case indicate that the relevant statutes were vio-
lated. In addition, the Supreme Court has long used a
“same elements” test to determine what constitutes the
same offense. This means that a single criminal act with
multiple victims (e.g., a restaurant robbery in which sev-
eral patrons are robbed) could result in several prosecu-
tions because the identity of each victim would be an
additional fact or element of proof in each case.

In addition, the Double Jeopardy Clause does not pro-
tect against multiple prosecutions by different sover-
eigns. A conviction or acquittal in a state prosecution
does not prevent a subsequent federal prosecution for a
federal offense arising out of the same event, or vice
versa. Finally, the Double Jeopardy Clause does not bar
a private plaintiff from pursuing a civil case (normally
for one or more of the intentional torts discussed in
Chapter 6) against a defendant who was criminally pros-
ecuted by the government for the same alleged conduct.
The headline-dominating criminal and civil cases against
O. J. Simpson furnish perhaps the best-known example
of this principle.

The Sixth Amendment The Sixth Amend-
ment applies to criminal cases in various ways. It entitles
criminal defendants to a speedy trial by an impartial jury
and guarantees them the right to confront and cross-
examine the witnesses against them. The Sixth Amend-
ment also gives the accused in a criminal case the right
“to have the assistance of counsel” in her defense. This
provision has been interpreted to mean not only that the
accused may employ her own attorney but also that an in-
digent criminal defendant is entitled to court-appointed
counsel. Included in the previously discussed Miranda
warnings is a requirement that the police inform the
accused of his right to counsel before custodial interro-
gation begins. Edwards v. Arizona (1981) established
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that once the accused has requested the assistance of
counsel, he may not as a general rule be interrogated fur-
ther until counsel is made available to him. The Supreme
Court later held that the Edwards rule against further
questioning is triggered only by an unambiguous request
for counsel.” In McNeil v. Wisconsin (1991), the Court
provided further latitude for law enforcement officers by
holding that if a defendant has made an in-court request
for an attorney’s assistance regarding a crime with which
he has been formally charged, that request does not pre-
clude police interrogation of him—in the absence of
counsel—regarding another unrelated crime.

Finally, an accused is entitled to effective assistance
of counsel. This means that the accused is entitled to
representation at a point in the proceedings when an
attorney may effectively assist him, and to reasonably
competent representation by that attorney. Inadequate
assistance of counsel is a proper basis for setting aside a
conviction and ordering a new trial, but the standard ap-
plied to these cases makes ineffective assistance of
counsel claims difficult ones for convicted defendants
to invoke successfully.

White-Collar Crimes
and the Dilemmas of
Corporate Control

Introduction white-collar crime is the term used
to describe a wide variety of nonviolent criminal of-
fenses committed by businesspersons and business or-
ganizations. This term includes offenses committed by
employees against their employers, as well as corporate
officers’ offenses that harm the corporation and its
shareholders. It also includes criminal offenses commit-
ted by corporate employers and employees against soci-
ety. Each year, corporate crime costs consumers billions
of dollars. It takes various forms, from consumer fraud,
securities fraud, mail or wire fraud, and tax evasion to
price-fixing, environmental pollution, and other regula-
tory violations. Corporate crime presents our legal sys-
tem with various problems that we have failed to resolve
satisfactorily.

Corporations form the backbone of the most success-
ful economic system in history. They dominate the inter-
national economic scene and provide us with substantial

"In Davis v. United States (1994), the court concluded that “Maybe
I should talk to a lawyer” was too ambiguous to trigger the Edwards
rule.

benefits in the forms of efficiently produced goods and
services. Yet these same corporations may pollute the
environment, swindle their customers, mislead in-
vestors, produce dangerously defective products, and
conspire with others to injure or destroy competition.
How are we to achieve effective control over these large
organizations so important to our existence? Increas-
ingly, we have come to rely on the criminal law as a
major corporate control instrument. The criminal law,
however, was developed with individual wrongdoers in
mind. Corporate crime is organizational in nature. Any
given corporate action may be the product of the com-
bined actions of many individuals acting within the
corporate hierarchy. It may be that no individual had
sufficient knowledge to possess the mens rea necessary
for criminal responsibility under usual criminal law
principles. Moreover, criminally penalizing corpora-
tions raises special problems in view of the obvious
inability to apply standard sanctions such as imprison-
ment to legal entities.

Evolution of Corporate Criminal Liabil-
ity The law initially rejected the notion that corpora-
tions could be criminally responsible for their employees’
actions. Early corporations, small in size and number, had
little impact on public life. Their small size made it rela-
tively easy to pinpoint individual wrongdoers within the
corporation.

As corporations grew in size and power, however, the
social need to control their activities grew accordingly.
Legislatures enacted statutes creating regulatory of-
fenses that did not require proof of mens rea. By 1900,
American courts had begun to impose criminal liability
on corporations for general criminal offenses that re-
quired proof of mens rea. This expansion of corporate
criminal liability involved imputing the criminal intent
of employees to the corporation in a fashion similar to
the imposition of tort liability on corporations under the
respondeat superior doctrine.?

Corporations now may face criminal liability for al-
most any offense if the statute in question indicates a
legislative intent to hold corporations responsible. This
legislative intent requirement is sometimes problem-
atic. Many state criminal statutes may contain language
suggesting an intent to hold only humans liable. For ex-
ample, manslaughter statutes often define the offense
as “the killing of one human being by the act of an-
other.” When statutes are framed, however, in more

8Chapter 36 discusses respondeat superior in detail.
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The highly publicized financial scandals in-
volving Enron, WorldCom, and other firms men-
tioned near the beginning of this chapter involved
conduct that in some instances was alleged to be criminal.
Regardless of whether criminal violations occurred, the al-
leged conduct was widely perceived to be questionable on
ethical grounds and motivated by a desire for short-term
gains notwithstanding the costs to others. Consider the
broad-ranging and sometimes devastating effects of the per-
ceived ethical lapses and the related legal proceedings (civil
and/or criminal) faced by the firms and certain executives.
These effects included:

 The crippling or near-crippling blow to the viability of the
firms involved.

The collapse in value of the firms’ stock and the resulting
loss to disillusioned and angry shareholders who felt they
had been hoodwinked.

The harm to the professional and personal reputations of the
individuals involved in the business decisions that triggered
legal scrutiny and raised serious ethical concerns.

The job losses experienced by large numbers of employees
who had nothing whatsoever to do with the questionable ac-
tions that effectively brought down the firm or made mas-
sive layoffs necessary.

The effects on the families of those who lost their jobs.
The lack of confidence on the part of would-be investors in
the profit figures and projections put forth every day by cor-
porations—including those that have done nothing irregular.
The ripple effects of the above on the economy generally.

general terms—such as by referring to “persons”—
courts are generally willing to apply them to corporate
defendants.

Corporate Criminal Liability Today under
the modern rule, a corporation may be held liable for
criminal offenses committed by employees who acted
within the scope of their employment and for the benefit
of the corporation. A major corporate criminal liability
issue centers around the classes of corporate employees
whose intent can be imputed to the corporation. Some
commentators argue that a corporation should be crimi-
nally responsible only for offenses committed by high
corporate officials or those linked to them by authorization
or acquiescence. (Nearly all, if not all, courts impose
criminal liability on a corporation under such circum-
stances.) This argument reflects fairness notions, for if
any group of corporate employees can fairly be said to
constitute a corporation’s mind, that group is its top offi-
cers and directors.

The problem with imposing corporate liability only
on the basis of top corporate officers’ actions or knowl-
edge is that such a policy often insulates the corporation
from liability. Many corporate offenses may be directly
traceable only to middle managers or more subordinate
employees. It may be impossible to demonstrate that any
higher level corporate official had sufficient knowledge
to constitute mens rea. Recognizing this problem, the
federal courts have adopted a general rule that a corpora-
tion may be criminally liable for the actions of any of
its agents, regardless of whether any link between the

agents and higher level corporate officials can be
demonstrated.

Problems with Punishing Corporations Despite the
legal theories that justify corporate criminal liability, the
punishment of corporations remains problematic. Does a
criminal conviction stigmatize a corporation in the same
way it stigmatizes an individual? Perhaps the only stigma
resulting from a corporate criminal conviction is felt by
the firm’s employees, many of whom are entirely inno-
cent of wrongdoing. Is it just to punish the innocent in an
attempt to punish the guilty?

Consider, for instance, the effects that innocent em-
ployees of the Arthur Andersen firm experienced as a
result of Andersen’s obstruction of justice conviction in
2002. Although the conviction was overturned by the
Supreme Court in 2005 because of faulty jury instruc-
tions (see the decision that appears earlier in the chapter),
the Andersen firm had already been knocked out of
existence. Many partners of the firm acquired positions
elsewhere, but nonpartner employees of the firm no
doubt experienced hardship despite having had nothing to
do with any alleged wrongdoing. Concern about preser-
vation of the firm and minimizing hardship for employ-
ees appeared to motivate another leading accounting
firm, KPMG, to take the unusual step of acknowledging
possibly criminal behavior before being formally charged
in connection with certain questionable tax shelters
designed by the firm. By acknowledging wrongdoing, it
was thought, the firm might be able to head off criminal
prosecution and remain viable as a firm.
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What about the cash fine, the primary punishment im-
posed on convicted corporations? Most critics of corpo-
rate control strategies maintain that fines imposed on
convicted firms tend to be too small to provide effective
deterrence. These critics urge the use of fines keyed in
some fashion to the corporate defendant’s wealth. Larger
fines may lead to undesirable results, however, if the cor-
porate defendant ultimately passes along the fines to its
customers (through higher prices), shareholders (through
lower dividends or no dividends), or employees (through
lower wages). Moreover, fines large enough to threaten
corporate solvency may harm employees and those eco-
nomically dependent on the corporation’s financial well-
being. Most of those persons, however, neither had the
power to prevent the violation nor derived any benefit
from it. Moreover, the managers responsible for a viola-
tion may avoid the imposition of direct burdens on them
when the fine is assessed against the corporation.

Still other deficiencies make fines less-than-adequate
corporate control devices. Fine strategies assume that all
corporations are rationally acting profit-maximizers.
Fines of sufficient size, it is argued, will erode the profit
drive underlying most corporate violations. Numerous
studies of actual corporate behavior, however, suggest
that many corporations are neither profit-maximizers
nor rational actors. Mature firms with well-established
market shares may embrace goals other than profit max-
imization, such as technological prominence, increased
market share, or higher employee salaries. In addition,
the interests of managers who make corporate decisions
and establish corporate policies may not coincide with
the long-range economic interests of their corporate em-
ployers. The prospect that their employer could have to
pay a substantial fine at some future point may not trou-
ble top managers, who tend to have relatively short terms
in office and are often compensated in part by large
bonuses keyed to year-end profitability.

Individual Liability for Corporate
Crime Individuals who commit crimes while acting in
corporate capacities have always been subjected to per-
sonal criminal liability. Most European nations reject
corporate criminal liability and rely exclusively on indi-
vidual criminal responsibility. In view of the problems
associated with imposing criminal liability on corpora-
tions, individual liability may seem a more attractive
control device. Besides being more consistent with tradi-
tional criminal law notions about the personal nature
of guilt, individual liability may provide better deter-
rence than corporate liability if it enables society to use
the criminal punishment threat against those who make

important corporate decisions. The prospect of personal
liability may cause individuals to resist corporate pres-
sures to violate the law. If guilty individuals are identi-
fied and punished, the criminal law’s purposes may be
achieved without harm to innocent employees, share-
holders, and consumers.

Problems with Individual Liability Attractive as it may
sound, individual liability also poses significant prob-
lems when applied to corporate acts. Identifying respon-
sible individuals within the corporate hierarchy becomes
difficult—and frequently impossible—if we follow tra-
ditional notions and require proof of criminal intent.
Business decisions leading to corporate wrongs often
result from the collective actions of numerous corporate
employees, none of whom had complete knowledge or
specific criminal intent. Other corporate crimes are
structural in the sense that they result from internal bu-
reaucratic failures rather than the conscious actions of
any individual or group.

Proving culpability on the part of high level execu-
tives may be particularly difficult. Bad news sometimes
does not reach them; other times, they consciously avoid
knowledge that would lead to criminal responsibility. It
therefore may be possible to demonstrate culpability
only on the part of middle level managers. Juries may be
unwilling to convict such individuals, however, if they
seem to be scapegoats for their unindicted superiors.

The difficulties in imposing criminal penalties on in-
dividual employees have led to the creation of regulatory
offenses that impose strict or vicarious liability on cor-
porate officers. Strict liability offenses dispense with the
requirement of proof of criminal intent but ordinarily re-
quire proof that the defendant committed some wrongful
act. Vicarious liability offenses impose criminal liability
on a defendant for the acts of third parties (normally, em-
ployees under the defendant’s personal supervision), but
may require proof of some form of mens rea, such as the
defendant’s negligent or reckless failure to supervise.
Statutes often combine these two approaches by making
corporate executives liable for the acts or omissions of
corporate employees without requiring proof of criminal
intent on the part of the employees. United States v. Park,
discussed in Figure 2, is a famous example of such a
prosecution.

Critics of strict liability offenses often argue that
mens rea is a basic principle in our legal system and that
it is unjust to stigmatize with a criminal conviction per-
sons who are not morally culpable. In addition, critics
doubt that strict liability statutes produce the deterrence
sought by their proponents. Such statutes may reduce the
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A Note on United States v. Park, 421 U.S. 658 (U.S. Sup. Ct. 1975)

Facts and Procedural History

Figure 2

John R. Park was CEO of Acme Markets, Inc., a national retail food chain with approximately 36,000 employees, 874
retail outlets, and 16 warehouses. Acme and Park were charged with five counts of violating the federal Food, Drug, and
Cosmetic Act (the Act) by storing food shipped in interstate commerce in warehouses where it was exposed to rodent
contamination. The violations were detected during Food and Drug Administration (FDA) inspections of Acme’s Baltimore
warehouse. Inspectors saw evidence of rodent infestation and unsanitary conditions, such as mouse droppings on the floor
of the hanging meat room and alongside bales of lime Jell-O, and a hole chewed by a rodent in a bale of Jell-O. The FDA
notified Park by letter of these findings.

Upon checking with Acme’s vice president for legal affairs, Park learned that the Baltimore division vice president “was
investigating the situation immediately and would be taking corrective action.” An FDA inspection three months after the
first one disclosed continued rodent contamination at the Baltimore warehouse despite improved sanitation there. The
criminal charges were then filed against Acme and Park. Acme pleaded guilty; Park refused to do so. Park was convicted
on each count, but the court of appeals overturned the conviction.

The Supreme Court’s Decision

The Supreme Court, however, reversed. In sustaining Park’s conviction, the Court noted that in view of the substantial
public interest in purity of food, the Act did not require awareness of wrongdoing as an element of criminal conduct. This
did not mean, however, that a person “remotely entangled in the proscribed shipment” was at risk of being criminally
convicted. Instead, the defendant must be shown to have had “a responsible share” in the violation, such as by failing to
exercise authority and supervisory responsibility. The Court emphasized that the Act imposes on supervisory personnel the
“highest standard of foresight and vigilance.” This includes a duty to seek out and remedy violations when they occur, and
a duty to implement measures to prevent violations from occurring.

Although one who was “powerless” to prevent or correct the violation cannot be held criminally responsible under the
Act, the Court emphasized that Park was hardly powerless. He had the authority and responsibility to prevent or correct the
prohibited condition. The evidence showed that prior to the Baltimore warehouse inspections giving rise to the criminal
charges, Park was advised by the FDA of unsanitary conditions in another Acme warehouse. According to the Court, Park
thus acquired notice—prior to the time that the Baltimore warehouse violations were discovered—that he could not rely on

his previously employed system of delegation to subordinates to prevent or correct unsanitary conditions at company
warehouses. Despite evidence indicating Park’s prior awareness of this system’s deficiencies well before the Baltimore
violations were discovered, Park had not instituted any new procedures designed to prevent violations of the Act. The Court

therefore concluded that his conviction should stand.

moral impact of the criminal sanction if they apply it to
relatively trivial offenses. Moreover, they may not result
in enough convictions or sufficiently severe penalties to
produce deterrence because juries and judges are unwill-
ing to convict or punish defendants who may not be
morally culpable. Although statutes creating strict liabil-
ity offenses are generally held constitutional, they are
disfavored by courts. Most courts require a clear indica-
tion of a legislative intent to dispense with the mens rea
element.

Strict liability offenses are also criticized on the
ground that even if responsible individuals within the
corporation are convicted and punished appropriately,
individual liability unaccompanied by corporate liability
is unlikely to achieve effective corporate control. If
immune from criminal liability, corporations could ben-
efit financially from employees’ violations of the law.

Individual liability, unlike a corporate fine, does not
force a corporation to give up the profits flowing from a
violation. Thus, the corporation would have no incentive
to avoid future violations. Incarcerated offenders would
merely be replaced by others who might eventually yield
to the pressures that produced the violations in the first
place. Corporate liability, however, may sometimes en-
courage corporate efforts to prevent future violations.
When an offense has occurred but no identifiable indi-
vidual is sufficiently culpable to justify an individual
prosecution of him or her, corporate liability is uniquely
appropriate.

New Directions The preceding discussion sug-
gests that future efforts at corporate control are likely
to include both corporate and individual criminal liabil-
ity. It also suggests, however, that new approaches are
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Ethics in Action

Part Two Crimes and Torts

Enron employee Sherron Watkins received con-

siderable praise from the public, governmental of-

ficials, and media commentators when she went

public in 2002 with her concerns about certain accounting

and other business practices of her employer. These alleged

practices caused Enron and high level executives of the firm

to undergo considerable legal scrutiny in the civil and crimi-
nal arenas.

In deciding to become a whistle-blower, Sherron Watkins
no doubt was motivated by what she regarded as a moral obli-
gation. The decision she made was more highly publicized
than most decisions of that nature, but was otherwise of a type
that many employees have faced and will continue to face.
You may be among those persons at some point in your career.
Various questions, including the ones set forth below, may
therefore be worth pondering. As you do so, you may find it

useful to consider the perspectives afforded by the ethical
theories discussed in Chapter 4.

* When an employee learns of apparently unlawful behavior
on the part of his or her employer, does the employee have
an ethical duty to blow the whistle on the employer?

« Do any ethical duties or obligations of the employee come

into conflict in such a situation? If so, what are they, and

how does the employee balance them?

What practical consequences may one face if he or she

becomes a whistle-blower? What role, if any, should those

potential consequences play in the ethical analysis?

* What other consequences are likely to occur if the whistle
is blown? What is likely to happen if the whistle isn’t
blown? Should these likely consequences affect the ethical
analysis? If so, how?

necessary if society is to gain more effective control over
corporate activities.

Various novel criminal penalties have been suggested
in the individual liability setting. For example, white-
collar offenders could be sentenced to render public
service in addition to, or in lieu of, being incarcerated
or fined. Some have even suggested the licensing of
managers, with license suspensions as a penalty for of-
fenders. The common thread in these and other similar
approaches is an attempt to create penalties that are
meaningful yet not so severe that judges and juries are
unwilling to impose them.

A promising suggestion regarding corporate liability
involves imaginative judicial use of corporate probation
for convicted corporate offenders. For example, courts
could require convicted corporations to do self-studies
identifying the source of a violation and proposing ap-
propriate steps to prevent future violations. If bureau-
cratic failures caused the violation, the court could order
a limited restructuring of the corporation’ internal
decision-making processes as a condition of obtaining
probation or avoiding a penalty. Possible orders might in-
clude requiring the collection and monitoring of the data
necessary to discover or prevent future violations and
mandating the creation of new executive positions to
monitor such data. Restructuring would minimize the
previously discussed harm to innocent persons that often
accompanies corporate financial penalties. In addition,
restructuring could be a more effective way to achieve
corporate rehabilitation than relying exclusively on a

corporation’s desire to avoid future fines as an incentive
to police itself.

The Federal Sentencing Guidelines, discussed earlier
in this chapter in Figure 1, contain good reasons for cor-
porations to institute measures to prevent regulatory vio-
lations. This is true even though, as Figure 1 indicates,
the Supreme Court’s 2005 decision in Booker made the
Guidelines advisory rather than mandatory. Under the
subset of rules known as the Corporate Sentencing
Guidelines, organizations convicted of violating federal
law may face greatly increased penalties for certain
offenses, with some crimes carrying fines as high as
$290 million. The penalty that may be imposed on an
organization depends on its “culpability score,” which
increases (thus calling for a more severe penalty) if, for
example, high level corporate officers were involved in
the offense or the organization had a history of such of-
fenses. Even apart from the potentially severe penalties,
however, the Corporate Sentencing Guidelines provide
an incentive for corporations to adopt compliance pro-
grams designed “to prevent and detect violations of the
law.” The presence of an effective compliance program
may reduce the corporation’s culpability score for sen-
tencing purposes. Prior to the time the Corporate Sen-
tencing Guidelines were developed, courts generally
concluded that the existence of a compliance program
should not operate as a mitigating factor in the sentenc-
ing of a convicted organization.

In recent years, the Justice Department has made in-
creased use of deferred prosecution agreements (DPAS),
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under which corporations avoid formal criminal charges
and trials in return for their agreement to pay monetary
penalties and submit to outside monitoring of their activ-
ities. Proponents of DPASs see them as a way to encourage
more responsible behavior from corporations without
the “hammer” of the criminal sanction. Critics, however,
see the increased use of DPAs as sending a signal to cor-
porations that they may engage in wrongful activities but
still have available, in a figurative sense, a “get-out-of-
jail-almost-free” card.

Important White-Collar Crimes

Regulatory Offenses Numerous state and fed-
eral regulatory statutes on a wide range of subjects pre-
scribe criminal as well as civil liability for violations. The
Food, Drug, and Cosmetic Act, at issue in the case dis-
cussed in Figure 2, is an example of such a statute. Other
major federal regulatory offenses are discussed in later
chapters. These include violations of the Sherman Antitrust
Act, the Securities Act of 1933, the Securities Exchange
Act of 1934, and certain environmental laws.

Fraudulent Acts Many business crimes involve
some fraudulent conduct. In most states, it is a crime to
obtain money or property by fraudulent pretenses, issue
fraudulent checks, make false credit statements, or give
short weights or measures. Certain forms of fraud in
bankruptcy proceedings, such as false claims by creditors
or fraudulent concealment or transfer of a debtor’s assets,
are federal criminal offenses. The same is true of securi-
ties fraud. In addition, federal mail fraud and wire fraud
statutes make criminal the use of the mail, telephone, or
telegrams to accomplish a fraudulent scheme. (See, for
instance, the case asked about in the Online Research sec-
tion at the end of this chapter.) Another federal law makes
it a crime to travel or otherwise use facilities in interstate
commerce in order to commit criminal acts.

The Sarbanes-Oxley Act In response to a
series of highly publicized financial scandals and
accounting controversies involving Enron, Arthur
Andersen, Global Crossing, WorldCom, and other firms,
Congress enacted the Sarbanes—Oxley Act of 2002. The
Sarbanes—Oxley Act created the Public Company Ac-
counting Oversight Board and charged it with regulatory
responsibilities concerning public accounting firms’
audits of corporations. The statute also established vari-
ous requirements designed to ensure auditor independ-
ence; bring about higher levels of accuracy in corporate

reporting of financial information; and promote respon-
sible conduct on the part of corporate officers and direc-
tors, auditors, and securities analysts.

Additional portions of the broad-ranging Sarbanes—
Oxley Act were given separate and more informative titles
such as the Corporate and Criminal Fraud Accountability
Act and the White-Collar Crime Penalty Enhancement
Act. In those other portions of the statute, Congress:

* Established substantial fines and/or a maximum of
20 years of imprisonment as punishment for the know-
ing alteration or destruction of documents or records
with the intent to impede a government investigation
or proceeding.

e Made it a crime for an accountant to destroy corporate
audit records prior to the appropriate time set forth in
the statute and in regulations to be promulgated by the
Securities and Exchange Commission.

e Classified debts resulting from civil judgments for
securities fraud as nondischargeable in bankruptcy.

e Lengthened the statute of limitations period within
which certain securities fraud cases may be filed.

 Provided legal protections for corporate employees
who act as whistle-blowers regarding instances of
fraud on the part of their employers.

« Established substantial fines and/or imprisonment of
up to 25 years as the punishment for certain securities
fraud offenses.

e Increased the maximum term of imprisonment for
mail fraud and wire fraud to 20 years.

e Made attempts and conspiracies to commit such of-
fenses subject to the same penalties established for the
offenses themselves.

e Enhanced the penalties for certain violations of the
Securities Exchange Act of 1934 by providing for a
maximum fine of $5 million or a maximum 20-year
prison term for individual violators, and a maximum
fine of $25 million for corporate violators.

* Instructed the U.S. Sentencing Commission to review
the Federal Sentencing Guidelines’ treatment of ob-
struction of justice offenses, white-collar crimes, and
securities fraud offenses, in order to ensure that deter-
rence and punishment purposes were being adequately
served.

Bribery and Giving of lllegal Gratuities
State and federal law has long made it a crime to offer
public officials gifts, favors, or anything of value to influ-
ence official decisions for private benefit. In 1977, Con-
gress enacted the Foreign Corrupt Practices Act (FCPA),
which criminalized the offering or giving of anything of
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value to officials of foreign governments in an attempt to
influence their official actions. Individuals who violate
the FCPA’s bribery prohibition may be fined up to
$100,000 and/or imprisoned for a maximum of five
years. Corporate violators of the FCPA may be fined as
much as $2 million. Chapter 45 discusses the FCPA in
more depth. As explained in the nearby Global Business
Environment box, the 1990s marked the emergence of in-
ternational agreements as additional devices for address-
ing the problem of bribery of government officials.

Most states in the United States also have commercial
bribery statutes. These laws prohibit offering or provid-
ing kickbacks and similar payoffs to private parties in
order to secure some commercial advantage.

RICO When Congress passed the Racketeer Influ-
enced and Corrupt Organizations Act (RICO) as part of
the Organized Crime Control Act of 1970, lawmakers
were primarily concerned about organized crime’ in-
creasing entry into legitimate business enterprises.
RICO’ broad language, however, allows the statute to be
applied in a wide variety of cases having nothing to do

with organized crime. As a result, RICO has become one
of the most controversial pieces of legislation affecting
business. Supporters of RICO argue that it is an effective
and much-needed tool for attacking unethical business
practices. Its critics, however, see RICO as an overbroad
statute that needlessly taints business reputations. Critics
also argue that RICO has operated unduly to favor plain-
tiffs in civil litigation rather than serving as an aid to law
enforcement.

Criminal RICO Under RICO, it is a federal crime for
any person to (1) use income derived from a “pattern of
racketeering activity” to acquire an interest in, establish,
or operate an enterprise; (2) acquire or maintain an inter-
est in an enterprise through a pattern of racketeering
activity; (3) conduct or participate in, through a pattern
of racketeering activity, the affairs of an enterprise by
which he is employed or with which he is affiliated; or
(4) conspire to do any of the preceding acts.

RICO is a compound statute because it requires
proof of “predicate” criminal offenses that constitute the
necessary pattern of racketeering activity. Racketeering

At varying times since the 1977 enactment of the
Foreign Corrupt Practices Act, the United States

has advocated the development of international
agreements designed to combat bribery and similar forms of
corruption on at least a regional, if not a global, scale. These
efforts and those of other nations sharing similar views bore
fruit during the past decade.

In 1996, the Organization of American States (OAS)
adopted the Inter-American Convention Against Corruption
(IACAC). When it ratified the IACAC in September 2000, the
United States joined 20 other subscribing OAS nations. The
IACAC prohibits the offering or giving of a bribe to a govern-
ment official in order to influence the official’s actions, the
solicitation or receipt of such a bribe, and certain other forms
of corruption on the part of government officials. It requires
subscribing nations to make changes in their domestic laws,
in order to make those laws consistent with the IACAC. The
United States has taken the position that given the content of
the Foreign Corrupt Practices Act and other U.S. statutes
prohibiting the offering and solicitation of bribes as well as
various other forms of corruption, its statutes already are con-
sistent with the IACAC.

The Organization for Economic Cooperation and Devel-
opment (OECD) is made up of 29 nations that are leading
exporters. In 1997, the OECD adopted the Convention on

Combating Bribery of Officials in International Business
Transactions. The OECD Convention, subscribed to by the
United States, 28 other OECD member nations, and five non-
member nations, prohibits the offering or giving of a bribe to
a government official in order to obtain a business advantage
from the official’s action or inaction. It calls for subscribing
nations to have domestic laws that contain such a prohibition.
Unlike the IACAC, however, the OECD neither prohibits the
government official’s solicitation or receipt of a bribe nor
contains provisions dealing with the other forms of official
corruption contemplated by the IACAC.

In 1999, the Council of Europe adopted the Criminal Law
Convention on Corruption, which calls upon European Union
(EU) member nations to develop domestic laws prohibiting
the same sorts of behaviors prohibited by the IACAC. Many
European Union members have signed on to this convention,
as have three nonmembers of the EU. One of those is the
United States.

Because the IACAC, the OECD Convention, and the
Criminal Law Convention are relatively recent developments,
it is too early to determine whether they have been effective
international instruments for combating bribery and similar
forms of corruption. Much will depend upon whether the do-
mestic laws contemplated by these conventions are enforced
with consistency and regularity.

@: The Global Business Environment
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activity includes the commission of any of more than
30 state or federal criminal offenses. Although most of-
fenses that qualify (e.g., arson, gambling, extortion) have
no relation to normal business transactions, such of-
fenses as mail and wire fraud, securities fraud, and
bribery are also included. Thus, many forms of business
fraud may be alleged to be a racketeering activity. To
show a pattern of such activity, the prosecution must
first prove the defendant’s commission of at least two
acts of racketeering activity within a 10-year period. The
pattern requirement also calls for proof that these acts
are related and amount to, or pose the threat of, continu-
ing racketeering activity. Most courts have interpreted
the statutory term enterprise broadly, so that it includes
partnerships and unincorporated associations as well as
corporations.

Individuals found guilty of RICO violations are sub-
ject to substantial fines and imprisonment for up to
20 years. In addition, RICO violators risk the forfeiture
of any interest gained in any enterprise as a result of a
violation, as well as forfeiture of property derived from
the prohibited racketeering activity. To prevent defen-
dants from hiding assets that may be forfeitable upon
conviction, federal prosecutors may seek pretrial orders
freezing a defendant’s assets. Some RICQO critics argue
that the harm such a freeze may work on a defendant’s
ability to conduct business, coupled with the threat of
forfeiture of most or all of the business upon conviction,
has led some defendants to make plea bargains rather
than risk all by fighting prosecutions they believe to be
unjustified.

Civil RICO Under RICO, the government may also seek
various civil penalties for violations. These include di-
vestiture of a defendant’s interest in an enterprise, disso-
lution or reorganization of the enterprise, and injunctions
against future racketeering activities.

RICO’ most controversial sections, however, allow
private individuals to recover treble damages (three times
their actual loss) and attorney’s fees for injuries caused
by a statutory violation. To qualify for recovery under
RICO, a plaintiff must prove that the defendant violated
RICO’s provisions (as explained above) and that the
plaintiff was “injured in his business or property by rea-
son of ” the RICO violation. In the Anza case, which ap-
pears shortly, the Supreme Court emphasizes the direct
causation link that must exist between the RICO viola-
tion and the harm experienced by the plaintiff.

Aided by the Supreme Court’s refusal, in Sedima,
S.PR.L. v. Imrex Co. (1985), to give a narrowing con-
struction to the broadly phrased RICO, private plain-
tiffs have brought a large number of civil RICO cases in
recent years. In Sedima, the Court rejected, as an erro-
neous statutory interpretation, some lower federal
courts’ approach of requiring civil RICO plaintiffs to
prove that the defendant had actually been criminally
convicted of a predicate offense. The Court also re-
jected the argument that civil RICO plaintiffs should be
expected to prove a “distinct racketeering injury” as a
precondition of recovery. The Court acknowledged
lower courts’ concern about RICO’s breadth and noted
the fact that most civil RICO cases are filed against
legitimate businesses rather than against “the arche-
typal, intimidating mobster.” Nevertheless, the Court
observed that “[t]his defect—if defect it is—is inherent
in the statute as written, and its correction must lie with
Congress.”

Various RICO reform proposals have been unsuccess-
fully introduced in Congress. A 1995 reform measure
that did become law, however, established that a civil
RICO case cannot be based on conduct that would have
been actionable as securities fraud unless the conduct
amounting to securities fraud had resulted in a criminal
conviction.

Anza v. Ideal Steel Supply Corp. 547 U.S. 451 (U.S. Sup. Ct. 2006)

Ideal Steel Supply Corporation sold steel mill products along with related supplies and services. National Steel Supply, Inc.,
owned by Joseph and Vincent Anza, was Ideal’s principal competitor. Both Ideal and National had stores in New York City.
Ideal sued the Anzas and National (often referred to below as “the petitioners™) in federal district court in New York. Ideal
based its claim on the Racketeer Influenced and Corrupt Organizations Act (RICO), 18 U.S.C. §§ 1961-1968. In § 1962,
RICO prohibits certain conduct involving a “pattern of racketeering activity.” RICO’s § 1964(c) recognizes a private right of
action in favor of “[a]ny person injured in his business or property by reason of a violation™ of the statute’s substantive

restrictions.

In its complaint, Ideal alleged that National had adopted a practice of failing to charge the requisite New York sales tax
to cash-paying customers. This practice supposedly allowed National to reduce its prices without affecting its profit margin.
Ideal asserted that the petitioners submitted fraudulent tax returns to the New York State Department of Taxation and Finance
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in an effort to conceal their conduct. According to Ideal’s complaint, the petitioners’ submission of the fraudulent tax returns
constituted various acts of mail fraud (when they sent the returns by mail) and wire fraud (when they sent the returns elec-
tronically). Mail fraud and wire fraud are forms of “racketeering activity;” according to RICO’s § 1961. Ideal contended that
the petitioners’ conduct amounted to a “pattern of racketeering activity”” because the fraudulent returns were submitted on
an ongoing and regular basis. In particular, Ideal claimed that the petitioners violated RICO’ § 1962(c), which makes it un-
lawful for “any person employed by or associated with any enterprise engaged in, or the activities of which affect, interstate
or foreign commerce, to conduct or participate, directly or indirectly, in the conduct of such enterprise’s affairs through a
pattern of racketeering activity or collection of unlawful debt’” The complaint asserted that the allegedly unlawful racketeer-
ing scheme gave National a competitive advantage over ldeal in terms of sales and market share, and that Ideal had there-
fore been injured ““by reason of” the scheme for purposes of § 1964(c)’s private right of action.

Ruling that Ideal’s complaint failed to state a claim upon which relief could be granted, the district court granted the pe-
titioners’ motion to dismiss the case. The U.S. Court of Appeals for the Second Circuit reversed, concluding that Ideal had
adequately pleaded a causation link between the alleged pattern of racketeering activity and the harm experienced by Ideal.

The U.S. Supreme Court granted certiorari at the petitioners’ request.

Kennedy, Justice

RICO prohibits certain conduct involving a “pattern of rack-
eteering activity.” One of RICO’s enforcement mechanisms is
a private right of action, available to “[a]ny person injured in
his business or property by reason of a violation” of the Act’s
substantive restrictions. § 1964(c). In Holmes v. Securities
Investor Protection Corp., 503 U.S. 258 (1992), this Court
held that a plaintiff may sue under § 1964(c) only if the
alleged RICO violation was the proximate cause of the plain-
tiff’s injury. The instant case requires us to apply the princi-
ples discussed in Holmes to a dispute between two competing
businesses.

Our analysis begins—and, as will become evident, largely
ends—with Holmes. That case arose from a complaint filed by
the Securities Investor Protection Corporation (SIPC), a private
corporation with a duty to reimburse the customers of regis-
tered broker-dealers who became unable to meet their financial
obligations. SIPC claimed that Robert Holmes conspired with
others to manipulate stock prices. When the market detected
the fraud, the share prices plummeted, and the “decline caused
[two] broker-dealers’ financial difficulties resulting in their
eventual liquidation and SIPC’s advance of nearly $13 million
to cover their customers’ claims.” SIPC sued on several theo-
ries, including that Holmes participated in the conduct of
an enterprise’s affairs through a pattern of racketeering activity
in violation of § 1962(c) and conspired to do so in violation of
§ 1962(d).

The Court held that SIPC could not maintain its RICO
claims against Holmes for his alleged role in the scheme. The
decision relied on a careful interpretation of § 1964(c), which
provides a civil cause of action to persons injured “by reason
of ” a defendant’s RICO violation. The Court recognized that
the phrase “by reason of” could be read broadly to require
merely that the claimed violation was a “but for” cause of the
plaintiff’s injury. It rejected this reading, however, noting the

“unlikelihood that Congress meant to allow all factually in-
jured plaintiffs to recover.” Proper interpretation of § 1964(c)
required consideration of the statutory history, which [caused
the Holmes Court to conclude that § 1964(c)’s “by reason of”
language called for private plaintiffs to prove that the defen-
dants’ violations directly caused the plaintiffs’ harm and thus
were the “proximate cause” thereof].

The Holmes Court turned to the common-law foundations
of the proximate-cause requirement, and specifically the
“demand for some direct relation between the injury asserted
and the injurious conduct alleged.” It concluded that [SIPC’s]
RICO claims could not satisfy this requirement of directness.
The deficiency, the Court explained, was that “the link is too
remote between the stock manipulation alleged and the cus-
tomers’ harm, being purely contingent on the harm suffered by
the broker-dealers.”

Applying the principles of Holmes to the present case, we
conclude Ideal cannot maintain its claim based on § 1962(c).
[That section], as noted above, forbids conducting or partici-
pating in the conduct of an enterprise’s affairs through a pattern
of racketeering activity. The Court has indicated that the com-
pensable injury flowing from a violation of that provision
“necessarily is the harm caused by predicate acts sufficiently
related to constitute a pattern, for the essence of the violation is
the commission of those acts in connection with the conduct of
an enterprise.” [Case citation omitted.]

Ideal’s theory is that Joseph and Vincent Anza harmed
it by defrauding the New York tax authority and using the
proceeds from the fraud to offer lower prices designed to
attract more customers. The RICO violation alleged by Ideal
is that the Anzas conducted National’s affairs through a pat-
tern of mail fraud and wire fraud. The direct victim of this
conduct was the State of New York, not Ideal. It was the State
that was being defrauded and the state that lost tax revenue as
a result.
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To be sure, Ideal asserts it suffered its own harms when the
Anzas failed to charge customers for the applicable sales tax.
The cause of Ideal’s asserted harms, however, is a set of actions
(offering lower prices) entirely distinct from the alleged RICO
violation (defrauding the state). The attenuation between the
plaintiff’s harms and the claimed RICO violation arises from a
different source in this case than in Holmes, where the alleged
violations were linked to the asserted harms only through the
broker-dealers’ inability to meet their financial obligations.
Nevertheless, the absence of proximate causation is equally
clear in both cases.

This conclusion is confirmed by considering the directness
requirement’s underlying premises. One motivating principle is
the difficulty that can arise when a court attempts to ascertain
the damages caused by some remote action. [As noted in
Holmes,] “the less direct an injury is, the more difficult it
becomes to ascertain the amount of a plaintiff’s damages attrib-
utable to the violation, as distinct from other, independent,
factors.” The instant case is illustrative. The injury Ideal alleges
is its own loss of sales resulting from National’s decreased
prices for cash-paying customers. National, however, could
have lowered its prices for any number of reasons unconnected
to the asserted pattern of fraud. It may have received a cash in-
flow from some other source or concluded that the additional
sales would justify a smaller profit margin. Its lowering of
prices in no sense required it to defraud the state tax authority.
Likewise, the fact that a company commits tax fraud does not
mean the company will lower its prices; the additional cash
could go anywhere from asset acquisition to research and
development to dividend payouts.

There is . . . a second discontinuity between the RICO vio-
lation and the asserted injury. ldeal’s lost sales could have
resulted from factors other than petitioners’ alleged acts of
fraud. Businesses lose and gain customers for many reasons,
and it would require a complex assessment to establish what
portion of Ideal’s lost sales were the product of National’s
decreased prices.

The attenuated connection between Ideal’s injury and the
Anzas’ injurious conduct thus implicates fundamental concerns
expressed in Holmes. [A further problem] is the speculative

Computer Crime

As computers have come to play an increasingly impor-
tant role in our society, new opportunities for crime have
arisen. In some instances, computers may be used to
accomplish crimes such as theft, embezzlement, espi-
onage, and fraud. In others, computers or the information

nature of the proceedings that would follow if Ideal were per-
mitted to maintain its claim. A court considering the claim
would need to begin by calculating the portion of National’s
price drop attributable to the alleged pattern of racketeering
activity. It next would have to calculate the portion of Ideal’s lost
sales attributable to the relevant part of the price drop. The ele-
ment of proximate causation recognized in Holmes is meant to
prevent these types of intricate, uncertain inquiries from over-
running RICO litigation.

The requirement of a direct causal connection is especially
warranted where the immediate victims of an alleged RICO
violation can be expected to vindicate the laws by pursuing
their own claims. [As stated in Holmes,] “directly injured
victims can generally be counted on to vindicate the law as
private attorneys general, without any of the problems atten-
dant upon suits by plaintiffs injured more remotely.” [Here,]
Ideal accuses the Anzas of defrauding the State of New York
out of a substantial amount of money. If the allegations are
true, the state can be expected to pursue appropriate remedies.
The adjudication of the state’s claims, moreover, would be rel-
atively straightforward; while it may be difficult to determine
facts such as the number of sales Ideal lost due to National’s
tax practices, it is considerably easier to make the initial calcu-
lation of how much tax revenue the Anzas withheld from the
state. There is no need to broaden the universe of actionable
harms to permit RICO suits by parties who have been injured
only indirectly.

The Court of Appeals [reasoned] that because the Anzas al-
legedly sought to gain a competitive advantage over ldeal, it is
immaterial whether they took an indirect route to accomplish
their goal. This rationale does not accord with Holmes. A RICO
plaintiff cannot circumvent the proximate-cause requirement
simply by claiming that the defendant’s aim was to increase
market share at a competitor’s expense. When a court evaluates
a RICO claim for proximate causation, the central question it
must ask is whether the alleged violation led directly to the
plaintiff’s injuries. In the instant case, the answer is no.

Second Circuit’s judgment reversed and case remanded
for further proceedings.

stored there may be targets of crimes such as unautho-
rized access, vandalism, tampering, or theft of services.
The law’s response to computer crimes has evolved with
this new technology. For example, computer hacking—
once viewed by some as a mischievous but clever
activity—can now lead to significant prison sentences
and fines.
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CYBERLAW IN ACTION

Does the federal Computer Fraud and Abuse Act
provide a basis for a lawsuit when the defendant
allegedly misappropriated trade secret informa-
tion from a database owned by the plaintiff? In

Garelli Wong & Associates, Inc. v. Nichols, 2008

U.S. Dist. LEXIS 3288 (N.D. Ill. 2008), the court gave “no” as the

answer.

Garelli Wong, a provider of accounting and financial
personnel services, created a database containing confi-
dential client tracking information. The firm took steps to
maintain the confidentiality of the information and thereby
obtain the competitive advantage that the information pro-
vided. The case arose when William Nichols, a former em-
ployee of Garelli Wong and a corporation that had later ac-
quired the firm, allegedly used some of the confidential
information in the database after he had taken a job with a
competing firm. Nichols’s supposed use of the information
allegedly breached a contract he had entered into with
Garelli Wong when he was employed there. Garelli Wong
and the successor corporation sued Nichols in federal
court, contending that his actions violated the Consumer
Fraud and Abuse Act (CFAA), 18 U.S.C. § 1030 et seq., and
constituted breach of contract in violation of state common
law. Nichols moved to dismiss the plaintiffs” CFAA claim
because of a supposed failure to state a claim upon which
relief could be granted.

Section 1030(a)(5) of the CFAA calls for liability to be im-
posed on one who:

(5)(A)(i) knowingly causes the transmission of . . . information . . .
and as a result of such conduct, intentionally causes

damage without authorization, to a protected computer;

The technical nature of computer crime complicates
its detection and prosecution. Traditional criminal
statutes have often proven inadequate because they tend
not to address explicitly the types of crime associated
with the use of computers. Assume, for example, that a
general statute on theft defines the offense in terms of
stealing “property,” and that the defendant is charged
with violating the statute by taking and using computer
data without authorization. The court could decide to dis-
miss this case if categorizing data stored in a computer as
“property” strikes the court as a strained interpretation of
the statute. Although some courts have interpreted exist-
ing criminal laws narrowly so as to exclude instances of
computer abuse, other courts have construed them more
broadly. In light of the uncertainties attending statutory

(i) intentionally accesses a protected computer without
authorization, and as a result of such conduct, recklessly
causes damage; or

(iii) intentionally accesses a protected computer without
authorization, and as a result of such conduct, causes
damage ... ;and

(5)(B)(i) by conduct described in clause (i), (ii), or (iii) of subpara-
graph (A), caused . . . lossto 1 or more persons during any
1-year period . . . aggregating at least $5,000 in value.

The court noted that in view of the above language, a plaintiff
must properly plead both damage and /ossin order to allege a
civil CFAA violation. A definition section of the CFAA defines
damage as “impairment to the integrity or availability of data,
a program, a system, or information.” Applying these defini-
tions, the court agreed with Nichols that even if he used infor-
mation in the database, he did not impair the integrity or avail-
ability of the information or the database. Accordingly, the
court held that the CFAA does not extend to cases in which
trade secret information is merely used—even if in violation
of a contract or state trade secret law—because such
conduct by itself does not constitute damage as that term is
defined in the CFAA. Because the plaintiffs could not properly
allege damage, their CFAA claim was subject to dismissal
regardless of whether they had properly pleaded loss.

With the CFAA claim having been dismissed, the court
agreed with Nichols that the basis for federal court jurisdiction
was gone and that the plaintiff's state law—based claim for
breach of contract should also be dismissed. The plaintiffs’
recourse, then, would be to refile the breach of contract claim
in a state court, perhaps along with a misappropriation of trade
secret claim under state law. (For more information on misap-
propriation of trade secret claims, see Chapter 8.)

interpretation, legislatures on the state and federal levels
have become increasingly aware of the need to revise
their criminal codes to be certain that they explicitly
cover computer crime.

Almost all states have now enacted criminal statutes
specifically outlawing certain abuses of computers.
Common provisions prohibit such acts as obtaining ac-
cess to a computer system without authorization, tam-
pering with files or causing damage to a system (e.g., by
spreading a virus or deleting files), invading the privacy
of others, using a computer to commit fraud or theft, and
trafficking in passwords or access codes.

On the federal level, computer crime has been prose-
cuted with some success under existing federal statutes,
primarily those forbidding mail fraud, wire fraud,
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transportation of stolen property, and thefts of property.
As has been true at the state level, successful prosecution
of these cases often depends on broad interpretation of
the statutory prerequisites. Another federal law deals
more directly with improper uses of computers. Among
the crimes covered by this federal statute are intentionally
gaining unauthorized access to a computer used by or for
the U.S. government, trafficking in passwords and other
access devices, and using a computer to obtain govern-
ment information that is protected from disclosure. It is
also a crime to gain unauthorized access to the computer
system of a private financial institution that has a con-
nection with the federal government (such as federal
insurance for the deposits in the financial institution). In
addition, the statute criminalizes the transmission of
codes, commands, or information if the transmission was

Problems and Problem Cases

1. Ahmad Ressam attempted to enter the United States
by car ferry at Port Angeles, Washington. Hidden in
his rental car’s trunk were explosives that he in-
tended to detonate at the Los Angeles International
Airport. After the ferry docked, a customs official
questioned Ressam. On the customs declaration
form the official instructed Ressam to complete,
Ressam identified himself on the form by a false
name and falsely referred to himself as a Canadian
citizen even though he was Algerian. Ressam was
then directed to a secondary inspection station,
where another official performed a search of his car.
This search uncovered explosives and related items
in the car’s spare tire well. Ressam was later con-
victed of a number of crimes, including the felony of
making a false statement to a United States customs
official, in violation of 18 U.S.C. § 1001, and the
offense of carrying an explosive “during the com-
mission of ” the just-noted felony, in violation of 18
U.S.C. § 844(h)(2). The latter offense was “Count 9”
in the indictment against Ressam. The U.S. Court of
Appeals for the Ninth Circuit set aside Ressam’s
conviction on Count 9 because it interpreted the
word “during,” as used in § 844(h)(2), as including
an implicit requirement that the explosive be carried
in relation to the underlying felony. The Ninth
Circuit concluded that because Ressam’s carrying of
explosives did not relate to the underlying felony of
making a false statement to a customs official, the
conviction on Count 9 could not stand. Did the Ninth

intended to damage such an institution’s computers,
computer system, data, or programs.

The federal Computer Fraud and Abuse Act (CFAA)
allows the imposition of criminal and civil liability on
one who “knowingly, and with intent to defraud, accesses
a protected computer without authorization, or exceeds
authorized access, and by means of such conduct fur-
thers the intended fraud and obtains anything of value.”
In addition, the CFAA provides that criminal and civil
liability may attach to one who transmits a program, in-
formation, code, or command knowingly, intentionally,
and without authorization, if the act results in damage to
a computer system used by the government or a financial
institution or otherwise in interstate commerce. For a
case applying the CFAA, see the nearby Cyberlaw in
Action box.

Circuit correctly interpret the “during the commis-
sion of” language in the statute on which Count 9
was based?

2. An informant told the Eagan, Minnesota, police that
while walking past the window of a ground-floor
apartment, he had observed people putting a white
powder into bags. Officer Thielen went to the apart-
ment building to investigate. He looked in the window
through a gap in the closed blind and observed the
bagging operation for several minutes. When two men
left the building in a previously identified Cadillac,
other police officers stopped the car. While one of the
car’s doors was open, the officers observed a black
zippered pouch and a handgun on the floor of the ve-
hicle. The officers arrested the car’s occupants, Carter
and Johns. A later search of the vehicle resulted in the
discovery of pagers, a scale, and 47 grams of cocaine
in plastic baggies. After seizing the car, the officers
returned to the apartment and arrested its occupant,
Thompson. A search of the apartment (conducted on
the basis of a warrant) revealed cocaine residue on the
kitchen table and plastic baggies similar to those
found in the Cadillac. Officer Thielen identified
Carter, Johns, and Thompson as the persons he had
observed taking part in the bagging operation. It was
later learned that Thompson was the apartment’s les-
see and that Carter and Johns, both of whom lived in
Chicago, had come to the apartment for the sole pur-
pose of packaging the cocaine. Carter and Johns had
never been to the apartment before and were in the
apartment for approximately two and one-half hours
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at the general time the bagging operation was
conducted. In return for the use of the apartment,
Carter and Johns had given some of the cocaine to
Thompson. Carter and Johns were charged with con-
trolled substance-related crimes. Prior to trial, they
moved to suppress all evidence obtained from the
apartment and the Cadillac. They contended that
Officer Thielen’s observation of them through the
apartment window was an unreasonable search in
violation of the Fourth Amendment and that all evi-
dence obtained as a result was inadmissible. Were
Carter and Johns entitled to claim the protection of
the Fourth Amendment?

A federal grand jury was investigating “John Doe,”
president and sole shareholder of “XYZ” corporation,
concerning possible violations of federal securities and
money-laundering statutes. During the investigation,
the government learned that X'YZ had paid the bills for
various telephone lines, including those used in Doe’s
homes and car. Grand jury subpoenas calling for the
production of documents were then served on the cus-
todian of XYZ’s corporate records, on Doe, and on the
law firm Paul, Weiss, Rifkind, Wharton & Garrison
(Paul-Weiss), which represented Doe. These subpoe-
nas sought production of telephone bills, records, and
statements of account regarding certain telephone
numbers, including those used by Doe. The District
Court determined after an evidentiary hearing that the
documents sought were XYZ’s, and not Doe’s.

Paul-Weiss, which had received copies of these
documents from its client, refused to produce them,
arguing that it was exempted from doing so by Doe’s
privilege against self-incrimination. Was Paul-\Weiss
correct in its assertion?

Dow Chemical Company operated a 2,000-acre
chemical manufacturing facility at Midland, Michi-
gan. The facility consisted of numerous covered
buildings, with manufacturing equipment and piping
conduits between various buildings plainly visible
from the air. Dow maintained elaborate security
around the perimeter of the complex to bar ground-
level public views of these areas. It also investigated
any low level flights by aircraft over the facility.
Dow did not, however, attempt to conceal all manu-
facturing equipment within the complex from aerial
views because the cost would have been prohibitive.
With Dow’s consent, enforcement officials of the
Environmental Protection Agency (EPA) made an
on-site inspection of two power plants in this com-
plex. When Dow denied EPA’s request for another

inspection, EPA did not seek an administrative
search warrant. Instead, EPA employed a commer-
cial aerial photographer, who used a standard floor-
mounted, precision aerial mapping camera to take
photographs of the facility from altitudes of 12,000,
3,000, and 1,200 feet. At all times, the aircraft was
lawfully within navigable airspace. EPA did not in-
form Dow of this aerial photography. Was EPA’s tak-
ing of aerial photographs of the Dow complex a
search prohibited by the Fourth Amendment?

. Sun-Diamond Growers of California was a trade as-

sociation engaged in marketing and lobbying activi-
ties on behalf of its member cooperatives, which
were owned by 5,000 producers of raisins, figs, wal-
nuts, prunes, and hazelnuts. A federal grand jury
indicted Sun-Diamond for an alleged violation of the
illegal gratuity statute, 18 U.S.C. § 201(1)(A), which
criminalizes a private party’s giving of “anything of
value” to a public official “for or because of any
official act performed or to be performed” by the
public official. According to the indictment, Sun-
Diamond violated the statute by giving then-
Secretary of Agriculture Michael Espy gratuities val-
ued at approximately $5,900 (tickets to the U.S. Open
Tennis Tournament, luggage, meals, a framed print,
and a crystal bowl). The indictment alluded to two
Department of Agriculture-related matters in which
Sun-Diamond had an interest in favorable treatment
at the time Sun-Diamond gave the gifts to Secretary
Espy. Nevertheless, the indictment did not allege a
specific connection between either of the two matters
and Sun-Diamond’s conferral of the gifts. A federal
district court jury found Sun-Diamond guilty. Hold-
ing that the district judge erred in instructing the jury
that “it is sufficient if Sun-Diamond provided Espy
with unauthorized compensation simply because he
held public office,” the U.S. Court of Appeals for the
District of Columbia Circuit reversed and remanded.
The U.S. Supreme Court granted certiorari. How did
the Supreme Court rule?

. Border Patrol Agent Cesar Cantu boarded a bus in

Texas to check the immigration status of its passen-
gers. As he walked off the bus, he squeezed the soft
luggage that passengers had placed in the storage
racks above their seats. After squeezing a green can-
vas bag belonging to Steven DeWayne Bond, Cantu
concluded that it contained a “brick-like” object.
Bond allowed Cantu to open the bag. Upon doing
so, Cantu found a “brick” of methamphetamine,
which had been wrapped in duct tape and then
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rolled in a pair of pants. Did Cantu’s physical ma-
nipulation of Bond’s luggage constitute an “unrea-
sonable search and seizure” for purposes of the
Fourth Amendment?

. Cedric Kushner Promotions Ltd. (Kushner), a corpo-
rate promoter of boxing matches, sued Don King, the
president and sole shareholder of a rival corporation,
alleging that King had conducted his corporation’s
affairs in violation of § 1962(c) of the Racketeer
Influenced and Corrupt Organizations Act. A federal
district court dismissed the complaint. In affirming,
the U.S. Court of Appeals for the Second Circuit ex-
pressed its view that 8§ 1962(c) applies only where a
plaintiff shows the existence of two separate entities,
a “person” and a distinct “enterprise,” whose affairs
that “person” improperly conducts. It was undisputed
that King was an employee of his corporation and
was acting within the scope of his authority. Under
the Second Circuit’s analysis, King was part of the
corporation rather than a “person” distinct from the
“enterprise.” In cases presenting similar facts, other
federal courts of appeal had concluded that the sole
shareholder of a corporation was a “person” distinct
from the corporate “enterprise.” Kushner appealed
the Second Circuit’s decision, and the U.S. Supreme
Court granted certiorari. Which interpretation of
8§ 1962(c) did the Supreme Court adopt—the Second
Circuit’s or the one followed by other federal courts
of appeal?

. Muniz was arrested on a charge of driving under the
influence of alcohol. He was taken to a booking cen-
ter, where he was asked several questions by a police
officer without first being given the Miranda warn-
ings. Videotape (which included an audio portion)
was used to record the questions and Muniz’s an-
swers. The officer asked Muniz his name, address,
height, weight, eye color, date of birth, and current
age. Muniz stumbled over answers to two of these
questions. The officer then asked Muniz the date of
his sixth birthday, but Muniz did not give the correct
date. At a later point, Muniz was read the Miranda
warnings for the first time. He was later convicted of
the charged offense, with the trial court denying his
motion to exclude the videotape (both video and
audio portions) from evidence. Assume that the video
portion of the tape violated neither the Fifth Amend-
ment nor Miranda. Should all or any part of the audio
portion of the tape (which contained Muniz’s stum-
bling responses to two questions plus his incorrect
answer to the sixth birthday date question) have been

10.

excluded as a violation of either the Fifth Amend-
ment or Miranda?

. Explorica, Inc., was founded to compete with EF

Cultural Travel, which dominated the market in
global tours for high school students. Setting Explor-
ica’s tour prices lower than EF’s became an important
Explorica objective. EF’s tour prices were accessible
through the firm’s Web site, where the user who
desired information would enter various price-
determining factors, such as desired date of departure
and destination. The Web site would translate the
user’s preferences to a special code, decipherable
only by the site’s servers and human operators, and
would submit the code to the server. The server
would determine travel options and prices suited to
the user’s specifications, and then send them to the
user’s computer. In view of the large number of pos-
sible factor combinations that a user might submit to
EF, Explorica realized that manually obtaining price
information on every tour that EF could offer would
be nearly impossible. Explorica therefore wrote a
“scraper” program, using code information provided
by Explorica Vice President Phil Gormley, a former
employee of EF. The scraper automatically submitted
codes representing all possible factor combinations
to EF’s server and then recorded the results in a
spreadsheet. Explorica’s use of the scraper resulted in
a compilation of 60,000 lines—the rough equivalent
of eight telephone books—of data. Explorica used
this information to undercut EF’s prices. When EF
learned of Explorica’s actions, EF sued Explorica,
alleging civil violations of the Computer Fraud and
Abuse Act (CFAA). Section 1030(a)(4) of the CFAA
is violated when a person “knowingly, and with intent
to defraud, accesses a protected computer without
authorization, or exceeds authorized access, and by
means of such conduct furthers the intended fraud
and obtains anything of value.” EF sought a prelimi-
nary injunction that would bar further use of the
scraper and would require the return of all materials
generated by the scraper. Was EF entitled to the
preliminary injunction?

Notra Trulock served as Director of the Office of In-
telligence of the U.S. Department of Energy (DOE)
from 1994 to 1998. During those years, Trulock
claimed to have uncovered evidence that Chinese
spies had infiltrated U.S. weapons facilities and that
the White House, the Federal Bureau of Investiga-
tion (FBI), and the Central Intelligence Agency
(CIA) had ignored his warnings about the espionage.
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Trulock testified before congressional committees
on this subject and, after he no longer worked for the
DOE, published a related article that criticized the
White House, the FBI, and the CIA. Trulock con-
tended that he did not reveal any classified informa-
tion in the article. Linda Conrad, a DOE employee,
owned a townhouse at which she and Trulock lived.
After Trulock had left the DOE, Conrad’s DOE su-
pervisor told her that FBI agents wanted to talk with
her about Trulock, that the FBI had a warrant to
search her townhouse, and that if she did not cooper-
ate, FBI agents would break down the townhouse’s
door while the press observed. Conrad submitted to
a three-hour interview by FBI agents, who asked
about Trulock’s personal records and computer files.
Conrad told the agents that she and Trulock shared a
computer, which was located at the townhouse. She
also said that she and Trulock maintained separate
password-protected files on the computer’s hard
drive, and that neither knew the other’s password. At
the end of the interview, Conrad signed a form
whose terms revealed her supposed consent to a
search of the townhouse. The agents said nothing to
Conrad about whether they had, or did not have, a
search warrant. In fact, they did not have one.

The agents searched the townhouse pursuant to
Conrad’s supposed consent and without seeking
Trulock’s permission. During the search, the agents
found the computer Conrad had mentioned. Aided
by an FBI computer specialist, an agent examined
the computer’s files, including Trulock’ password-
protected files. In a civil action in which they alleged
that the FBI had acted unconstitutionally, Conrad
and Trulock contended that their Fourth Amendment
rights had been violated. Was Conrad’s supposed
consent to the search of the townhouse valid and
hence sufficient to defeat her claim of a Fourth
Amendment violation? If Conrad legitimately con-
sented to the search, was her consent binding on
Trulock with regard to the FBI agents’ (a) search of
the townhouse itself, (b) examination of computer
files to which both Conrad and Trulock had access,
and (c) examination of Trulock’s password-protected
computer files?

A grand jury indicted Automated Medical Laborato-
ries, Inc. (AML), Richmond Plasma Corporation
(RPC) (a wholly owned AML subsidiary), and three
former RPC managers for engaging in a conspiracy

12.

According to the federal wire fraud statute, it is a criminal
offense to use interstate wires to carry out “any scheme or
artifice to defraud, or for obtaining money or property by
mea