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Preface

Welcome to The Legal and Ethical Environment of Business! We are excited that you
have selected this textbook to serve as your guide to learning about how our legal
system shapes and informs the myriad of decisions that business professionals
make daily. Collectively, we have taught this course for fourteen years to over
sixteen hundred students. Our experience informs us that our students view
current text offerings in this area as largely dry and irrelevant. We realize that you,
the student, demand an engaging and lively delivery of educational materials. You
believe that interaction, multimedia, multitasking, bite-size content, and twenty-
four-hour cycles are the norm for processing and learning. The challenge for legal
environment textbooks, as we see it, is to meet the needs of your generation while
maintaining the academic integrity and rigor that this core course demands.

The sheer volume of information to be covered makes the legal environment of
business one of the denser courses for the business undergraduate. Review the table
of contents of most legal environment textbooks, and they read like the first-year
curriculum at a major law school (typically, Contracts, Torts, Criminal Law,
Constitutional Law, Civil Procedure, and Property). It’s also one of the few business
courses grounded in the humanities, which can make the subject even more
alienating if you are taking the course at the same time you are taking statistics,
macro- or microeconomics, and accounting. This textbook, therefore, begins by
removing some of the topical areas typically found in a legal environment textbook,
such as antitrust, agency, and labor relations. Of the topical areas we retain, we
have condensed and streamlined the presentation of material to ensure that every
page is relevant, engaging, and interesting to you. Our textbook is intentionally
shorter in length compared to other texts, with much greater emphasis on
application of the concepts presented to real-life experiences and examples.

We believe that the concepts of business law must be illustrated with real-life
examples in order to be meaningful to you. The textbook contains dozens of these
examples to help you understand the material. In addition, since the world of
business moves at light-speed, we’ve created a blog just for you. Our blog, located at
http://legalenvironment.gone.2012books.lardbucket.org, is continually updated
with our discussion of news headlines that contain an application of business law.
Your professor may assign you to read the blog on a regular basis. Even if it’s not
assigned, we encourage you to check in regularly so that you can see how relevant
and high-impact the legal environment is when it comes to the operation of
businesses everywhere.
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Preface

You can’t avoid having to learn the rules of law. We strongly believe, however, that
merely memorizing the law won’t serve you, your future employers, or society.
Faith in our capitalist corporate structure has been shaken by waves of scandal,
from the greed exhibited by Enron to the arrogance demonstrated by Lehman
Brothers to the incompetence displayed by General Motors and Chrysler. We
assume that the business professionals in charge of those failed institutions all
knew the law. In order to achieve profitable success that also delivers long-term
value to all stakeholders, we believe you have to understand the reason for the law.
More than anything else, it is this practical wisdom that we hope to impart to you.
Our textbook is therefore designed to help you first understand the materials
through the use of key learning objectives, then assimilate the material through the
use of lively and interesting examples, and finally reinforce the material through
key terms, key takeaways, and exercises.

We are passionate about teaching, and we hope that passion shines through in our
textbook. If we can ignite that same passion in you for the legal environment, then
we consider our task complete. We hope you enjoy this textbook, and we encourage
you to contact us directly if you have any feedback for future editions.



Chapter 1

Introduction to Law

LEARNING OBJECTIVES

After reading this chapter, you should be able to understand the nature and
sources of law, and the concept of the rule of law and how it affects business
and economic prosperity. At the conclusion of this chapter, you should be
able to answer the following questions:

What is the law?

Where does our law come from?

What is a rule of law?

How is the law relevant to business?

How does the study of the legal environment of business create a
foundation for future business courses?

o P

You might be wondering what the law has to do with you. You try to follow the
rules. You don’t get into any trouble. You want to engage in honest dealings in
business. Besides, you can always hire an attorney if you need legal help.

This may all be true. However, it is imperative for those in the business world to
understand the legal environment in which they are operating. While you may have
the best intentions and be truly diligent in your efforts to do business fairly,
inevitably conflicts will arise in everyday business dealings. For example, what does
it mean to do business “fairly”? Fair to whom? Fair to your shareholders? Fair to
your employees? Fair to the consumers who will purchase your products? Through
which ethical lens will you contemplate these issues? Trade-offs are a part of
business. If you want to increase shareholder profits, you may need to reduce labor
costs. One way to reduce labor costs is to use cheaper labor. If you pay your
employees less, your employees will be less well off, but your shareholders may be
happier.

Consider the credit crisis that came to the world’s attention in October 2008 and
nearly toppled the U.S. economy into depression. Hundreds of thousands of homes
were foreclosed by banks (Figure 1.1 "The Credit Crisis"), leading to a vicious cycle
of depressed housing prices, shattered consumer confidence, and business
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retrenchment. You may be thinking that this has little to do with you or with the
study of the legal environment of business. Think again. The credit crisis affected
everyone. And the nature of the crisis implicated several legal environment issues.

In a nutshell, the U.S. financial system nearly collapsed
under the weight of high default rates among
mortgagees, the issuance of excessive subprime _
mortgages to unqualified debtors, collateralized debt ™ “'[
obligations (CDOs) that were not being serviced and
could not be sold, and a mortgage banking system with
flawed incentive structures from the bottom to the top.
The mortgage industry created incentives for those who
worked in that industry to act in their own self-interest
to make a profit, even at the expense of the long-term

health of the institutions for which they were working.  Source: Photo courtesy of
Brendel, http://en.wikipedia.org/

wiki/File:Foreclosedhome.]JPG.

Figure 1.1 The Credit Crisis

Considering this flawed incentive system, the results

were not surprising to many economists, who know that

people tend to act in their own self-interest, even at the

expense of their institutions’ goals. Mortgage brokers

had very strong incentives to approve every mortgage applicant, regardless of
creditworthiness or ability to service the mortgage. This was because the lenders
were pressuring them for more mortgages, so that the lenders themselves could sell
those mortgages for a profit. And this pressure for “more” was endemic at every
level of the mortgage industry, from the would-be homeowner who wanted more
house than he or she could afford to the investment bankers who wanted more
CDOs on which they could profit. However, excessive risk was undertaken, and
when mortgagees began defaulting on their mortgages, the market became flooded
with houses that had been foreclosed. As supply of houses increased and demand
for them fell, housing prices plummeted, which meant that not only were the
investors not receiving income on their investments, but also homeowners were
losing the value of their investments, since their house prices were plummeting.
The end result was that many homeowners were “upside down” on their
obligations, meaning that they owed more on their houses than what the houses
were worth. This created an incentive for mortgagees to abandon their debt
obligations. When the investors did not receive income on their investments, they
also were not receiving the cash flow to cover their debts, and they could not
service their obligations under their CDOs. Parties at every level began clamoring
for protection from their creditors from the U.S. bankruptcy courts by filing
petitions for bankruptcy.
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Hyperlink: Credit Crisis

http://vimeo.com/3261363

This video explains the credit crisis and will help you begin thinking about the
intersection between the legal environment of business and the role of
government in regulating business.

After watching the video in Note 1.2 "Hyperlink: Credit Crisis", consider the
intersection between law and economics. Former Federal Reserve Chairman Alan
Greenspan had consistently maintained that private regulation (that is, self-
regulation by private industry) was better at containing risk than government
regulation. But when the 2008 credit crisis manifested, Greenspan retracted this
belief, at least in part. He expressed that he was in “a state of shocked disbelief”
concerning the financial institutions’ inabilities to self-regulate.Brian Knowlton and
Michael M. Grynbaum, “Greenspan ‘Shocked’ That Free Markets Are Flawed,” New
York Times, October 23, 2008, http://www.nytimes.com/2008/10/23/business/
worldbusiness/23iht-gspan.4.17206624.html (accessed August 18, 2010). He always
believed that the incentive of survival of the institution itself would force banks to
self-regulate. However, this “shocked disbelief” underscored a fissure within the
discipline of economics—namely, whether the same economic principles that apply
to individuals also apply to organizations. While we know from our study of
economics that individuals act in their own self-interest, the 2008 credit crisis
perhaps illustrated that people continue to act in their own self-interest, even when
working within a firm. The firm itself is only a collection of individual people, and
so the firm itself does not act in any type of organizational self-interest.

You might be wondering why we are discussing economics. This is because
economic principles are intertwined with economic prosperity, and economic
prosperity is intertwined with business, as the preceding example illustrates. To
understand what happened in the credit crisis and, more importantly, how to
prevent something like this from happening in the future, we have to understand
economic principles that impel behavior. Additionally, we have to understand how
our laws can embody the knowledge that we have from economics to prevent
situations like this from happening in the future. Specifically, while a basic
principle of economics is that individuals act in their own self-interest, they do so
within the rules of the game. That is, they do so within the parameters of the law.
Additionally, sometimes individuals weigh the penalties of violating the law against
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the chances of getting caught to determine how they should behave. In both
instances, the law is a restraint on behavior.

Reflect on the credit crisis and how our laws could have entirely averted or
seriously mitigated the fallout that resulted from it. For example, if the laws
regulated the incentive structures that exist within private industry, the individual
incentive to make a profit would not have been allowed to overtake the financial
institutions’ need to self-preserve by limiting risk. Likewise, if our banking
regulations limited the types of services that banks could offer, perhaps the exotic
financial instruments that were created as a precursor to the credit crisis would not
have been permitted in the first place. If the size of our financial institutions had
been limited by law, the dangerous fallacy that the financial institutions were too
large to fail could not have been perpetuated. If compensation packages were
legally restricted by limitations on size or severed from linkages to performance,
then individual incentives to maximize profit could have been restrained.
Additionally, this situation raises several ethics questions. For example, was it
ethical to loan money to people who were not able to service those debts?

As you think about these questions and the many other questions that will arise
during your study of the legal environment of business, try to set aside any fixed
ideas that you have already formulated about law and the legal system. Many
students who are new to the study of law find themselves sharply swayed by a
particular type of fiction that has grown around the legal system. Specifically, many
students find that they harbor a sense of repugnance to law, because they have
heard that it is filled with frivolous lawsuits brought by a litigious public waiting to
pounce at the smallest slight, along with money-grubbing attorneys waiting to cash
in. We ask that you set aside those and any other preconceived notions that you
may harbor about the law and the legal system. The law is a dynamic, sophisticated
field. Frivolous lawsuits are not permitted to advance in our legal system, and most
attorneys are committed to justice and fairness. They work hard to protect their
clients’ legal interests and simply do not have the desire or the time to pursue
frivolous claims. Indeed, there is no incentive for them to pursue such claims,
because our legal system does not reward such behavior.

Most people want to conduct themselves and their business dealings within the
parameters of the law. Even if we are very cynical, barring any other compunction
to behave well, we can see that it makes the most economic sense to do so.
Following the rules of the game saves us money, time, and aggravation, and it
preserves our individual and professional reputations. So if most people recognize
that they have an incentive not to run afoul of the law, why are there so many legal
disputes? There are many reasons for this, such as the fact that many of our laws
are ambiguous, and reasonable people may disagree about what is “right.”
Additionally, legal injuries happen even under the best of conditions, and the
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aggrieved parties need a method to press their claims to be compensated for their
damages.

A common theme in the study of the legal environment is responsibility. Much of
our legal wrangling seeks to answer the questions, “Who is responsible, and what
should be done about this injury?” Additionally, and perhaps more importantly for
business, is the concern of how to limit liability exposure in the first place. A solid
understanding of the legal environment of business should help limit the risk of
liability and thus avoid legal disputes. Moreover, it should help you recognize when
you need to contact your attorney for assistance in defining the contours of the law,
which are the rules of the game. The law provides continuity and a reasonable
expectation of how things will be, based on how they have been in the past. It
provides predictability and stability.

This book does not teach you how to practice law or to conduct legal research. That
is the work of attorneys. Legal research is a sophisticated method of research that
seeks to determine the current state of the law regarding narrowly defined legal
issues. Legal research helps guide our behavior to help us comply with the rules of
the game. When you need an answer regarding a specific legal issue, you will
contact your attorney, who will research the issue, inform you of the results of that
research, and advise you of the decisions you must make with respect to that issue.

The goals of this book are practical. Try to conceptualize your study of the legal
environment of business as a map by which you must navigate your business
dealings. We want to teach you how to read this map so that you are able to
understand the law and how it affects your business and your life. Besides limiting
legal liability proactively, an understanding of the law can also help you avoid
serious missteps. After all, ignorance of the law is no defense for violating the law.

This chapter provides an overview of the legal system. We begin with a discussion
of what the law is, and then we turn our attention to the sources of law, the rule of
law, the reasons why rule of law is important to business, and how law affects
business disciplines such as management, marketing, finance, and accounting. The
chapter concludes with a discussion of the link between rule of law and economic
prosperity.

10
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Key Takeaways

Law is a dynamic and ever-changing field that affects everyone, both in their
individual capacities as people and in their business interactions. Studying the
legal environment of business helps us understand how to reduce liability risks,
identify legal problems that require an attorney’s assistance, and identify the
links between business and the law.

11
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1.1 What Is Law?

1. The philosophy of law.

LEARNING OBJECTIVES

1. Understand the meaning of jurisprudence and how its study can lead to
greater understanding of our laws and legal system.

2. Distinguish among law as power, legal positivism, legal realism, and
natural law.

3. Examine strengths and criticisms of several theories of jurisprudence.

4. Explore examples of several theories of jurisprudence.

If you were asked to define “the law,” what would you say? Is “you should eat five
fruits and vegetables a day” a law? What distinguishes law from mere suggestions
or good advice? The key difference is obviously enforcement and consequence. If
you don’t eat five fruits and vegetables a day, you are not going to be imprisoned or
fined. If you steal or embezzle, however, you may be prosecuted and face stiff
financial penalties and imprisonment. Law, therefore, is a set of rules that are
enforced by a government authority.

Now consider the nature of law. Would you say that the law includes only the actual
words that are written, or does it also include reading between the lines to discern
the spirit of the law? Would you follow a law that you disagreed with, or would you
ignore such a law? Do you believe that what the law actually is matters as much as
who enforces it? Do you think that morality is a part of legality, or do you think that
morality is wholly separate from the law?

Based on the particular system of jurisprudence to which one ascribes, these
questions will generate different answers. Not only will the answers to these
questions differ, but the potential outcomes of legal disputes can also vary widely,
depending on one’s conception of what the law is. These differences highlight
fundamental disagreements over the nature of law.

Jurisprudence' is the philosophy of law. The nature of law has been debated for
centuries, giving rise to a general coalescence of ideas to create particular schools
of thought. Several different theories of jurisprudence are explored in the
paragraphs that follow.

12
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2. Refers to actions taken under
the law.

1.1 What Is Law?

At a most basic interpretation, some believe that law is simply power. That is, the
law is followed because the sovereign issues orders that are backed by threats.
Consider tyrannical rulers who create arbitrary laws or bad laws. If the sovereign
has the power to enforce those “laws,” then regardless of the “badness” of the law,
it is still law. The Nazis executed six million Jews pursuant to German law during
World War II. Saddam Hussein routinely tortured and executed political opponents
and minority Sunni Muslims in Iraq under Iraqi law. The military in Myanmar
(known euphemistically as the State Peace and Development Council) imprisoned
the democratically elected and Nobel Peace Prize-winning prime minister of the
country, Aung San Suu Kyi (Figure 1.2 "Aung San Suu Kyi"), under color of
authority”. (Actions taken under the law are said to be under the color of
authority.) Those who ascribe to the idea that law is power often argue that
coercion is an essential and necessary feature of law.

Let’s explore whether the law is nothing more than
power. If an armed person robs your store, you will very gure 1.2 Aung San Suu
likely hand over whatever it is that he or she wants. The ;i

robber has exercised power over you but has not
exercised the law. This is because, as you might point
out, an armed robber is not the sovereign power. But
compare this to a sovereign who exercises power over
you. For instance, imagine a government that institutes
compulsory military service (the draft) under threat of
imprisonment for failing to comply. The sovereign
would have the power to deprive us of our liberty if we
did not follow the rules; such a law certainly has the
force of power behind it.

Many have criticized the understanding of law as
nothing more than power backed by threats. For

Source: Photo courtesy of the U.S.
example, some point out that if law is nothing more Department of State,

than power, then the subjects of the law are simply at ~ http://en.wikipedia.org/wiki/

the mercy of whoever is in power. If we look at the U.s. ~ FileBurma 3 150jpg.

system of government, however, citizens generally do

not feel that they are “at the mercy” of the government.

This is because people also have power. People can elect

their government officials, and they can vote “out” government officials who aren’t
doing a good job. In this way, those in power are accountable to the people. Other
criticisms include the more piercing observation that not all law requires the
exercise or threat of overt power. For instance, many of our laws rely on economic
incentives, rather than force of power, to encourage compliance. Though penalty
provisions may exist for violating those laws, those penalties may not be driving
compliance itself.

13
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Chapter 1 Introduction to Law

. A belief that the law is
whatever the sovereign says it
is. The law is written, human-
made rules.

. The use of nonpublic
information to buy or sell a
stock to make money.

. Ensures fundamental fairness
and decency in government
actions; levels of due process
vary according to the property
or liberty interest at stake.

. Law composed of long-standing
international customs or
practices that have the force of
law.

1.1 What Is Law?

A competing view is that of legal positivism®, whose proponents disagree that law
is simply power. Legal positivists believe that the law is what the law says. The laws
are written, human-made rules. The law is not drawn from any source higher than
man. Legal positivists do not try to read between the lines. They may disagree with
the law as it is written, but they will acquiesce to the sovereign power and follow
the law as it is written. They reject any belief that they have an individual right to
disobey a law that they happen to oppose, providing that the law is from a
legitimate source. Positivists believe that law is wholly separate from any
consideration of ethics. Moreover, they do not believe that people have intrinsic
human rights other than those created by the law. This is very different from a
natural rights perspective, which is discussed in the following paragraphs.

Positivists differ from the view that law is simply power, because they believe that
valid law must be created pursuant to the existing rules that allow the sovereign to
create law. Under this way of thinking, an arbitrary declaration of law by a
sovereign who did not follow the rules for creating the law would not be viewed as
valid law. Additionally, positivists would not consider any rule or “law” created by
an illegitimate ruler as valid law. Consequently, a legal positivist would feel no need
to obey an illegitimately created “law.”

Consider the example of the draft again. Some people have a strong moral objection
to engaging in armed conflict with other human beings. However, a legal positivist
would most certainly comply with a law that required compulsory conscription,
though he or she might use other legal channels to try to change the law.

A common criticism of legal positivism is that it prohibits individuals from
remaining true to their own consciences when their consciences conflict with the
laws of the sovereign. However, for a positivist, the desirability of enacting a law
that might be viewed as “good” or “bad” is not relevant for determining what the
law is.

Some critics point out that legal positivism is too limited in its conception of law.
For instance, at least some laws seem to reflect a moral stance. The prohibition
against insider trading” (using nonpublic information to buy or sell a stock to
make money) might be said to encompass the idea of fairness, which is a moral
consideration. Likewise, due process’ (fundamental fairness and decency in
government actions) might be said to encompass the ideas of both fairness and a
moral position against cruelty. Moreover, not all law is the result of a sovereign-
issued, written rule. For example, international customary law® has developed
through customary practices. It is valid law, but it is not a set of rules handed down
from a sovereign ruler.

14
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7. A belief that the law itself is
less important than who is in
the position to enforce it.

8. A belief that humans possess
certain inalienable rights that
are not the products of human-
made law.

1.1 What Is Law?

A different viewpoint is legal realism’, which is the belief that the law itself is far
less important than the consideration of who is in the position to enforce the law.
Like positivists, legal realists believe that law is the product of human making.
However, unlike positivists, they believe that the outcome of any issue that arises
under law is dependent on the person, such as a judge, who is in the position to
exercise power under the mantle of the law. Additionally, realists believe that social
and economic considerations should be brought to bear in legal disputes, which
may very well be “extra” considerations that are not captured by the written law
itself.

If a realist brought a dispute before a particular judge who was known to be
unsympathetic to that particular type of dispute, the realist would believe that the
judge’s decision would reflect that leaning. For example, if a dispute arose under
the Clean Water Act, and the defendant was a legal realist who believed that the
judge was unduly harsh with environmental offenders, the legal realist would not
look to the actual words of the Clean Water Act itself to determine a likely outcome.
Instead, the defendant would view the judge’s personal and professional beliefs
about water pollution as determinative factors. Moreover, if the plaintiff in the
same case were a realist who did not believe that the Clean Water Act was very
strong, that plaintiff might hope that the judge would consider the social
importance of clean water to human health, natural environment, and nonhuman
animals.

Critics of legal realism point out that those who are in the position to exercise the
power of the law over others should not circumscribe the checks and balances of
our system of government by considering factors outside of legitimate sources of
law when making decisions. For instance, they argue that judges should not use any
factors other than the written law when rendering decisions. Legal realists,
however, point out that judicial interpretation not only is necessary but also was
contemplated by our Founding Fathers as a built-in check and balance to our other
branches of government.

Natural law® is the idea that humans possess certain inalienable rights that are not
the products of human-made law. Therefore, we can say that natural law differs
from both positivism and realism in this important respect. Humans are able to
reason, and therefore they are able to discover moral truths on their own. They are
not automatons who require a sovereign power to tell them right from wrong.
Natural law adherents do not reject human-made law. However, they recognize that
human-made law is subordinate to natural law if the two types of law conflict.

Civil rights activists often rely on natural law arguments to advance their
platforms. This is true today as well as historically. For example, a civil rights
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1.1 What Is Law?

advocate might point out that regardless of what the law “says,” discrimination
based on race is simply wrong. If the written law allowed racial discrimination,
natural law adherents would not recognize the law as valid.

Each theory of jurisprudence can inform our understanding of legal issues by
allowing us to see the same thing from many different perspectives. Moreover,
depending on philosophical perspective, there may be several possible outcomes to
the same legal dispute that are equally supportable. This understanding can help us
identify common ground among disputants as well as points of departure in their
reasoning.

KEY TAKEAWAYS

Different theories of jurisprudence inform our understanding of what the
law is. Examining legal issues through the lenses of different theories of
jurisprudence allows us to see how different outcomes can be defended.

EXERCISES

1. Read “The Case of the Speluncean Explorers” at
http://www.nullapoena.de/stud/explorers.html. Identity the justice’s
opinion with which you most closely agree. Name the different theories
of jurisprudence used by each justice in reaching his or her opinion.

2. What are some examples of natural law in our legal system or system of

governance?

3. Is it more important for you to follow the letter of the law or to follow
the spirit of the law? In what circumstance would you believe the
opposite to be true?

4, Can you think of any examples of law in which the threat of force or
power is not needed?

5. Do you believe that morals are a part of our law, or do you believe that
morality and law are separate concepts?
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1.2 Sources of Law

LEARNING OBJECTIVES

Differentiate between social customs and law.

Become familiar with primary sources of law in the United States.
Understand the difference between public law and private law.
Understand the relationship between state and federal systems of
government.

B W N =

Hyperlink: Supreme Court Friezes

http://www.supremecourt.gov/about/north&southwalls.pdf

Along the north and south walls of the Great Hall at the U.S. Supreme Court,
friezes representing the great lawgivers in history are carved in marble. Among
them are Hammurabi, Moses, Solomon, Draco, Confucius, Muhammad,
Napoleon, and one American. Click the link to find out who he is.

Where does the law come from? How do you know right from wrong? Certainly
your caretakers taught you right from wrong when you were a child. Your teachers,
community elders, and other people who were in the position to help shape your
ideas about appropriate manners of behavior also influenced your understanding of
which behaviors are acceptable and which are not. Additionally, employers often
have very firm ideas about how their employees should comport themselves. Those
ideas may be conveyed through employers’ codes of ethics, employee handbooks, or
organizational cultures.

Of course, actions that are considered “wrong” and inappropriate behavior are not
violations of the law. They simply may represent social norms. For example, it is
generally not acceptable to ask strangers about their income. It is not illegal to do
such a thing, but it is considered impolite. Imagine that you are interviewing for a
position that you really want. Can you imagine yourself asking your potential
employer how much money he or she makes? It would not be illegal for the
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1.2 Sources of Law

employer to refuse to hire you based on your lack of social skills. However, it would

be illegal for the employer not to hire you based solely on your race.

So what is the difference? One type of “right from wrong” is based on societal

norms and cultural expectations. The other type of “right from wrong” is based on

a source recognized as a holding legitimate authority to make, and enforce, law
within our society. These are two types of rules in our society—social norms and
laws.

A Question of Ethics

In January 2010, Haiti, the poorest country in the Western Hemisphere, was
struck by a massive earthquake that killed tens of thousands—maybe even
hundreds of thousands—of people. Rescue workers rushed to remove survivors
from the rubble, but in the days following the earthquake thousands of people
wandered the streets without food or shelter. Some instances of looting and
violence occurred as survivors grew desperate for sustenance.

In the meantime, Royal Caribbean operated a cruise line that made a regular
stop at Haiti, at a private beach where it had previously spent millions of
dollars in improvements to ensure that the vacationers on its cruise ships
would enjoy themselves during their overnight stops. Within a week of the
disaster, Royal Caribbean was seeking to assure its customers that the stop in
Haiti was not unethical. It pointed out that bringing tourist dollars to Haiti was
actually an ethical thing to do, despite the thousands of dying and injured just a
short distance away.

If you were scheduled to begin a vacation on a Royal Caribbean cruise ship that
docked at its private beach during the week following the earthquake, would
you go? If you decided to go, how would your friends and family react to your
choice? If Royal Caribbean was not legally required to issue refunds for
nonrefundable tickets, should it be willing to issue refunds anyhow?

Check out a video of Royal Caribbean’s CEO discussing his company’s
involvement in bringing emergency supplies to Haiti, as well as the potential
for using ships as hotels or hospitals in the interim.

cnn.com/video/?/video/world/2010/01/18/ct.anderson.haiti.cruise.cnn
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9. Law that applies to everyone.

10. Law that is legally binding on
parties who agree to it, such as
a contract.

11. The legal rules that must be
followed by government
officials in the execution of
law.

12. The actual substance of the law
or the merits of the claim, case,
or action.

1.2 Sources of Law

Social customs may be violated on pain of embarrassment or ostracism. Someone
may choose to ignore social customs, but there are usually negative social or
professional consequences to doing so. A person who violates social customs may be
said be a boor, or people may try to avoid that person because his or her actions and
comments make others uncomfortable. However, no legal repercussions follow
violating social customs.

Violations of law are different. Violating the law carries penalties, such as liability
or loss of liberty, depending on the type of violation. While we may generally decide
whether or not to conform to social customs, we are compelled to obey the law
under threat of penalty.

Law can generally be classified as public law or private law. Public law’ applies to
everyone. It is law that has been created by some legitimate authority with the
power to create law, and it has been “handed down” to the people within its
jurisdiction. In the United States, the lawmaking authority itself is also subject to
those laws, because no one is “above” the law. If the law is violated, penalties can be
levied against the violator. These penalties are also “handed down” from some
recognized source of authority, like the judiciary. Of course, people in the United
States may participate in many law-creating activities. For instance, they may vote
in elections for legislators, who, in turn, create legislation. Likewise, if people have
a legal claim, their case may be heard by the judiciary.

It’s important to note, however, that not all law is public law. Private law™ is
typically understood to be law that is binding on specific parties. For instance,
parties to a contract are involved in a private law agreement. The terms of the
contract apply to the parties of the contract but not to anyone else. If the parties
have a contract dispute, they will be able to use dispute-resolution methods to
resolve it. This is because both parties of the contract recognize the judiciary as a
legitimate authority that can resolve the contract dispute. However, regardless of
the resolution, the terms of the contract and the remedy for breach will apply only
to the parties of the contract and not to everyone else.

Additionally, some law is procedural and some law is substantive. Procedural law'!
describes the legal rules that must be followed. In other words, it details the process
or rules that are legally required. For instance, the U.S. government must generally
obtain a warrant before searching someone’s private home. If the process of
obtaining the warrant is ignored or performed illegally, then procedural law has
been violated. Substantive law'? refers to the actual substance of the law or the
merits of the claim, case, or action. Substantive law embodies the ideas of legal
rights and duties and is captured by our different sources of law, like statutes, the
Constitution, or common law.
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13. Actual laws; these include
constitutions, statutes, and
judicial opinions.

14. Interpretations of law. These
include restatements of law,
journal articles, and treatises.

15. An exposition or summary of
an area or body of law.

16. A model statute that seeks to
provide uniformity to
contracts law among the
different states. It is not a law
until state legislatures adopt it
as law.

17. The supreme law of the land. It
created the structure of the
U.S. federal government.

1.2 Sources of Law

Sources of Law

In the United States, our laws come primarily from the U.S. Constitution and the
state constitutions; from statutory law from Congress, the state legislatures, and
local legislative bodies; from common law; and from administrative rules and
regulations. Executive orders and treaties are also important sources of law. These
are all primary sources of law"’. As is true in any democracy, U.S. law reflects the
will of the people who vote for representatives to make the law. In this way, U.S.
law is also a reflection of public policy.

Secondary sources of law'* include restatements of the law, law review and
journal articles, uniform codes, and treatises". These sources are created by legal
scholars rather than by a recognized, legitimate law-creating authority. However,
these sources are read by and often influence those who are in the position to
create law. Members of the judiciary, for example, may consult a restatement of law
or law-review articles when making decisions. Likewise, state legislatures often
adopt whole or parts of uniform acts, such as the Uniform Commercial Code
(UCC)*®. When a body of secondary law is formally adopted by a legitimate
lawmaking authority, then it becomes primary law. In this example, adoption of the
UCC by a state legislature transforms the UCC from a secondary source of law (a
model code) to a primary source of law in that state—namely, a statute.

Hyperlink: The U.S. Constitution

http://www.archives.gov/exhibits/charters/constitution_transcript.html

Read the U.S. Constitution at this link.

The U.S. Constitution'’ created the structure of our federal government. Among
other things, it sets forth the three branches—the legislative, executive, and judicial
branches.

It provides organizational and procedural requirements, defines the boundaries of
each branch’s jurisdiction, and creates “checks” on each branch by the other
branches. For example, look at Note 1.26 "Hyperlink: The U.S. Constitution". As you
can see, in Article II, Section 2 the president is the commander in chief of the
several armed forces, but he does not have the power to declare war. That duty falls
to Congress.
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18. The first ten amendments to
the U.S. Constitution.

19. A system in which power is
divided between two or more
forms of government.

20. Law created by legislative
bodies.

21. A term used to describe a
legislature in which two bodies
exist, such as the U.S. Congress,
which is composed of the
Senate and the House of
Representatives.

1.2 Sources of Law

The first ten amendments to the U.S. Constitution are known as the Bill of Rights.
Some of the Founding Fathers did not believe that a Bill of Rights'® was necessary
because the power granted to the federal government created by the U.S.
Constitution was expressly limited. Any powers not expressly granted to the federal
government by the U.S. Constitution are reserved to the states. This means that if
the U.S. Constitution does not state that one of the federal branches of government
has jurisdiction over a particular area, then that area falls to the states to regulate.

Despite the limited power granted to the federal government by the U.S.
Constitution, as a condition of ratification, many states insisted on a written Bill of
Rights that preserved certain individual civil rights and liberties. Today, business
entities that are treated as legal persons under the law, such as corporations, enjoy
many of these rights and liberties, just as if they were natural human beings.

Each state also has its own constitution, and those constitutions serve essentially
the same function for each individual state government as the U.S. Constitution
serves for the federal government. Specifically, they establish the limits of
government power, create protections for fundamental rights, and establish the
organization and duties of the different branches of government at the state level.

This dual system of government present in the United States is called federalism'’,
which is a governance structure whereby the federal government and the state
governments coexist through a shared power scheme. State laws may not conflict
with federal laws, including the U.S. Constitution. This is because the U.S.
Constitution is the supreme law of the land.

Statutory law” is law created by a legislative body. Congress is the legislative body
at the federal level. The states also have legislative bodies, most of which are
bicameral®, like our federal system. The state legislatures’ names vary by state. For
instance, in Indiana, the legislature is known as the General Assembly. In North
Dakota, it is the Legislative Assembly. In New York, it is called the Legislature.
Nevertheless, their purposes are the same. They are the legislative branches of their
respective state governments.

Congress is composed of a Senate, with 100 members, and a House of
Representatives, with 435 members. The forefathers who wrote the Constitution
deliberated and argued over how to compose the legislature, and the result is a
deliberative body that doesn’t always respond quickly to the will of the majority.
Since population numbers from the census taken every ten years determine how
many House seats a state receives, smaller states are sometimes disproportionately
represented in the Senate. Alaska and Delaware, for example, have only one
representative in the House, but each has two senators. Senators serve six-year
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terms, and members of the House of Representatives serve two-year terms. There
are no term limits for either senators or members of the House. One benefit of
having no term limits is that institutional knowledge and wisdom can be carried
forward in perpetuity. One drawback is that elected officials may hedge their votes
on important issues in a calculated way, to ensure reelection. If term limits were
imposed, then vote pandering would not be a problem, but the Congress would be
forever laboring with many inexperienced lawmakers.

As you can see from Note 1.32 "Hyperlink: How a Bill Becomes a Law", a bill may be
introduced in Congress through the Senate or through the House of
Representatives. Both the House of Representatives and the Senate have many
committees, and these are related to all areas under the purview of Congress to
legislate. After a bill is introduced, it is sent to an appropriate committee in the
chamber of the Congress where the bill originated. If the committee moves forward
with the bill, it modifies the bill as it sees fit to do, and then it sends the bill to the
house of origination (either the Senate or the House of Representatives) for a vote.
If the bill passes, then it is sent to the other house (again, either the Senate or the
House of Representatives), where it undergoes the same process. If the other house
votes to approve the bill, then the bill goes to the joint committee, which is
composed of members of both the House of Representatives and the Senate, where
final work is completed. After that, the bill is sent to Congress for a full vote. If the
bill passes, it is sent to the president. If the president signs the bill, then it becomes
a statute.

The president may veto a bill. A presidential veto is an executive “check” on the
legislative body. However, if the president vetoes a bill, the legislature can override
the veto by a supermajority vote. A congressional override is a legislative “check”
on the executive branch. These checks are built into our U.S. Constitution.

Hyperlink: How a Bill Becomes a Law

http://www.lexisnexis.com/help/CU/The Legislative Process/
How_a Bill Becomes Law.htm

Check out the interactive flowchart for how a bill becomes law. Be sure to click
on the different boxes for additional information about each step.
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22. Judge-made law.

23. A system of law in which only
the legislature creates law.

24. An area where power may be
exercised.

25. “Let what has already been
decided stand.” It is the
principle that courts should
follow precedents.

26. Existing interpretation of law,
based on prior decisions.

27. The general power of states to
regulate for the health, safety,
and general welfare of the
public.

1.2 Sources of Law

Importantly, Congress may not act outside of its enumerated powers. Many people
wrongfully believe that Congress can do anything. That is simply not true. Look at
Article I, Section 8, accessible through Note 1.26 "Hyperlink: The U.S. Constitution",
for the enumerated powers of Congress. Remember that any power not granted to
the federal government by the U.S. Constitution is reserved to the states. This
means that if Congress passed a law in an area that was actually reserved to the
states to regulate, Congress would have acted outside the scope of its powers. If
challenged, the law would be struck down as unconstitutional.

As a practical matter, this means that many U.S. states have state laws that are very
different from each other. For instance, in Oregon, certain terminally ill patients
may legally commit suicide under the state’s Death with Dignity Act. However, in
many other states, such an act would be illegal.

Common law?’ is judge-made law. Common law is a feature of most countries
previously colonized by Great Britain, where it originated. In continental Europe, an
alternative system called civil law** developed, where judges do not have the power
to create law through interpretation. In civil-law jurisdictions, only the legislature
may create law. A jurisdiction® is an area where power may be exercised.

In a common-law system, when an appellate court hears cases and writes opinions,
rules of law are created, formed, and shaped. After a particular legal issue has been
decided in a jurisdiction, there is a high probability that subsequent cases that
present the same legal issue will use the same rule of law generated from already-
decided cases regarding the same legal issue. This policy is known as stare
decisis™, or “let the decision stand.” This is how a precedent is formed, though
precedents may shift or change over time. Precedents also may be entirely
overturned, though that is rare. Precedents and stare decisis allow us to anticipate
the behavior of others and to gauge the legality of our own actions.

Legal reasoning is used by attorneys to argue for a particular outcome in a case and
by judges when rendering decisions. At its most basic form, legal reasoning involves
first identifying the legal question, which is the issue in dispute. Then, the rule of
law that applies to that issue is identified. The rule of law may be drawn from
precedent, for example. The facts of the case are analyzed against the rule of law to
reach a supportable conclusion. This method of legal reasoning is referred to as the
IRAC method, which is an acronym for issue, rule, analysis, and conclusion.

Common law is an important source of law in those many areas that are reserved to
the states to regulate. A state may exercise its police powers®’ to regulate the
safety, health, and welfare of its citizens, for example. The laws implemented in
these areas may give rise to laws in divergent areas, such as property law (e.g.,
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28. Laws targeted at regulating or
prohibiting vice activities or
businesses engaged in vice
activities, such as gambling,
prostitution, the consumption
of alcohol, and pornography.

29. Created by administrative
agencies and have the force of
law.

30. Statutes created by Congress to
create individual
administrative agencies.

1.2 Sources of Law

zoning regulations), so-called vice laws?® (e.g., restrictions on vice business
activities in certain areas or during certain days), and domestic relations (e.g., laws
relating to marriage and adoption). It’s also important to note that precedents vary
among different jurisdictions because precedents created by one jurisdiction are
not binding in other jurisdictions.

Most administrative agencies are created by the legislature. At the federal level
they are created by Congress, and at the state level they are created through the
state legislative bodies. Administrative agencies may be thought of as a delegation
of congressional authority to area experts in particular fields, so that those experts
can engage in limited lawmaking, adjudicative procedures, and investigations
within their particular purviews. Laws made by administrative agencies are called
rules or regulations”’. Administrative agencies are created by enabling
legislation®®, which sets forth the agencies’ jurisdictional boundaries, rule-making
procedures, and other information relating to agencies’ scopes of power.

KEY TAKEAWAYS

The legal system in the United States is composed of multiple jurisdictions at
the local and state levels and one federal jurisdiction. Local and state laws
may not conflict with federal laws. Primary sources of law in the United
States include constitutional law, statutory law, common law, and
administrative law.

EXERCISES

1. Identify an action that would violate social norms but would not violate
any laws. Can you identify any violations of law that would not violate
any social norms?

2. What are three specific powers of Congress? What are three specific
powers of the executive branch? Do you think that the powers of the
judicial branch are well defined? Why or why not?

3. What areas of law have been reserved to the states to regulate? How do
you know?

4. Identify a bill in either the House of Representatives or the U.S. Senate.
What stage(s) of the bill process has it passed through? To be passed into
law, what stages must it still pass through?

5. Which three federal administrative agencies affect you or your family
the most? Why?
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1.3 The Rule of Law

31. A system of laws under which
the people and the government
are bound.

LEARNING OBJECTIVES

1. Understand what a rule of law system is.
2. Explore the U.S. rule of law system.

When you hear the term “rule of law,” what comes to mind? It may seem like an
ambiguous term, but it is used frequently in legal and governance circles. Rule of
law®' is a system of laws under which the people and the government are bound,
which allows predictability and restraint of government action.

A rule of law legitimizes the law. It establishes clear rules of behavior, establishes
(or captures) precedent, and seriously undermines any defense of ignorance of the
law. Moreover, it holds people to the same standards, though in many ancient rules
of law, the standards differed depending on the person’s classification. For instance,
men often had different rights than women. Slaves were a different legal class than
those who were free, and indentured servants were often a different classification
altogether. When people are held to the same standards, we can see systems of
fairness (that is, equal justice under the law) emerging, at least for those within the
same class.

The Founding Fathers of the United States did not create our rule of law system out
of thin air. Many rule of law systems existed prior to the founding of the United
States. The U.S. rule of law system has many similarities with prior rule of law
systems from which our Founding Fathers drew their ideas. We can trace elements
of our legal genealogy back to ancient Babylon. For example, who has the right to
govern, the legitimate sources of law, the organization of government, substantive
and procedural legal responsibilities, processes for dispute resolution, and
consequences for legal transgressions are all common foci for rule of law systems.

Can you imagine if we had no way to determine these things? Imagine that we did
not know who had the legitimate right to govern or that we did not know which
sources of law were legitimate. If we did not have a rule of law system that specified
and legitimized these and other foundational issues, chaos would rule. There would
likely be competing claims of authority between different factions of power if our
U.S. Constitution and our state constitutions did not create our systems of
government. Likewise, there would be competing sources of law—such as those
based on religious texts, or others created by modern human beings—if our
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32. Contains the basis for many
concepts contained in the U.S.
Constitution, including the
rights of the people to limit the
sovereign.

33. The oldest record that we have
of a seemingly complete rule of
law system.

34. Contains the basis for many
legal principles recognized in
the U.S. Constitution, including
due process and habeas corpus.

1.3 The Rule of Law

constitutions did not legitimize the manner in which laws were to be created. Also,
there would be different methods of dispute resolution. Perhaps some people would
favor a vigilante system, while others would prefer a procedural system. This type
of unpredictability would result in a very unstable society. We should not take the
American rule of law system for granted. It provides predictability and stability to
our lives.

Rule of law systems establish authority, create expectations for behavior, and
establish redress for grievances and penalties for deviance. Governance of conflict
and the attainment of peace among the governed are primary goals of rule of law
systems. For example, securing peace is a goal within the U.S. rule of law system.
The U.S. Constitution’s preamble states, “We the People...in Order to...insure
domestic Tranquility.” We see this same notion in the English Bill of Rights of
1689°%, though the words used are somewhat different.

According to many rule of law systems, the attainment of peace relies on the
establishment of a hierarchical authority structure. This recognition of the right to
govern provides legitimacy. For instance, in the Code of Hammurabi*® and the
Magna Carta’®, these rights are derived from religious authority. In the U.S.
Constitution and the English Bill of Rights of 1689, the power is derived from the
people.

Note the difference between power and authority. Power is the ability to make
someone behave in a predictable manner. Authority draws its strength from
legitimacy. Imagine that your friend told you that his mother granted him the right
to govern others. Would you believe him? Probably not. Why? Because it is unlikely
that you would recognize your friend’s mother as having a legitimate authority to
bestow the right to govern on anyone, including your friend. Imagine, instead, the
governor of your state. You probably recognize the authority of the governor to
govern, because you recognize that the people, through representative
government, have the authority to elect the governor to do so.

The rule of law of the federal government in the United States is composed of many
different sources of law, including constitutional law, statutory law, rules and
regulations promulgated by administrative agencies, federal common law, and
treaties. Additionally, within the United States, several state and local jurisdictions
exist, each having its own rule of law systems. Moreover, the U.S. system of
governance is one of federalism, which allows different rule of law systems to
operate side by side. In the United States, these systems are the federal government
and the state governments.
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Organizational structures for government—including who has the right to
govern—are also set out in rule of law systems. For instance, the Code of
Hammurabi identified a ruler: Hammurabi himself. The English Bill of Rights of
1689 required representative bodies. The U.S. Constitution organized the U.S.
government by creating the legislative, executive, and judicial branches. These
models minimally provide order and, in some cases, provide opportunities for the
governed to participate in government, both of which create role expectations of
the governed.

Notably, even though our Founding Fathers relied on prior rule of law systems
when creating our Constitution, they were unable to resolve all challenges that
exist when people live together. Today, for instance, one unresolved challenge is
reflected in the tension between personal liberty and responsibility to state. We
have many individual rights and personal liberties, but as some argue, we do not
have many responsibilities to the state. We could have a system that requires
greater duties—such as the legal duty to vote, to serve in public office or in the
military, or to maintain public lands. Unresolved challenges highlight the fact that
rule of law systems are not perfect systems of governance. Nevertheless, these
systems create expectations for conduct, without which governance of conflict
could not reasonably exist and peace could not be attained.

The U.S. Constitution™ is the foundation on which the U.S. federal rule of law
system rests. It asserts the supremacy of law. “We the people” is a very important
part of the preamble, because it confers power on the people as well as on the
states. Notably, unlike the Magna Carta and the English Bill of Rights of 1689, it does
not focus on individual rights. Of course, the Bill of Rights does focus on individual
rights, but those amendments were passed after the Constitution was written. (That
is why they are called amendments to the constitution.) The U.S. Constitution
implemented the supremacy of law using structure and processes. The Founding
Fathers were particularly concerned about giving the government the power to do
its job without encouraging tyranny. They built in processes to ensure the
supremacy of law. Indeed, ours is “a government of laws and not of men,” John
Adams wrote in the Massachusetts Constitution. Thomas Paine noted the same
sentiment in Common Sense, when he wrote, “the law is king.”

35. The supreme law of the land. It
created the structure of the
U.S. federal government.
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KEY TAKEAWAYS

Rule of law is a system of published laws under which the people and the
government are bound, which allows predictability and restraint of
government action. A rule of law system allows people to understand what is
expected of them. It provides a system that allows many people with
different beliefs and cultures to live together in peace, by providing methods
by which conflicts can be resolved. The U.S. rule of law system contains
many elements of prior rule of law systems.

EXERCISES

1. View the Code of Hammurabi at http://avalon.law.yale.edu/ancient/

hamframe.asp. Scroll down slightly until you see the subheading “Code
of Laws.” Find three laws that you believe are similar to laws that we
have in the United States.

2. Given the long history of rule of law systems, why hasn’t any rule of law
system been developed that resolves all problems? Name three social
problems that our rule of law system does not address, or does not
address adequately.

3. Are the Ten Commandments a rule of law system? How many of the Ten
Commandments are illegal in your state today?

4. What problems would exist without a rule of law?

5. How does the rule of law affect business?
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1.4 Importance of Rule of Law to Business

LEARNING OBJECTIVES

1. Determine why the rule of law is important to business.

2. Identify several areas of law that are especially relevant to business and
the importance of the rule of law to those areas.

3. Identify how the rule of law limits government.

4. Identify how the rule of law protects people from harmful business
practices.

As you may have guessed by now, the rule of law is important to business. Can you
imagine trying to do business without being able to have any reasonable
expectations of other people’s behavior? Would you be willing to conduct business
if you had no legal means by which to protect your property interests? And in the
case of a dispute, without a rule of law system, there would be no established way of
resolving it. Without the rule of law, business would be chaotic. This section
provides some overarching examples of why the rule of law is important to
business.

Before getting to those examples, imagine this: What if you did not know how to
play chess, but you tried to play anyhow? You would probably become frustrated
very quickly, because you would see no logic in the movement of your opponent’s
pieces, and you would not be permitted to move some pieces like you might wish to.
Sometimes you would see your opponent move his or her knight two spaces in one
direction and then one space in another. Other times, you would see your opponent
move his or her bishop diagonally. Moreover, you would not understand what you
were and were not permitted to do. You would also not know how to penalize an
opponent who moved his or her pieces incorrectly to gain advantage or to take
something of yours. This is analogous to what it’s like to do business without
understanding the rules of the game.

The rule of law establishes rules that people—and businesses—must follow to avoid
being penalized. The rule of law not only allows people to understand what is
expected of them in their personal capacities but also sets forth rules for businesses
so that they, too, know what is expected of them in their dealings and transactions.
In addition, it restrains government and others from infringing on property rights.
Should disputes arise, the rule of law provides a peaceful and predictable means by
which those disputes can be resolved.
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36. A type of law that is applied
retroactively to its passage.

The rule of law provides guidance and direction in every area of business. For
example, it provides a means to bring a complaint against another party to a
neutral decision maker so that a decision can be made regarding the dispute.
Because of our rule of law system, we know that we are permitted to file a
complaint in the proper court to commence litigation. Or we can try an alternative
method of dispute resolution if we do not wish to engage in litigation. We know that
we are permitted to do these things because our rule of law system allows us to do
them. Moreover, we can expect some sort of resolution when we institute such a
proceeding. This expectation is reasonable only because we have a rule of law.

Additionally, in the United States, the rule of law provides a sophisticated system of
federalism, where state and federal laws coexist. This allows people and businesses
to determine which system of government pertains to them and which jurisdiction
they belong to. Imagine that you sell firearms in a retail capacity. You would be
subject to both state and federal laws. You would be required to carry a federal
permit from the federal administrative agency known as the Bureau of Alcohol,
Tobacco, Firearms, and Explosives. You would be forbidden from engaging in illegal
arms trading. According to state laws, you would likely have to ensure that each
purchaser of a firearm held a valid permit for a firearm. You would be required to
check identification, enforce waiting periods, and refuse to sell guns to people who
were not permitted to carry them according to your state’s laws. If we did not have
a rule of law system, you might be uncertain how to conduct your business, and you
would be subject to arbitrary enforcement of unstated or ex post facto*®
(retroactive) laws that affected your business.

The rule of law also governs contracts between people and between merchants.
Under the common law system, certain elements of a contract must exist for the
contract to be enforceable. Under the Uniform Commercial Code (UCC), merchants
are governed by a separate set of rules that anticipate and allow for flexibility in
contractual terms, to facilitate business needs. In the event that terms conflict in an
offer and acceptance between merchants, the UCC allows “gap fillers” to complete
the terms of the contract without need for the contract to be rewritten or for
formal dispute resolution. Moreover, businesses rely on the rule of law to help them
enforce contracts against contractors who fail to perform.

Additionally, because we have a rule of law system, employers know the rules of the
game regarding their relationship to employees, and employees know the rules
with respect to their obligations to employers. Likewise, business partners,
members of boards of corporations, and members of limited liability companies all
know what is expected of them in their roles vis-a-vis the business and other people
within their organizations. When someone does something that is not permitted,
there is legal recourse.

1.4 Importance of Rule of Law to Business 30



Chapter 1 Introduction to Law

The rule of law also provides protection for property. Imagine if we did not have
protection for nontangible property, such as intellectual property like trade secrets,
trademarks, or copyrights. It would be very difficult to protect this type of property
if we did not know the rules of the game. People would not have the incentive to
create or share new intellectual property if they had no reasonable expectation of
being able to protect it or of being rewarded for their creations. Likewise, the rule
of law allows us to protect tangible property without having to go to extraordinary
measures. For instance, if we had no rule of law system to convey and maintain
legal ownership to us for our real or personal property, we might be forced to hire
expensive private security forces to guard our property when we could not be there
to physically protect it ourselves.

Businesses also rely on the rule of law to govern their debtor and creditor
relationships. And, if financial matters do not go as anticipated, our legal system
allows businesses to ask the court for protection from creditors under our
bankruptcy law. This allows businesses to protect their property from creditor
repossessions or foreclosures while they get back on track financially.

The rule of law also protects people from businesses. For example, Congress has
enacted antitrust legislation that prevents certain anticompetitive practices, such
as colluding and price fixing. Additionally, businesses are prohibited from using
deceptive advertising and are held responsible when they manufacture or sell
defective products that cause injury.

The rule of law also protects businesses from government. Since everyone is subject
to the rule of law, this means that government itself may not overextend its reach
when regulating or investigating businesses. Government must play by the rules,
too. For example, imagine that our government could do anything, without any
limits or jurisdictional restraints. A business operating in such a climate might find
itself subject to government closure on a whim, or excessive taxes, or requirements
to pay bribes to gain permits to do business. Our rule of law system prevents such
abuses.

Without a rule of law system, people would have to exact satisfaction for the
wrongs committed against them on their own. They would have to physically
protect their own property. This would lead to a breakdown in social structure, and
it would result in vigilante justice and physical strength playing primary roles in
dispute resolution.
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KEY TAKEAWAYS

The rule of law system in the United States sets the rules of the game for
doing business. It creates a stable environment where plans can be made,
property can be protected, expectations can exist, complaints can be made,
and rights can be protected. Violation of the law can result in penalties. The
rule of law protects business, protects consumers from harmful business
practices, and limits government from engaging in abusive practices against
businesses.

EXERCISES

1. Have you ever played a game in which you did not know all the rules?
Have you ever tried to speak a language in which you weren’t fluent?
What was the outcome?

2. What incentive or motivation would exist to work for your employer if
you were not certain that you would be paid for your efforts and your
time? What incentive would you have to invent something new, create a
work of art, or write a book if you had no legal expectation that you
would be able to protect your creation?

3. Imagine that you are an entrepreneur. What type of business would you
open? Would you know what types of permits were required to conduct
your business and which government entities had jurisdiction over your
business? If not, how could you find out?

4. What would business be like in a land without any rule of law system? Be
specific.
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1.5 How Law Affects Business Disciplines

LEARNING OBJECTIVES

1. Identify the relevance of law to business disciplines.

2. Understand the relevance of law to the study of business.

3. Identify how the rule of law protects people from harmful business
practices.

Foundational courses taken by undergraduate business students usually include
accounting, finance, management, and marketing. An understanding of the legal
environment of business is relevant—indeed, essential—to functioning well within
each of those disciplines. Additionally, a solid understanding of the legal
environment can help avoid liability or at least minimize risk. In business, it is not
enough to comport yourself and your business ethically. You must also ensure that
you understand the legal environment in which you are working. Therefore, it is
important to you, to your employer, and to all the other people who may be relying
on your business expertise—such as your employees and your family—to
understand the legal environment. Such an understanding will help you avoid or
lessen the likelihood of liability exposure, enabling you to manage your business
affairs successfully, unhampered by unmanaged legal liability risks. This section
provides some examples of how law affects specific business disciplines.

During the last several years, accountants have been in the limelight due to
culpable behavior of some members of the profession during well-known business
scandals, such as Enron. Largely as a result of the fallout from the Enron case,
Congress passed the Sarbanes-Oxley Act (SOX) of 2002, which imposed stringent
oversight requirements on accounting and auditing firms. The requirements seek to
ensure competence, compliance with security laws, and conduct consistent with
generally accepted accounting principles.

Of course, the Enron scandal and SOX were both fairly dramatic examples of how
law can affect accounting. Other ways in which law affects this discipline are
through regulation. For example, the U.S. Securities and Exchange Commission’s
(SEC) mission is to protect investors and to maintain a fair market, among other
things. Accordingly, the SEC enforces accounting and auditing policies to allow
investors to make decisions based on accurate information. The SEC pursues
charges of accounting fraud and oversees private regulation of the accounting
profession.
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The law also affects finance. Like accounting professionals, many who work in
finance are also regulated by the SEC. The SEC is concerned that investors receive
accurate information to make investment decisions. Moreover, the SEC enforces
prohibitions against insider trading and pursues claims of other types of securities
fraud, such as Ponzi schemes®”.

Similarly, several statutes protect consumers in financial transactions. For example,
the Truth in Lending Act (TILA)*® requires lenders to accurately provide
information concerning the costs involved in offers of credit. TILA and its
corresponding Regulation Z*° are administered by federal banking agencies.

Law also affects those in management. For instance, knowledge of employment law
is essential to those in human resources. Title VII of the Civil Rights Act*’
prohibits discrimination related to protected characteristics in hiring and
employment practices. Those in management also must be aware of the potential
liability that demands on employees might create. For example, in Oregon,
McDonald’s was found to be liable for injuries resulting when an off-duty, off-
premises worker fell asleep while driving.Faverty v. McDonald’s, 892 P.2d 703 (Or. Ct.
App. 1995). The employee had worked three shifts during a twenty-four-hour
period. The court held that employers have a duty to avoid conduct that creates a
foreseeable risk of harm to others.

If your field is marketing, the law also relates to your work. Marketers must be
particularly attuned to tort law, consumer protection law, and intellectual property
law. For example, to avoid charges of libel, those in advertising need to take care
not to defame another person, business, or product. It might be tempting to do so,
especially if you were engaged in serious competition with another company that
sold a similar product. Likewise, marketers must take great care not to engage in
deceptive advertising practices, lest their employer run afoul of the Federal Trade
Commission’s (FTC)*' policies or the FTC Act. Additionally, marketers must be

38. A federal statute that requires | aware of other people’s intellectual property to avoid copyright or trademark

lenders to provide accurate N . .
. ) . infringement in their own work product.
information concerning costs

involved in offers of credit.

37. A type of investment fraud
similar to a pyramid scheme.

39. The regulation that These are a few examples of how the law relates to specific business disciplines. Of
implements the Truth in course, this is just an overview. It is incumbent on each business professional to
Lending Act. become familiar with the legal environment in his or her profession. Employers

40. The act that prohibits may provide training regarding legal environment issues, such as anti-sexual
discrimination related to harassment training or anti-insider trading training, but ultimately, becoming

protected characteristics in
hiring and employment
practices.

familiar with the legal environment is each person’s individual responsibility.
Remember that a defense of “I didn’t know the law!” is no defense at all.

41. A federal agency that protects
consumers.
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KEY TAKEAWAYS

The law is relevant to every business discipline. Minimizing liability
exposure is a primary concern of business, and an understanding of the legal
environment relevant to each disciplinary perspective helps business
practitioners minimize their risk of incurring liability to themselves or to
their employers.

EXERCISES

1. Which business discipline is your favorite? Find a newspaper article that
illustrates a legal problem pertaining to that discipline that could have
been avoided with a better understanding of the legal environment of
business.

2. How can employers use knowledge of the legal environment of business
to minimize liability exposure? Identify three concrete ideas.

3. How can employers stay current with the legal environment of
business? For example, how would other employers in Oregon find out
about the case of the off-duty, off-premises worker mentioned in this
section? If you were an employer in Oregon, how might this case change
your business practices?

4. Do you think that if employers train their employees how to behave on
the job, those employers should be absolved from legal liability resulting
from employees’ actions? For example, imagine that an employer
provides training to its employees regarding how to avoid sexual
harassment in the workplace, but an employee ignores the training and
sexually harasses a colleague. Should the employer bear liability in that
situation? Why or why not?
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1.6 Concluding Thoughts

This chapter provides an introduction to the legal environment of business.
Knowledge of the legal environment of business is essential to successful business
practices. This involves understanding what the law is, where it comes from, and
specifically how it relates to business. Moreover, different philosophies of law exist.
Approaching a problem from different perspectives allows for multiple outcomes to
be explored. Additionally, when people approach the same problem from different
legal philosophies, reasonable minds can disagree on the outcome. Familiarity with
government structure and an understanding of rule of law are essential to
successful business operations. Ultimately, businesspeople should be able to
recognize legal situations, minimize liability exposure, and know when to consult
an attorney.

As you embark on your study of the legal environment, try to remain oriented. Ask
yourself questions like “Where does this piece of law fit in the business world?” and
“Why is it important for me to know this?” Studying the law can, at times, seem like
studying pieces of a very large jigsaw puzzle. You may not immediately see how
individual pieces fit together, but with protracted study of law, it will become clear.
Often, with that understanding, the depth of law becomes apparent.

Additionally, it is very helpful if you try to find contemporary examples of the
concepts that are discussed in this book. When surfing the Internet, watching
movies, or reviewing current events, try to “issue spot.” In other words, try to
identify the legal issue raised by the particular problem presented. Try to figure out
which jurisdiction would have authority over the issue. State government? Federal
government? Both? Try to determine which type of law would control or be
determinative of the outcome. Is it a statutory issue? A constitutional issue? A
regulatory issue?

Also, try to ask yourself why the dispute was raised. Will the parties involved be
able to work it out on their own? If not, why not? Has the issue entered into
litigation? How could the issue have been avoided with better planning and greater
familiarity with the legal environment?

This little game can give you practice in orienting yourself as you gain footing in
the study of law and the legal environment of business. We wish you every success
in your course!
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The Court System

LEARNING OBJECTIVES

After reading this chapter, you should have a thorough understanding of the
U.S. court system and how it affects the conduct of businesses and
individuals. Specifically, you should be able to answer the following
questions:

What role does each of the three branches of government play?

How do the other two branches of government balance the judiciary?
How are the state and federal courts structured?

What are the primary differences between trial and appellate courts?
How does the Supreme Court do its work?

o P

As you now know, laws are meaningless if they are not enforced. Companies have to
make a barrage of decisions daily, from product development to marketing to
strategies to maintain growth, but most of these are based on sound business
acumen rather than legal requirements. If a company does violate a law, however, it
must be held accountable. Typically, that accountability comes in the form of a
lawsuit heard in court. Whether a suit is brought by a supplier, customer, employee,
shareholder, or other stakeholder, litigation is a fact of life for companies. As future
business professionals, being familiar with our court system will lay the foundation
for your understanding of the litigation process.
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2.1 The Third Branch

1. Created by Article I of the
Constitution at the federal

level, this branch is responsible

for drafting laws.

2. Created under Article II of the
Constitution, this is another
name for the office of the
president and its related
agencies.

3. Created by Article III of the
Constitution and by various
state constitutions and laws,
this is the branch of
government dedicated to the
administration of justice.

LEARNING OBJECTIVES

Understand the constitutional basis for the judicial branch.

Explore the differences among the three branches of government.

Learn about the chief justice’s role in judicial administration.

Explore the concept of judicial review.

Become familiar with how the other two branches check and control the
judiciary.

QO = W N =

Under the federal Constitution, power is separated among three branches of
government. Article I of the Constitution allocates the legislative' power to
Congress, which is composed of the House of Representatives and the Senate.
Congress makes laws and represents the will of the people in doing so. Article II of
the Constitution creates the executive® power in the president and makes the
president responsible for enforcing the laws passed by Congress. Article III of the
Constitution establishes a separate and independent judiciary®, which is in charge
of applying and interpreting the meaning of the law. The U.S. Supreme Court sits at
the top of the federal judiciary as the supreme court of the land. There are nine
judges on the Supreme Court. (See Figure 2.1 "The U.S. Supreme Court in 2009".)
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2.1 The Third Branch

Figure 2.1

Justice Stevens has since retired and was replaced by Justice Kagan in 2010.

Source: Photo courtesy of Steve Petteway, Collection of the Supreme Court of the United States,
http://en.wikipedia.org/wiki/File:Supreme_Court US_2009.jpg.

The Constitution is remarkably short in describing the judicial branch. The
president, under Article II, has the power to nominate judges with the advice and
consent of the Senate. Article I1I also provides the following: “The judicial power of
the United States, shall be vested in one Supreme Court, and in such inferior courts
as the Congress may from time to time ordain and establish. The judges, both of the
supreme and inferior courts, shall hold their offices during good behaviour, and
shall, at stated times, receive for their services, a compensation, which shall not be
diminished during their continuance in office.” Under the Constitution, therefore,
there are only two requirements to becoming a federal judge: nomination by the
president and confirmation by the Senate. There are no age, citizenship, or
qualification requirements. If the president wanted to, he could nominate any
reader of this book as a federal judge. Additionally, the Constitution guarantees that
judges are relatively free from political interference by providing them with
lifetime tenure and a salary that cannot be reduced.

39


http://en.wikipedia.org/wiki/File:Supreme_Court_US_2009.jpg

Chapter 2 The Court System

4. The agency responsible for

rent, payroll, budget, and other
administrative matters relating

to the functioning of the
federal judiciary.

5. A federal agency dedicated to

conducting research on judicial

administration and providing
judicial education.

6. The commission created by
Congress to explore ways to

establish uniformity in federal

criminal sentencing.

7.1n the U.S. Supreme Court, the

representative of the judicial
branch to other branches and

the administrative head of the

judiciary.

8.In the U.S. Supreme Court, one

of the eight regular members
of the Court.

2.1 The Third Branch

It is commonly accepted that the three branches of government are coequal, but in
reality they are very different. The judiciary is the only unelected branch of
government and is therefore the most mysterious. Although many Americans know
who the president is, and many are familiar with their representatives in Congress,
very few know the names of the judges who sit on the Supreme Court or any lower
court. When politicians run for Congress or president, they spend months
campaigning, begging voters to look into their eyes and trust them enough to cast
their votes. Since judges are not elected, the vast majority of Americans cannot
associate them with a face. Indeed, many visitors to the Supreme Court building in
Washington, DC, routinely come face-to-face with a justice and don’t realize it.

The three branches also consume vastly different resources in serving the public,
with the entire federal court system consuming less than two-tenths of 1 percent of
the federal budget. The political branches capture the public imagination with
monuments and landmarks (Air Force One, the White House, the Capitol), while the
federal judiciary works in relative anonymity. (All federal judges, for example,
travel commercially and do not have access to government-owned planes.) Finally,
the judiciary is designed to be the most remote branch from the people. In addition
to being unelected, federal judges have life tenure and can be removed from office
only through impeachment. They also tend to be in public office far longer than
politicians. While the United States has had forty-four presidents and more than
two thousand members of Congress, Chief Justice John Roberts is only the
seventeenth chief justice. Roberts was only fifty years old when he became chief
justice and will likely be chief justice for many decades to come, certainly long after
his nominating president, George W. Bush, has faded from public life.

When we speak of the “federal judiciary,” we are referring to a very small entity
compared to other federal bureaucracies. The Supreme Court (the building, justices,
and staff) is one part of the federal judiciary. The district and appellate courts
(described later in this chapter) are another part, and they also comprise judges and
staff (although these courts do not own their own buildings; rather, all courts other
than the Supreme Court are rented from other branches of the government). The
Administrative Office’ of the United States Courts runs the day-to-day issues for
all the courts, such as payroll and rent. A second component of the judiciary is the
Federal Judicial Center’, an agency dedicated to conducting research on judicial
administration and providing judicial education. A third component is the United
States Sentencing Commission (USSC)°, established by Congress to make
recommendations on how to establish uniformity in federal criminal sentencing. In
addition to his responsibilities in hearing cases and writing opinions, the chief
justice’ oversees the overall operation of the federal courts and represents the
courts to the other branches of government. When it comes to hearing and deciding
cases, however, the chief justice is “first among equals”: he has no more power than
any of the other justices, known as associate justices®.
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In that capacity, the chief justice traditionally releases an annual report on the
judiciary. Since becoming chief justice in 2005, Chief Justice Roberts (Figure 2.2
"Chief Justice John G. Roberts") has focused his annual reports on judicial pay.
Although judicial salaries cannot be reduced, years have passed since Congress
approved a cost-of-living increase for judges. District court judges are currently
paid $169,300 (the same salary as members of Congress), while circuit court judges
are paid $179,500. Supreme Court justices earn $208,100, and the chief justice earns
$217,400. While this may seem like a lot of money, it’s important to keep in mind
that the integrity of the judicial system depends on attracting the very best lawyers
to join the bench. Lawyers of that caliber are also in high demand in private law
firms, where they can earn many times more than what judges earn. As a result,
high-quality lawyers who otherwise may serve the country by becoming judges
never even consider joining the bench. As you can see from Note 2.11 "Hyperlink:
Excerpt from 2008 Year-End Report to Congress", there is a risk, the chief justice
believes, that the pool of judicial talent may be limited to less-than-the-best lawyers
or those who are independently wealthy.

Figure 2.2

Source: Photo courtesy of the Supreme Court of the United States, http://en.wikipedia.org/wiki/File:File-
Official_roberts C] cropped.jpg.
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Hyperlink: Excerpt from 2008 Year-End Report to
Congress

http://www.supremecourt.gov/publicinfo/year-end/2008year-endreport.pdf

[ suspect many are tired of hearing it, and I know I am tired of saying it, but I
must make this plea again—Congress must provide judicial compensation that
keeps pace with inflation. Judges knew what the pay was when they answered
the call of public service. But they did not know that Congress would steadily
erode that pay in real terms by repeatedly failing over the years to provide
even cost-of-living increases.

Last year, Congress fell just short of enacting legislation, reported out of both
House and Senate Committees on the Judiciary, that would have restored cost-
of-living salary adjustments that judges have been denied in past years. One
year later, Congress has still failed to complete action on that crucial remedial
legislation, despite strong bipartisan support and an aggregate cost that is
miniscule in relation to the national budget and the importance of the
Judiciary’s role. To make a bad situation worse, Congress failed, once again, to
provide federal judges an annual cost-of-living increase this year, even though
it provided one to every other federal employee, including every Member of
Congress. Congress’s inaction this year vividly illustrates why judges’ salaries
have declined in real terms over the past twenty years.

Our Judiciary remains strong, even in the face of Congress’s inaction, because of
the willingness of those in public service to make sacrifices for the greater
good. The Judiciary is resilient and can weather the occasional neglect that is
often the fate of those who quietly do their work. But the Judiciary’s needs
cannot be postponed indefinitely without damaging its fabric. Given the
Judiciary’s small cost, and its absolutely critical role in protecting the
Constitution and rights we enjoy, I must renew the Judiciary’s modest petition:
Simply provide cost-of-living increases that have been unfairly denied! We have
done our part—it is long past time for Congress to do its.
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The Supreme Court is a well-known institution today,

but it wasn’t always that way. When the Court first met, gure 2.3 U.S. Supreme
many of the justices (then appointed by George Court

Washington) couldn’t travel in time for the Court’s
opening day, so the session was dismissed. For the first
three years of its existence, the Court heard no cases of
any importance. John Jay, the first chief justice, traveled
to Europe while he was chief justice to negotiate the Jay
Treaty with Great Britain. While there, he won election
as governor of New York. He was reappointed as chief
justice by President Washington and confirmed by the ¢ Thinkstock

Senate but declined to return to the Court, citing the

Court’s lack of energy, weight, and dignity as part of his

reasoning. It wasn’t until John Marshall became the

fourth chief justice (a position he held for a record

thirty-four years) that the Supreme Court firmly established itself as a separate and
coequal branch of government. The Supreme Court did not even get its own
building until 1932, years after the nation’s capital was established in Washington,
DC. Before then, it met in the basement of the old Senate building to hear cases.
When William Taft (the only president who also served as a Supreme Court justice)
became chief justice, he persuaded Congress to appropriate funds, and the Court
finally got its own building in Washington, DC (see Figure 2.3 "U.S. Supreme

Court").

————

Hyperlink: Supreme Court Virtual Tour

http://supremecourt.c-span.org/VirtualTour.aspx

The Supreme Court building, located at 1 First Street, is an impressive marble
building that sits at the northern border of Washington, DC’s, famous plaza. It is
open year-round and is free to visit. If you have not been there, you can use the
link to take a virtual tour of the entire building, inside and out, courtesy of C-
Span.

The Supreme Court’s early malaise can partially be attributed to the problem that
no one really had a good idea of what the Supreme Court was supposed to do. There
were few cases of tremendous national importance in the new republic, and a
quirky tradition known as “riding circuit” meant that the Supreme Court justices
also acted as lower appellate court judges, thus making their work at the Supreme
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9. The power of courts to declare
legislative or executive acts
unlawful.
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Court somewhat duplicitous. The Constitution simply states that the judicial power
of the United States is vested in the Supreme Court, without expounding what that
means. It wasn’t until 1803 that the modern role of the Supreme Court began to
emerge.

In 1800, the presidential election between John Adams and Thomas Jefferson nearly
tore the country apart. The election was bitter, partisan, and divisive. Jefferson won
but wasn’t declared the winner until early in 1801. In the meantime, Adams and
other Federalists in Congress attempted to leave their mark on government by
creating a slate of new life-tenured judgeships and appointing Federalists to those
positions. For the judgeships to become effective, certain paperwork (known as
commissions) had to be delivered in person to the new judges. At the time power
transitioned from Adams to Jefferson, several commissions had not been delivered,
and Jefferson ordered his acting secretary of state to stop delivering them. When
Jefferson came to power, there was not a single judge from his Democratic-
Republican Party sitting on the bench, and he wasn’t keen on expanding the
Federalist influence on the bench any further. One Federalist judge, William
Marbury, sued the secretary of state, James Madison, to deliver his commission. The
case was filed in the Supreme Court, led by Chief Justice John Marshall (Figure 2.4
"Chief Justice John Marshall"). Marshall himself was a Federalist and had served as
Adams’s secretary of state, so he understood how political the case was and how he
stood to be accused of bias if he ruled the wrong way. In a shrewd and calculated
move, he ultimately ruled against Marbury but at the same time declared that it was
the Supreme Court’s role to decide the meaning of the Constitution. This is called
judicial review’, and it makes the U.S. Supreme Court the most powerful judicial
body in the world. The following is from Marbury v. Madison: “It is emphatically the
province and duty of the Judicial Department to say what the law is. Those who
apply the rule to particular cases must, of necessity, expound and interpret that
rule. If two laws conflict with each other, the Courts must decide on the operation
of each.”Marbury v. Madison, 5 U.S. 137 (1803).
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Chief Justice Marshall did not invent judicial review; it is
a feature of most common-law countries and as a Figure 24 Chief Justice John
concept goes back centuries. He did, however, Marshall
institutionalize judicial review at the U.S. Supreme
Court at a time when there was great uncertainty about
the Court’s future role in government. While all three
branches are bound to uphold the Constitution, on all
matters relating to the meaning of the Constitution, the
Supreme Court has the final say.

After Marbury v. Madison, it took the Supreme Court
nearly sixty years to again use the power of judicial
review to strike down legislation. The case was Dred
Scott v. Sanford,Dred Scott v. Sanford, 60 U.S. 393 (1857).
and it involved a slave who traveled with his owner,a  s5,c.: photo courtesy of the U.s.
doctor in the army, to many states including free states  Department of State,

(Figure 2.5 "Dred Scott"). Dred Scott filed suit for his http://www.flickr.com/photos/
freedom, and the case ended up before the Supreme statephotos/26727/62¢
Court. In what many commentators call the Supreme

Court’s “self-inflicted injury,” the Court, in an opinion

written by Chief Justice Roger Taney, used judicial

review to overturn the Missouri Compromise and held that Dred Scott was not a
person under the Constitution and therefore could not file suit. The decision
hastened the country into Civil War, and it took years for the Supreme Court to
recover its standing with the public.

Judicial review means that any federal court can hold
any act of the president or the Congress to be
unconstitutional. It is a power that rests with each of
the more than eight hundred federal judges, from the
trial courts through the appellate courts. It is an
extraordinary power in a democracy, as an unelected
life-tenured person or group of persons overturns the
acts of a popularly elected branch of government.
Rather than give rise to judicial tyranny, however, our
system of checks and balances ensures that the other
two branches also play a critical role in “checking” the
judiciary.

Figure 2.5 Dred Scott

Source: Photo courtesy of the
Missouri Historical Society,

Take, for example, the executive branch. The president
can control the judiciary by making careful judicial
selections. The power of the president to name federal
judges is absolute—he is not required to consult with
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any other individual in making his choice. As a matter

of custom, presidents have traditionally looked to http://en.wikipedia.org/wiki/
senators to provide names of judicial candidates for File:DredScott.jpg.

consideration, and some presidents are more willing

than others to defer to the advice of aides and advisors.

For much of the nation’s history, the Senate routinely

confirmed the president’s choices. President Reagan’s nomination of Robert Bork in
1987 changed that tradition forever. Alarmed Democrats grilled Bork in
confirmation hearings and ultimately declined to confirm him, setting the stage for
a new breed of confirmation hearings where senators try to ascertain not just the
nominee’s character but also how he or she will judge certain issues. Judicial
nominees, especially to the Supreme Court, are under so much scrutiny now that
sometimes even the president’s own party will turn against a nominee. This
happened to President George W. Bush when he named his close friend Harriet
Miers to fill a vacancy left by Justice Sandra Day O’Connor’s retirement. Alarmed at
her lack of judicial experience and record on conservative judicial issues,
Republicans urged the president to reconsider his choice, and Ms. Miers eventually
withdrew as a nominee.

Presidents hope, and believe, that their selections reflect their own ideologies and
beliefs. Federal judges are notoriously independent, however, and many
demonstrate little hesitance to overrule their nominating president if they believe
it necessary to do so. Several presidents have been disappointed in their nominee as
they watched the judge move away from his or her earlier political roots. For
example, President Eisenhower, a Republican, nominated Earl Warren as chief
justice. Warren would later transform the civil rights landscape with a series of
decisions, leading Eisenhower to describe nominating Warren as “the biggest
damned fool mistake I ever made.”John Fox, “Biographies of the Robes: Earl
Warren,” PBS, December 2006, http://www.pbs.org/wnet/supremecourt/
democracy/robes warren.html (accessed August 22, 2010). President Nixon, a
Republican, placed Harry Blackmun on the Supreme Court, only to see Blackmun
later move to the left and author Roe v. Wade,Roe v. Wade, 410 U.S. 113 (1973). the
principal decision legalizing access to abortion services. More recently, President
George H. W. Bush nominated David Souter to the Court on the belief that Souter
would be a reliable conservative. Souter quickly aligned himself with the liberal
wing of the Court.

In addition to nominating judges, the president serves as a check on the judiciary
by being the primary means of enforcing judicial decisions. Federal judges do not
control any police force and as such are unable to ensure their decisions are carried
out. That responsibility falls on the executive branch. No matter how much a
president may disagree with a judicial decision, it is a testament to our republican
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form of government, and the rule of law, that the president nonetheless faithfully

executes a federal court’s decision.

Hyperlink: The Little Rock Nine

http://www.npr.org/templates/story/story.php?storyld=14091050

Figure 2.6
Elizabeth Eckford
Ridis =7

Source: Photo courtesy of Will

Counts, http://en.wikipedia.org/
wiki/

File:Little Rock Desegregation 1

957.jpg.

After the Supreme Court handed down its seminal decision in Brown v. Board of
Education,Brown v. Board of Education, 347 U.S. 483 (1954). many Southern states
continued to resist desegregation. In Little Rock, Arkansas, the local NAACP
chapter enrolled nine students in Little Rock High School to begin with the fall
term in September 1957. Several segregationist groups protested, and Arkansas
governor Orval Faubus deployed Arkansas National Guard troops to stop the
students from entering the school. President Eisenhower reluctantly ordered
the 101st Airborne Division of the U.S. Army to Little Rock to ensure the
students could enroll and attend class. Click the link to listen to a story about
one of the students, Elizabeth Eckford (Figure 2.6 "Elizabeth Eckford"), who
tried to enroll in Little Rock High School that day.
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The Congress can also play an important role in “checking” the judiciary. The most
obvious role is in confirming judicial selections. In the last few years, judicial
confirmations have become a political battlefield, as activists on both the left and
right seek to block judicial nominees they view as being too radical. It’s not unusual
for some judicial candidates to wait years for their confirmation hearings. President
George W. Bush, for example, initially appointed Chief Justice Roberts to a court of
appeals judgeship in 2001, but he wasn’t confirmed until 2003, after Republicans
regained control of Congress in midterm elections. Similarly, the newest member of
the Supreme Court, Elena Kagan, was nominated for a federal appellate judgeship in
1999 by President Bill Clinton but was never confirmed due to Republican
objections to her nomination.

In addition to confirmation, Congress also controls the judiciary through its annual
budgetary process. Although the Constitution protects judicial salaries from any
reductions, Congress is not obligated to grant any raises. For several years, judges
have worked without cost-of-living raises. Although no one has seriously suggested
that Congress is withholding money from the courts in retaliation for judicial
decisions, some have observed that Congress would like to see the judicial branch
yield on some high-profile issues such as televising Supreme Court proceedings in
turn for pay raise consideration.

Finally, Congress can control the judiciary by determining how the courts are
organized and what kind of cases the courts can hear. After the 1800 presidential
election, for example, the newly elected Congress canceled the Supreme Court’s
term for the entire year while they reorganized the judiciary. More recently,
several conservative members of Congress have suggested splitting up the liberal-
leaning Ninth Circuit Court of Appeals on the West Coast, to reduce its influence.
The Constitution also gives Congress the authority to determine the courts’
jurisdiction. Congress has used this authority in the past to take away controversial
cases from judicial consideration. During Civil War Reconstruction, for example,
Congress passed a law taking away the Supreme Court’s jurisdiction to hear an
appeal from a newspaper publisher jailed for publishing articles opposing
Reconstruction.Ex parte McCardle, 74 U.S. 506 (1869). Recently, Congress did the
same thing, removing federal court jurisdiction from hearing appeals involving
detainees held at the military prison in Guantanamo Bay. In the recent past,
members of Congress have also introduced legislation prohibiting federal courts
from hearing cases about the public display of religion and flag burning or from
using any foreign law as support for their decisions.
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KEY TAKEAWAYS

The third branch (judicial branch) is the only unelected branch of
government. As such, it can sometimes appear remote or detached from the
American public. The judiciary is composed of federal courts, the
Administrative Office, the Federal Judicial Center, and the U.S. Sentencing
Commission. The chief justice has administrative responsibilities over these
agencies in addition to his adjudicatory duties. The judiciary comprises less
than two-tenths of 1 percent of the federal budget. In spite of this, judicial
pay is very low compared to pay in the private sector and is a source of
tension between the judiciary and the other branches of government.
Marbury v. Madison established the doctrine of judicial review, which allows
courts to determine the final validity of laws as well as the meaning of the
Constitution. Judicial review is an awesome power, and it is used sparingly.
The president can check the judiciary through appointments and the
enforcement of judicial decisions. The Congress can check the judiciary
through funding, administrative control of court calendars and funds, and
jurisdiction-stripping legislation.

EXERCISES

1. Do you believe that judicial review is a good thing for American
democracy? Why or why not?

2. How does the Constitution guarantee judicial independence? Do you
think judges have enough independence? Too much?

3. How much money do you think federal judges should be paid?

4. Do you believe that Congress should have the ability to remove cases
from federal courts? If so, what types of cases are appropriate for
removal?

5. What options does a president have if he disagrees with a federal court’s
opinion?

6. Should a federal court force desegregation on a community that is
overwhelmingly against it?
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2.2 Activists and Strict Constructionists

LEARNING OBJECTIVES

1. Explore the strict constructionist, or originalist, judicial philosophy.

2. Explore the judicial activist philosophy.

3. Learn about the modern origin of the divide between these two
philosophies.

4, Examine the evolution of the right to privacy and how it affects judicial
philosophy.

5. Explore the biographies of the current Supreme Court justices.

In the early years of the republic, judges tended to be much more political than
they are today. Many were former statesmen or diplomats and considered being a
judge to be a mere extension of their political activities. Consider, for example, the
presidential election of 1800 between John Adams and Thomas Jefferson. Even by
today’s heated standards of presidential politics, the 1800 election was bitter and
partisan. When Jefferson won, he was in a position of being president at a time
when not a single federal judge in the country came from his political party.
Jefferson was extremely wary of judges, and when the Supreme Court handed down
the Marbury v. Madison decision in 1803 declaring the Supreme Court the ultimate
interpreter of the Constitution’s meaning, Jefferson wrote that “to consider the
judges as the ultimate arbiters of all constitutional questions is a very dangerous
doctrine indeed, and one which would place us under the despotism of an
oligarchy.”Thomas Jefferson to William C. Jarvis, 1820, in The Writings of Thomas
Jefferson, ed. Andrew A. Lipscomb and Albert Ellery Bergh, Memorial Edition
(Washington, DC: Thomas Jefferson Memorial Association of the United States,
1903-4), 15:277, quoted in Eyler Robert Coates Sr., “18. Judicial Review,” Thomas
Jefferson on Politics & Government: Quotations from the Writings of Thomas Jefferson, 1999,
http://etext.virginia.edu/jefferson/quotations/jeff1030.htm (accessed September
24, 2010). A few years later, the first justice to be impeached, Samuel Chase, was
accused of being overly political. His impeachment (and subsequent acquittal)
started a trend toward nonpartisanship and political impartiality among judges.
Today, judges continue this tradition by exercising impartiality in cases before
them. Nonetheless, charges of political bias continue to be levied against judges at
all levels.

In truth, the majority of a judge’s work has nothing to do with politics. Even at the
Supreme Court level, most of the cases heard involve conflicts among circuit courts
of appeals or statutory interpretation. In a small minority of cases, however, federal
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10. Also known as originalists.

Politically conservative judges
who adhere to the view that
the Constitution should be
interpreted in light of its
original meaning when it was
adopted and that new rights
should be granted by the
legislative process rather than
through judicial review.

11. Jurists who subscribe to

12.

original meaning.

The view that the Constitution
should be interpreted in light
of what the Founding Fathers
meant when they wrote the
document.

judges are called on to interpret a case involving religion, race, or civil rights. In
these cases, judges are guided sometimes by nothing more than their own
interpretation of case law and their own conscience. This has led some activists to
claim that judges are using their positions to advance their own political agendas.

In general terms, judges are thought to fall into one of two ideological camps. On
the politically conservative right, judges are described as either strict
constructionists'® or originalists''. Judges who adhere to this philosophy believe
that social change is best left to the politically elected branches of government. The
role of judges is therefore to strictly interpret the Constitution, and nothing more.
Strict constructionists also believe that the Constitution contains the complete list
of rights that Americans enjoy and that any right not listed in the Constitution does
not exist and must be earned legislatively or through constitutional amendment.
Judges do not have the power to “invent” a new right that does not exist in the
Constitution. These judges believe in original meaning'?, which means
interpreting the Constitution as it was meant when it was written, as opposed to
how society would interpret the Constitution today. Strict constructionists believe
that interpreting new rights into the Constitution is a dangerous exercise because
there is nothing to guide the development of new rights other than a judge’s
individual conscience. Justice Antonin Scalia, appointed by Ronald Reagan to the
Supreme Court in 1984, embodies the modern strict constructionist.
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Hyperlink: Justice Antonin Scalia

Figure 2.7

Source: Photo courtesy of Steve
Petteway, Collection of the
Supreme Court of the United
States, http://en.wikipedia.org/
wiki/

File:Antonin_Scalia, SCOTUS ph
oto_portrait.jpg.

http://www.cbsnews.com/stories/2008/04/24/60minutes/main4040290.shtml

In 2008, Justice Antonin Scalia (Figure 2.7 "Justice Antonin Scalia") sat down
with 60 Minutes to discuss a new book he wrote and his originalist judicial
philosophy. Click the link to watch a portion of this fascinating interview with
one of the most powerful judges in the country.

On the politically liberal left are judges who are described as activist. Judicial
activists'’ believe that judges have a role in shaping a “more perfect union” as
described in the Constitution and that therefore judges have the obligation to seek
justice whenever possible. They believe that the Constitution is a “living document”
and should be interpreted in light of society’s needs, rather than its historical
13. Judges who adhere to the view | meaning. Judicial activists believe that sometimes the political process is flawed and
that the Constitution is a living |}, majority rule can lead to the baser instincts of humanity becoming the rule of

document that should adapt . . . . . .
and change with the times. law. They believe their role is to safeguard the voice of the minority and the
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oppressed and to deliver the promise of liberty in the Constitution to all Americans.
Judicial activists believe in a broad reading of the Constitution, preferring to look at
the motivation, intent, and implications of the Constitution’s safeguards rather
than merely its words. Judicial activism at the Supreme Court was at its peak in the
1960s, when Chief Justice Earl Warren led the Court in breaking new ground on civil
rights protections. Although a Republican, and nominated by Republican President
Eisenhower, Earl Warren became a far more activist judge than anyone anticipated
once on the Supreme Court. Chief Justice Warren led the Court in the desegregation
cases in the 1950s, including the one affecting the Little Rock Nine. The
“Miranda”Miranda v. Arizona, 384 U.S. 436 (1969). warnings—familiar to nearly every
American who has ever seen a police show or movie—come from Chief Justice
Warren, as does the fact that anyone who cannot afford an attorney has the right to
publicly funded counsel in most criminal cases.

The modern characterization of judges as politically
motivated can be traced to the Great Depression.
Against cataclysmic economic upheaval, Americans
voted for Franklin D. Roosevelt (Figure 2.8 "President
Franklin Roosevelt") in record numbers, and they
delivered commanding majorities in both the Senate
and House of Representatives to his Democratic Party.
President Roosevelt vowed to alter the relationship
between the people and their government to prevent
the sort of destruction and despair wreaked by the
Depression. The centerpiece of his action plan was the
New Deal, a legislative package that rewrote the role of
government, vastly increasing its size and its role in
private commercial activity. The New Deal brought
maximum working hours, the minimum wage, mortgage source: Photo courtesy of the U..
assistance, economic stimulus, and social safety nets Library of Congress,

such as Social Security and insured bank deposits. http://loc.gov/pictures/
Although the White House and the Congress were in resource/cph Jc17121.
near-complete agreement on the New Deal, the Supreme

Court was controlled by a slim majority known as the

“Four Horsemen of the Apocalypse” because of their

dire warnings of the consequences of economic regulation. Three justices known as
the “Three Musketeers”—]Justice Brandeis, Justice Cardozo, and Justice
Stone—opposed the Four Horsemen. In the middle sat two swing votes. The Four
Horsemen initially prevailed, and one by one, pieces of President Roosevelt’s New
Deal were struck down as unconstitutional reaches of power by the federal
government. Frustrated, President Roosevelt devised a plan to alter the makeup of
the Supreme Court by increasing the number of judges and appointing new justices.
The “court-packing plan” was never implemented due to the public’s reaction, but
nonetheless, the swing votes on the Supreme Court switched their votes and began

Figure 2.8
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upholding New Deal legislation, leading some historians to label their move the
“switch in time that saved Nine.” During the public debate over the Supreme
Court’s decisions on the New Deal, the justices came under constant attack for being
politically motivated. The loudest criticism came from the White House.

Hyperlink: Fireside Chats

http://millercenter.org/scripps/archive/speeches/detail /3309

One of the hallmarks of FDR’s presidency was his use of the radio to reach
millions of Americans across the country. He regularly broadcast his “fireside
chats” to inform and lobby the public. In this link, President Roosevelt
complains bitterly about the Supreme Court, claiming that “the Court has been
acting not as a judicial body, but as a policy-making body.” Do modern
politicians make the same accusation?

The abortion debate is a good example of the politically charged atmosphere
surrounding modern judicial politics. Strict constructionists decry Roe v. Wade as an
extremely activist decision and bemoan the fact that in a democracy, no one has
ever had the chance to vote on one of the most socially controversial and divisive
issues of our time. Roe held that a woman has a right to privacy and that her right to
privacy must be balanced against the government’s interest in preserving human
life. Within the first trimester of her pregnancy, her right to privacy outweighs
governmental intrusion. Since there is no right to privacy mentioned in the
Constitution, strict constructionists believe that Roe has no constitutional
foundations to stand on.

Roe did not, however, declare that a right to privacy exists in the Constitution. A
string of cases before Roe established that right. In 1965 the Supreme Court
overturned a Connecticut law prohibiting unmarried couples from purchasing any
form of birth control or contraceptive.Griswold v. Connecticut, 381 U.S. 479 (1965).
The Court reasoned that the First Amendment has a “penumbra of privacy” that
must include the right for couples to choose if and when they want to have
children. Two years later, the Supreme Court found a right to privacy in the due
process clause when it declared laws prohibiting mixed-race marriages to be
unconstitutional.Loving v. Virginia, 388 U.S. 1 (1967). As a result of these decisions
and others like them, the phrase “right to privacy” today is widely accepted as a
form of litmus test for whether a judge (or judicial candidate) is a strict
constructionist or activist.
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Video Clip: A Question of Ethics: The Right to Privacy and
Confirmation Hearings

(click to see video)

Since federal judges are appointed for lifetime, the turnover rate for federal
judgeships is low. Recently, the Supreme Court went through an eleven-year period
without any changes in membership. In the last five years, however, four new
justices have joined the Court. First, John Roberts was nominated by George W.
Bush in 2005 to replace retiring Justice Sandra Day O’Connor. President Bush did
not have the opportunity to nominate anyone to the Supreme Court during his first
term as president, and John Roberts’s nomination was viewed widely as a smart
move to place on the Court a young, smart, and popular judge with solid Republican
credentials. (Roberts began his legal career as an attorney with the Reagan
administration.) Before the Senate could confirm Roberts, however, Chief Justice
Rehnquist died of thyroid cancer while still in office. President Bush withdrew his
nomination and renominated John Roberts as chief justice, which the Senate
confirmed. President Bush then began looking for a nominee to replace Justice
O’Connor. His first nominee was a close personal friend, Harriet Miers. Selecting
Miers allowed him to replace a woman with a woman, something important to First
Lady Laura Bush. More importantly, the president felt that Miers, a born-again
Christian, would comfortably establish herself as a solid judicial conservative.
Others in the Republican Party, however, were nervous about her nomination given
her lack of judicial experience. (Miers had never been a judge.) Keen to avoid
another situation in which a conservative president nominated a judge who turned
out liberal, as was the case with President George H. W. Bush’s nomination of David
Souter, key lawmakers put enough pressure on Miers that she withdrew her
nomination. For his second nominee, President George W. Bush selected Samuel
Alito, a safe decision given Alito’s prior judicial record. Although he has been on the
Court for only a few years, most legal observers believe Alito’s nomination is critical
in moving the Court to the political right, as Alito has demonstrated himself to be
more ideological in his opinions than the pragmatic O’Connor. In his first term as
president, President Barack Obama has had the opportunity to name two justices to
the Supreme Court: Sonia Sotomayor in 2009 to replace David Souter and Elena
Kagan in 2010 to replace John Stevens. Both nominations are widely regarded as not
moving the Court too much in either direction in terms of activism or originalism.
There are now three women on the Supreme Court, a historical record.
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Hyperlink: Biographies of the Current Supreme Court
Justices

http://www.supremecourt.gov/about/biographiescurrent.pdf

The Supreme Court today is more diverse than it ever has been throughout its
history. The hardworking men and women of the Court command respect from
the legal community both in the United States and abroad. Click the link to
explore their biographies.

KEY TAKEAWAYS

Judicial conservatives, also known as originalists or strict constructionists,
believe that the Constitution should be interpreted strictly, in light of its
original meaning when it was written. They believe that societal change,
especially the creation of new civil rights, should come from the political
process rather than the judicial process. Judicial liberals, also known as
judicial activists, believe that judges have a role to play in shaping a more
perfect union. They believe that the outcome of a case is paramount over
other considerations, including past precedent. Judicial activists are more
likely to find new civil rights in the Constitution, which they believe should
be broadly interpreted in light of modern society’s needs. The modern fight
over judicial conservatives and judicial liberals began with FDR’s New Deal
and his court-packing plan and continues to this day. The right to privacy is
a good example of the difference between judicial conservatives and judicial
liberals, and it is seen as a test to determine what philosophy a judge
subscribes to. After a long period of stability, membership in the Supreme
Court has changed substantially in the last three years with three new
members. The Court remains closely divided between judicial conservatives
and judicial liberals, with conservatives poised to control the Court’s
direction. Justice Anthony Kennedy, a moderate conservative, remains the
key swing vote on the Supreme Court.
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EXERCISES

1. Read Justice Stewart’s dissent in the Griswold case here:
http://www4.law.cornell.edu/supct/html/historics/

USSC CR 0381 0479 ZD1.html. Although he believes Connecticut’s law
is “uncommonly silly,” he nonetheless believes that it’s not
unconstitutional. Do you think that judges have an obligation to
overturn “uncommonly silly” laws?

2. Modern judicial confirmation hearings have been described as an
intricate dance between nominees and Senators, with the nominees
giving broad scripted answers that reveal little about their actual
judicial philosophy. Do you agree with this characterization? Do you
think any changes should be made to the confirmation process?

3. If you were president, what characteristics would you look for in
nominating federal judges?

4. If an elected legislature refuses to grant citizens a right to privacy, do
you believe it is appropriate for the courts to do so? Why or why not?

5. If a president believes that the Court has reached the wrong result,
should the president be able to change the Court by increasing its
numbers or forcing early retirement?
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2.3 Trial and Appellate Courts

14. The rules governing litigation
in civil cases.

15. The rules governing litigation
in criminal cases.

16. The authority of a court to
hear cases in a specific subject
area or matter.

LEARNING OBJECTIVES

Learn the differences between the state and federal constitutions.
Understand subject matter jurisdiction.

Explore the state and federal court systems.

Distinguish the work of trial and appellate courts.

SR .

In many American cities, you can find both a state and a federal courthouse. These
courts hear different types of cases, involving different laws, different law
enforcement agencies, and different judicial systems. The rules governing the
procedures used in these courts are known as civil procedure' or criminal
procedure’® and are sometimes so hard to understand they confound experienced
attorneys and judges. Nonetheless, as future business professionals, it’s important
for you to understand the general boundaries between state and federal courts.

Most people forget that there are actually fifty-one separate legal systems in the
United States: one federal and fifty in the states. Within each legal system is a
complex interplay among executive, legislative, and judicial branches of
government. The foundation of each of these systems of government is a
constitution. Some state constitutions are actually older than the federal
Constitution, while others are relatively new. The Massachusetts Constitution, for
example, was ratified in 1780, seven years before the federal Constitution. The
Montana Constitution, on the other hand, was adopted in 1972. In some states, state
constitutions remain vibrant and provide civil protections beyond the federal
Constitution. Several state Supreme Courts, for example, have interpreted their
various state constitutions as prohibiting treating gays and lesbians differently
when it comes to marriage under their “equal protection” provisions. Other state
supreme courts have interpreted their state constitutions to grant citizens the right
to choose the time and manner of their own death. Since these decisions are by
state supreme courts interpreting their own state constitutions, they are beyond
the reach or review of the federal Congress or federal courts. This dynamic power
sharing between state and federal governments is known as federalism and is a key
feature of our republican form of government.

To determine which court a case belongs in, lawyers look first to what the case is
about. The rules of subject matter jurisdiction'® dictate whether a case is heard in
federal or state court. Lawsuits involving state laws are generally heard in state
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17.

18.

19.

20.

21.

22.

23.

The legal process of
administering a deceased
person’s property.

A model statute that seeks to
provide uniformity to
contracts law among the
different states. It is not a law
until state legislatures adopt it
as law.

Any civil wrong, other than a
breach of contract.

Any case involving a federal
law or the federal Constitution
gives rise to subject matter
jurisdiction in federal courts.

A small category of cases, such
as lawsuits between states, that
allows the U.S. Supreme Court
to hear a case for a first time
rather than on appeal.

The power of federal courts to
hear a case based on state law
if all plaintiffs are from
different states than all
defendants and damages
claimed exceed seventy-five
thousand dollars.

The process of moving a case
from state court to federal
court under diversity
jurisdiction.

2.3 Trial and Appellate Courts

courts. Most criminal laws, for example, are state laws. There may be wide
differences among the states about what behavior constitutes criminal behavior.
Speed limits, for example, are different from state to state. Even serious crimes such
as murder or manslaughter, and possible defenses to those crimes, are defined
differently by the states. Domestic issues such as divorce and family law are also
handled at the state level. Some states make it very easy to marry (Nevada provides
an obvious example), while others define marriage differently. Some states permit
same-sex marriage, but most do not. Child custody and adoption laws are state
based. Property and probate'” laws are also based on state law. Laws related to the
transfer of property (including real estate), vehicle or watercraft ownership
registration, and the disposition of property after death are different depending on
what state you live in. The laws surrounding contracts are also passed at the state
level (although most are based on a common law called the Uniform Commercial
Code [UCC]*®). Finally, the law of torts'’ is state based. Torts are any civil wrong
other than a breach of contract and can cover a vast array of situations in which
people and businesses suffer legal injury. Some states are far friendlier toward torts
than others, and the resulting patchwork of tort laws means that companies that do
business across the country need to bear in mind the different standards they are
held to, based on what state their customers live in.

Given the wide array of subject areas regulated by state law, it’s not surprising that
for most individuals and businesses, their experience with courts is with state
courts. Nonetheless, cases do sometimes end up in federal court as well. Federal
court subject matter jurisdiction is generally limited to cases involving a federal
question”’—either the federal Constitution or a federal law. Cases involving the
interpretation of treaties to which the United States is a party are also subject to
federal court jurisdiction. In fact, any case involving the United States as a party is
properly litigated in federal court. Finally, in original jurisdiction®' cases (so called
because the Constitution specifically grants this jurisdiction), lawsuits between
states can be filed directly with the U.S. Supreme Court. Ongoing disputes between
Wyoming and Montana over the use of the Tongue and Powder rivers, for example,
were litigated in the Supreme Court in 2005.

Sometimes it’s possible for a federal court to hear a case involving a state law. These
cases are called diversity jurisdiction® cases, and they arise when all plaintiffs in a
civil case are from different states than all defendants and the amount claimed by
the plaintiffs exceeds seventy-five thousand dollars. Diversity jurisdiction cases
allow one party who feels it may not receive a fair trial where its opponent has a
“home court” advantage to seek a more neutral forum to hear its case, a process
called removal®,

Within both the federal court and the state court system, there is a hierarchy of
higher and lower courts. The diagram in Figure 2.9 "State and Federal Court
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24.

25.

26.

Literally, “let the decision
stand.” A doctrine that
requires lower courts to follow
prior precedents in similar
cases by higher courts
whenever possible.

A case heard only by a judge,
wherein the judge acts as both
trier of law and trier of fact.

The transcript of all
proceedings related to
litigation at a trial court, along
with accompanying paperwork
such as memoranda and briefs.

2.3 Trial and Appellate Courts

Systems" demonstrates this hierarchy. The U.S. Supreme Court is the highest court
in the country, and all courts are bound to follow precedent established by the U.S.
Supreme Court through the doctrine of stare decisis’*. Keep in mind, though, that
if an issue is exclusively a state matter (such as a state court interpreting its own
state’s Constitution), then the U.S. Supreme Court has no jurisdiction on that
matter, leaving the state supreme court as the highest court on that particular
issue.

Figure 2.9 State and Federal Court Systems

‘ Supreme Court of the United States l

] U.S. Courts of Appeal (13 Circuit Courts) I State Supreme Courts ’

] U.S. District Courts (94 Trial Courts) Interme(cslgntoef ?g ';:;It:tse) Soxis

A

State Trial Courts (across 50 States)

On the left-hand side of the diagram is the federal court system. Cases are filed in a
U.S. District Court, the trial court in the federal system. Under the court
administration system, there are ninety-four judicial districts in the country. Some
states with low population have only one judicial district, while more populous
states have multiple judicial districts. The districts are named for their geographical
location—the federal court in Manhattan, for example, is the U.S. District Court for
the Southern District of New York. The U.S. Department of Justice, which acts as the
prosecutor representing the federal government in both civil and criminal cases,
divides its attorneys among the ninety-four judicial districts, with each district led
by a U.S. attorney appointed by the president without any Senate confirmation.

As a trial court, the U.S. district courts hear civil and criminal trials. The trials may
be bench trials* (heard only by the judge), or they may be jury trials. At the trial,
witnesses are called and their testimonies are recorded, word for word, into a trial
record” (transcript of what was said in the courtroom along with supporting
documentation). At the conclusion of the trial, if the losing side is unhappy with the
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27.

28.

29.

30.

The power of a court to hear a
broad array of civil and
criminal matters without
limitation.

The type of jurisdiction in
which a court is restricted to
hearing cases in a specific
subject matter or threshold
damages amount.

A fact-finding entity, such as a
jury (or judge in a bench trial).

Strictly legal issues, such as
which evidence to admit, that
are resolved by the judge
during a trial.

2.3 Trial and Appellate Courts

outcome, it is entitled as a matter of right to appeal its case to the U.S. Circuit Court
of Appeals. There are thirteen circuit courts of appeals in the United States, also
spread geographically through the states. A party losing an appeal at the circuit
court level can appeal one more time to the U.S. Supreme Court for review, but
given the extremely small odds of that appeal being granted, most federal litigation
ends at the U.S. circuit court level.

On the right side of the diagram is the state court system. In all fifty states, a trial
court of general jurisdiction?” accepts most types of civil and criminal cases. These
courts are called various names such as superior court, circuit court, or district
court. Confusingly, trial courts in New York State are called supreme courts. There
may be other courts of limited jurisdiction®® at the state level, such as traffic
court, juvenile court, family court, or small claims court. Increasingly, states are
also experimenting with specialized drug courts to treat drug abuse (not
distribution or trafficking) as a health problem rather than a criminal problem.
State judges may be either appointed by the governor or elected by the public. Like
their federal counterparts, state trial courts hold trials, and most preserve a trial
record for review by an appellate court. In thirty-nine states, a party that loses at
trial can file an appeal with an intermediate court of appeals. The remaining states
are smaller and therefore don’t maintain this level of appeal, in which case appeals
are filed directly with the state supreme court. In states with an intermediate court
of appeals, the party losing the appeal can typically file one more time with the
state supreme court, although state supreme court rules vary on whether appeals
are a matter of right or dis