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World of Daily Legal and Ethical Issues

In late 2009, just as the second edition of this book was going to press, Goldman
Sachs” CEO, Lloyd Blankfein, uttered the same words that Enron’s former CEO,
Jeffrey Skilling, did in 2000: “We are doing God’s work.” Mr. Blankfein was
responding to the questions about banking practices, risks, and compliance with
laws and regulations that followed the 2008 market collapse. Now, as this third
edition goes to press, JPMorgan Chase has paid nearly $700 billion in fines related
to complex debt instruments and disclosures about the mortgages underlying
them, a rogue trader at the bank who lost $6 billion, and alleged price-fixing by
bank traders. Even among government regulators, there are serious questions
about compliance with the law. Under continuing investigation is the scru-
tiny of certain selected taxpayers by the Internal Revenue Service, the Justice
Department’s tapping of phones of news corporations, and the NSA’s scope of
surveillance of citizens” phone records and electronic messages. Apple and several
major book publishers signed antitrust consent decrees for agreeing to fix prices in
order to compete with Amazon. A factory in Bangladesh, which produced clothing
for U.S. retailers, collapsed, killing over 600 employees—a collapse that was caused
by noncompliance with safety and code standards.

The patterns of business behavior that push the envelope of law and ethics con-
tinue. A good portion of the members of the New York legislature were indicted on
corruption charges, companies from Ralph Lauren to Avon paid fines for violations of
the Foreign Corrupt Practices Act, and BP paid the largest fines in U.S. history for the
safety and environmental violations that resulted from the explosion of its Deepwater
Horizon oil rig in the Gulf. Colleges and universities struggled with terminations of
coaches for everything from losing to the failure to supervise the criminal activity of
assistant coaches. The issues of law and ethics are still at the forefront of business,
sports, and government. It has become a tall order just to keep up with all the events!

These companies and organizations and their employees and executives cer-
tainly could have benefited from understanding and keeping at the forefront of
their decision processes the basics of law and ethics! The legal and ethical environ-
ments of business are center stage. Several editions ago, Congress made massive
regulatory reform a reality with the passage of the Sarbanes-Oxley legislation on
corporate governance, accounting regulation, and criminal penalties. But the SEC
missed Bernie Madoff’s $50 billion Ponzi scheme for 18 years and Congress passed
additional reforms for financial market regulation in 2010. Credit card solicitations,
billing, and terms have changed completely and are now under a new Consumer
Protection Bureau housed within the Federal Reserve so that all aspects of credit
cards are now consolidated and regulated in one place. Business is even more
international, and we are witnessing the need for thoughtful legal and ethical

Xix
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analysis as companies enter new markets. Even Apple struggled with backlash from
conditions in its supplier’s factories. Suicides and child labor at Foxconn damaged
the Apple brand. There were so many FCPA cases that the Justice Department issued
new guidelines to help companies better construct their compliance programs for
controlling bribes in international operations. The world and business continue to
change and grow, but law and ethics have retained their role and importance.

In fact, now more than ever, we need to understand the legal and ethical issues
that affect our businesses and our lives. The knowledge base and even the ques-
tions in law and ethics remain the same, but the underlying facts have changed.
For example, we still debate the social responsibility role of business. Now we
raise that issue in the context of whether Apple and Google should take advantage
of offshore tax loopholes, and whether U.S. companies should engage in a tax
inversion—the merger with a foreign company to escape higher U.S. tax rates. We
continue to delve into the pros and cons of sending production to other countries.
We still have the question of when a contract is formed, but now we face that ques-
tion with “point and click” technology rather than faxes and letters. We continue
to be concerned about our privacy as consumers, but now we wonder who really
has access to our Facebook page and whether scientists are testing our emotions
through that site. We still wonder about the extent of copyright law. The file-
sharing programs have never quite gone away and the film industry now litigates
the downloading of copyrighted films. The world is different, but law and ethics
form the constant framework into which we fit the issues of the day. In the materi-
als that follow, you have the chance to understand the marvelous stability of this
framework and the ease with which you can apply it to this very different world.

Building the Bridge: Applying Legal and Ethical
Reasoning to Business Analysis

Some students at a major university recently completed their final exam—a review
of the legal and ethical issues a company in Australia was facing. The exam was one
I had written as a case study. These students are in the second year of their masters
degree studies. They have been trained in economics, marketing, management, and
finance. But as they completed their analyses of what went wrong and why with
this company, they had an epiphany. A company can get the finance issues right
(this company was saving money on taxes by locating in Australia), have great
demand for its product, and even yield terrific revenue results. However, they real-
ized from the facts about the company that it can all fall apart over the legal issues.
There were questions about its sale of securities in other countries, whether its
financial statements complied with U.S. standards, and whether its use of another
company’s technology was infringement of a copyright. There were even questions
about its ads and comparisons to its competitor’s products because those competi-
tors were crying “foul” and asking for regulators to step in and force corrective ads.
There were also questions about the security of their operations and the problems
with cloud services. Issues such as these show up in the news for companies around
the world and then affect customer relations, regulatory actions, and, as a result,
stock prices. The students were well trained in economic theory, supply chain man-
agement, cash flow issues, and market capitalization. They are very capable business
students. However, they did not realize until this final exam how much of business
turns on anticipating the legal issues and getting them resolved correctly. They also
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realized that all of our discussions of ethics and social responsibility have a critical
role in doing business and in making business decisions.

TANSTAAFL—"There ain’t no such thing as a free lunch” when it comes to
the gains we make. There are costs to international expansion and the use of data
mined from users. Those costs come from legal issues, which, if handled poorly,
can affect a company’s value and tarnish its brand name.

Why couldn’t these students see the interconnection and critical roles of law
and ethics in business until this case for their final? It was not for lack of expo-
sure to the law. Their professor had taught her course “by the book,” so to speak.
Students could recite the components of a valid contract, rattle off the requirements
for bankruptcy, recall from memory the antitrust statutes. Yet, the realization that
came from the students’ reaction to the exam was that rote knowledge was not
enough. One of my best former students, who had gone on to medical school,
came to me perplexed about her office lease. She said that the complex in which
she wanted to open her practice had a “no advertising” policy. In fact, she said that
when she toured the premises with a leasing agent, the leasing agent turned to her
and said, “You're not one of those doctors who advertises, are you? Because if you
are, we can’t lease to you. We have a policy against it.” One of my best students,
who knew the antitrust statutes well, could not apply them to her everyday busi-
ness. Worse, perhaps, she could not recognize when to apply these statutes: She did
not see the antitrust implications of the agent’s statements nor the problems with
the physicians in the complex taking such an approach to screening tenants.

I have reached the conclusion that there are shortcomings in the standard
approach to teaching business students law and ethics. Students are not ignorant
of the law after finishing a legal environment course; rather, they simply lack the
necessary skills to recognize legal and ethical issues and to apply their knowl-
edge of law and ethics to business decision making. As instructors, we are simply
not integrating legal and ethical reasoning with business analysis. This concern
about practical application led me to develop my own materials for classroom use
decades ago and eventually led to the publication of the book, Business: Its Legal,
Ethical, and Global Environment, now in its tenth edition. But, when I went back
to teaching undergraduates at the sophomore level, I realized that book could be
further adapted for the undergraduate level. These undergraduates, often study-
ing this subject area in lower-division courses, need less material, more help with
problem solving, and a different way of summarizing the material in the chapters.
So, this book was born to serve the needs of this generation of undergraduates. The
first edition proved that its approach was needed. Based on feedback from the first
and second editions, we have taken input from professors and students to make
the approach better.

The same bridge approach from the legal environment book is here, but the
sentences are shorter and complex terms and ideas are presented in a more acces-
sible manner. For all areas of law and ethics, this book answers the question: How
does this concept affect a business? This book builds a bridge between knowledge
of law and ethics and application of both in business. My 38 years of teaching law
and ethics finally brought this realization: business ethics is not easily grasped
nor practiced in business because we depersonalize ethical issues. If we just allow
the company or organization to make the decision, our ethics are not in question;
the company’s are. The ethical issues in the book require students to bring ethical
issues into their lives, their circumstances, their world. This feature also forces
them to answer this question in a wide variety of contexts, “If it were you, and
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you were faced with the dilemma and required to make a decision, what would
you do?”

Up-to-Date Content, New Approaches, Business
Applications, and Learning Aids

The organizational structure of this edition has been changed yet again to respond
to feedback from faculty who teach at the undergraduate level. There are four
parts to the text and each part begins with an overview that helps students see the
importance of these areas of the law in running a business. Part 1 offers the student
an overview of the legal, ethical, and judicial environments of business. Part 2
covers the regulatory environments of business. It also includes the addition of
sustainability in the environmental chapter. Part 3 covers the illegal environment of
business relationships including contracts and the supply chain. In this restructur-
ing, the relationships with customers and competitors have been moved into this
section. Included are the marketing and credit relationships with customers as well
as the product safety responsibilities to them. This section deals with every inter-
action between businesses and their customers. Part 4 covers the legal and ethi-
cal issues in business operations, covering everything from employee rights and
responsibilities to the same topics for business owners, partners, and shareholders.
This portion of the text has been reorganized to place agency, business structure,
and securities law all together in a smoother flow, with the chapters focused on
employment issues placed at the end of the book.

This new structure allows students to build their knowledge of law in a logical
and gradual way. Once we understand the legal system, we can study specific topic
areas such as environmental and tort law. And after we have an understanding of
the general areas of the law, we can move into the specific legal areas that affect
business relationships and operations. This new order of topics and chapters pro-
vides a logical sequence of study.

ETHICS

Business Ethics and Social Responsibility (Chapter 2) offers up-to-date examples
and insights on the application of ethics to business decision making. Chapter 2 is
chock full of the examples the last several years have netted—from marathoners
taking the subway to have a faster finish time to a “Guess Who?” quiz on the com-
panies that collapsed and the irony of their conduct and statements. Ethics cover-
age is also integrated throughout all chapters through at least one ethical issue for
discussion in each chapter.

Business Applications and Learning Aids

CASE HEADLINES

Every court case has a case headline that summarizes what issues are involved in
the case. In The Court System and Dispute Resolution (Chapter 3), students read
Kroger Co. v. Walters, a case that addresses the issues of our obligations regarding
evidence for a potential civil suit. In the case, a customer is injured when he slips on
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a banana and is injured. The case title is memorable: “A Slip on the Banana Video.”
In Chapter 17, the Zicam securities fraud case, based on the company’s failure to
disclose that its product was causing a loss of smell in users, has the title, “Missing
Disclosures by a Nose.” The vivid one-line description and colorful facts of the
case, a common thread throughout the case choices in the text, help students inter-
nalize the rules and lessons about not destroying evidence for a potential lawsuit.

CHAPTER OPENERS

Chapters begin with an opening “Consider...” problem, which presents a legal
dilemma relevant to the chapter’s discussion and similar to those business manag-
ers need to handle. These are revisited and answered in the body of the chapter.
For example, Chapter 19’s opening “Consider...” problem presents the facts in an
age discrimination case in which a reporter was denied the right to cover fashion
because she was a grandmother. Moreover, many of the answers to these opening
problems appear in the chapter in the form of the case decision that addressed
the teaser issue that the opening “Consider...” problem raises. The student is
intrigued by a problem presented as the chapter opens, gets an opportunity to see
how a court would resolve that issue, and then has the chance, through additional
“Consider...” problems and the chapter problems, to solve more problems with the
newfound knowledge and skills. These answers provide a step-by-step approach
for students to use their new knowledge and skills as they solve the problems, an
approach they can also use for solving the chapter problems.

The chapters also have the common element of opening statements that discuss
the major topics of the chapter and present the general goals for the chapter in the
form of questions to be answered. Finally, as part of the chapter beginnings and a
trademark of the Jennings” approach to education, are the quotations, often humor-
ous, that pique students’ interest and focus the chapter to the major issues.

RED FLAGS FOR MANAGERS

Each chapter concludes with an innovative summary of what the chapter covers.
This learning tool evolved after discussions with faculty and students on how
learning takes place. Both groups wanted a tool that gave them the chapter’s key
points and, true to the application focus of the book, why and how those key points
mattered. For example, the following is an excerpt from the Red Flags in Chapter 3
on the Court System and Dispute Resolution. If you can make this topic real for
students, think what the red flags in torts and crimes will do:

Managers should make sure they turn over all necessary documents and evidence and
should always tell the truth in depositions and during the trial. Managers should also take
care to preserve evidence that relates to a dispute. Evidence that is lost could be a critical
part of the company’s case, and the fact that it is lost can be used against the company.

Thinking, Applying, and Reasoning:
Organization and Features

The text is organized in a logical flow for students.

ORGANIZATION

There are four parts in the book, which serve to organize the materials around busi-
ness operations. Every chapter integrates international and ethical topics.
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Part |

In three chapters, Part 1 offers an introduction to law, an introduction to business
ethics and the judicial system, and a discussion of litigation and alternative dispute
resolution. Part 1 provides students with a foundation in law and ethics, as well
as legal and ethical reasoning, necessary for the areas of law in the chapters that
follow. By being brief (three chapters), Part 1 offers instructors an early and logical
break for exams.

Part 2

In six chapters, Part 2 covers the regulatory environment of business, including
the following topics: constitutional law, administrative and international law, busi-
ness crimes and business torts, and environmental regulation. At the completion
of Parts 1 and 2, students have a grasp of the legal system, ethical boundaries, and
the general regulatory laws that affect business. Cyberspace topics are featured in
all chapters throughout the book, but you can find the privacy issues, computer
crimes, and even cyberbullying in these chapters. This edition has necessarily
expanded the cyberlaw coverage because, well, cyberlaw issues are an increasingly
important part of business operations, in everything from employee monitoring to
customer outreach.

Part 3

The five chapters in Part 3 present students with the legal and ethical issues in busi-
ness relationships. This portion of the book deals with the legal issues in business
interaction with customers and competitors. Part 3 includes all contract topics, includ-
ing the areas of law involved in managing the supply chain and distribution. This
edition has side-by-side coverage of the laws that apply to customer relationships,
from marketing and advertising through to the credit agreements. However, cus-
tomer relationships often turn on the quality and safety of the business’s product. So,
this new restructuring combines that topic in with the full range of issues in customer
service and relationships. Part 3 also covers the relationships of a business with other
businesses. From antitrust law to intellectual property protections, tense competition
defines the need for knowledge about legal boundaries. This structure puts the issues
that evolve with competitors into one section that allows instructors to discuss the
overall notion of fairness in competition, whether it be an issue of price-fixing or the
unauthorized use of a trademark to gain customers.

Part 4

The five chapters in Part 4 cover the internal operations of business: dealing with
employees and making sure that those who finance the business, the owners,
partners, and shareholders are protected. Topics covered in this operations section
include agency law and employee conduct, management of employee welfare, and
employment discrimination. Grouped together for the first time in this edition are
the three chapters on agency, business structure, and business financing through
the sale of securities. Partnership liability, corporate governance, and SEC require-
ments all blend together as the integrated chapters help students grasp the basics of
financing a business and honoring obligations to those who provide that financing.

FEATURES

Court Cases
Edited court language cases provide in-depth points of law, and many cases
include dissenting and concurring opinions. Case questions follow to help
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students understand the points of law in the case and think critically about the
decision. The courts have been active in their business dockets, and there are
many 2012-2014 case decisions throughout the book. Students will be able to
study the suit brought by a young woman who is paralyzed when her friend pulls
her from her wrecked car because she thought she was helping. What happens
if tests for promotion at work favor a certain race? Can employers use the tests?
Can they throw out the results? What happens when a young man saves his Pepsi
points to claim a Harrier Jet that he sees in a Pepsi spoof ad for “Pepsi stuff”? Does
he get his jet? What happens if a company fails to tell its shareholders that it has
been sued by a customer injured by the company’s primary product?

“Consider...” Problems

“Consider...” problems, along with Ethical Issues and Business Planning Tips,
are a part of every chapter. These problems, often based on real court cases, ask
students to evaluate and analyze the legal and ethical issues discussed in the pre-
ceding text. Since the problems are integrated into the text, students must address
and think critically about these issues as they encounter them. Through interac-
tive problems, students learn to judge case facts and determine the consequences.
The “Consider...” problems bring the most current topics into the book and the
classroom. This book adds a novel feature for legal environment texts: THINK,
APPLY, and ANSWER. At the end of each chapter, students are reminded of what
they have just learned in the reading or the case via THINK. In the APPLY section,
they are walked through how the case or principles just covered would apply in
the circumstances presented in this problem. After they have walked through this
system of reasoning, ANSWER gives them the solution. Students are then able to
take the chapter problems and solve them using the THINK, APPLY, and ANSWER
model on their own. This tool helps students to develop the legal and ethical rea-
soning skills that will give them a strong foundation for applying legal and ethical
principles for the course and eventually in business.

Ethical Issues

The Ethical Issues feature appears in every chapter and presents students with
real-world ethical problems to grapple with. Ethical Issues help integrate coverage
of ethics into every chapter. The ethical issues also include personal and real-life
examples that help students relate to the pervasive nature of ethical dilemmas that
they grapple with and will continue to face once they enter the business world.

Business Planning Tips

Students are given sound business and legal advice through Business Planning
Tips. With these tips, students who have now mastered the law and legal principles
are trained to anticipate issues and ensure compliance.

Cyberlaw

All chapters also include segments on cyberlaw. These chapter-by-chapter materi-
als, indicated by an icon in the margin of the text, give students the chance to see
how new technology fits into the existing legal framework.

Exhibits

Exhibits include charts, figures, and business and legal documents that help high-
light or summarize legal and ethical issues from the chapter. Many of the charts are
either new or updated and provide users with a concise way of reviewing materi-
als that makes the complex concepts manageable and memorable.
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End-of-Chapter Questions and Problems

The end-of-chapter problems in this edition have been updated and/or changed.
These new chapter problems throughout the book are varied in length for different
instructor needs, but are always compelling examples for undergraduate students.

Review Questions

New to this edition are five to ten multiple choice questions at the end of each
chapter that provide students with the opportunity to test themselves on their
grasp of the chapter concepts before they have to take a test.

The Informed Manager: Who Should Use This Book?

With its comprehensive treatment of the law, integrated business applications,
full-color design, and its clear writing style, Foundations of the Legal Environment
of Business, 3rd Edition is well suited for undergraduate students. This is a text
designed to get students reading more than just the chapter summaries. Short
paragraphs, thoughtful flow, and non-legalese writing have a way of grabbing
students’ attention and keeping them focused on the materials.

A NOTE ON AACSB STANDARDS

The strong presence of ethics, social responsibility, international law and issues,
and the integration of other business disciplines make the book an ideal fit for
meeting AACSB standards and curriculum requirements. The AACSB standards
emphasize the need for students to have an understanding of ethical and global
issues. The separate chapter on ethics as well as ethical issues and dilemmas for
student discussion and resolution in every chapter offer a solid training for stu-
dents. The separate chapter on international law is complemented by a chapter
segment devoted to international law issues in that chapter’s area of law. The text
offers students insights into more nuanced international issues such as language in
contracts, the role of lawyers in other countries, and evolving issues in the presence
of pirates and increasing corruption.

This book provides students with the legal foundation necessary for business
operations and sales but also affords the students the opportunities to analyze
critically the social and political environments in which the laws are made and in
which businesses must operate. Just an examination of the lists of the companies
and individuals covered in the text gives an excellent overview of the compelling
issues and cases the text covers. All of the materials were chosen to offer students
a balanced look at regulation, free enterprise, and the new global economy:.

Supplements

Foundations of the Legal Environment of Business, 3rd Edition offers a comprehensive
and well-crafted supplement package for both students and instructors. Contact
your Cengage Learning Sales Representative for more details, or visit the Jennings
website at www.mariannejennings.com.

Instructor’s Manual. The Instructor’s Manual, written by the author, provides the
following for each chapter: a detailed outline; answers to “Consider...” problems,
Ethical Issues, Case Questions, and the end-of-chapter Questions and Problems;
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briefs of all cases; interactive/cooperative learning exercises; and supplemental
readings. Available on the book’s companion website.

Microsoft PowerPoint® Lecture Slides. Developed by the author, PowerPoint
slides are available for use by students as an aid to note taking, and by instructors
for enhancing their lectures. Available on the book’s companion website.

Test Bank. The Test Bank includes more than 1,500 questions in true—false,
multiple-choice, and essay format. Answers to questions provide a subject word
for easy identification and a classification indicating if they are intended for
review of concepts or for analysis and application of concepts. The questions vary
in levels of difficulty, and meet a full range of tagging requirements, including
AACSB standards. Available on the book’s companion website.

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

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

* create multiple test versions in an instant

e deliver tests from your LMS, your classroom, or wherever you want
Available on the book’s companion website.

CourseMate. CourseMate brings course concepts to life with interactive learn-
ing, study, and exam preparation tools—including an e-book—that support the
printed textbook. Revised for this edition, student study materials and a set of
auto-gradable, interactive quizzes allow students to instantly gauge their com-
prehension of the material. Built-in engagement tracking tools allow instructors
to follow students’ study activities and assess their progress. Available to instruc-
tors and students within CourseMate is the KnowNOW! blog for Business Law,
written by the author, which provides students with current events examples of
legal concepts.

Business Law Digital Video Library. Featuring more than 100 video clips that
spark class discussion and clarify core legal principles, the Business Law Digital
Video Library is organized into five series: Legal Conflicts in Business (includes
specific modern business and e-commerce scenarios); Ask the Instructor (pres-
ents straightforward explanations of concepts for student review); Drama of
the Law (features classic business scenarios that spark classroom participation);
Real World Legal (presents legal scenarios encountered in real businesses); and
Business Ethics in Action (presents ethical dilemmas in business scenarios). For
more information about the Digital Video Library, visit www.cengage.com/blaw /
dvl. Access for students is free when bundled with a new textbook or can be pur-
chased separately. Students must register for and purchase access to the Digital
Video Library at www.cengagebrain.com.
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——— Partl
BUSINESS: ITS LEGAL, ETHICAL,
AND JUDICIAL ENVIRONMENT

imply stated, you cannot run a successful business without knowing the law. What is

legal? Where can | find the laws | need to know? How do | make decisions about legal

conduct that is ethically troublesome to me? What if | have a disagreement with a
customer, employee, or shareholder? How and where can | resolve our differences?

This portion of the book explains what law is, where it can be found, how it is applied,
and how legal disputes are resolved. But beyond operating within the law, there are the
ethical issues. Just because what you are doing is legal does not mean it is ethical. And why
should a manager make ethical choices and behave honorably in business! Law and ethics

are inextricably intertwined. A commitment to both is part of a sustainable business model.



Chapter INTRODUCTION TO LAw

ou have probably been exposed to law through traffic tickets or through a prob-
Ylem with your landlord, your lease, or a roommate who failed to pay the landlord.
Or perhaps a company you interviewed with looked you up on Myspace or Googled
your name and discovered interesting information about you. Your experiences with
law raise questions in your mind such as, “Who's in the right here?” Each day legisla-
tures and courts are trying to answer your questions as they deal with your rights and
protections with landlords, other cars on the road, and information about you on the
Internet. Social networks are terrific, but we have exposed ourselves, literally and figu-
ratively, on YouTube and Myspace. Now what can we do?

Laws exist at every level of government because they are necessary for an orderly
society. Laws require us to meet minimum standards of conduct. Traffic laws control not
only our conduct when we are driving but also our relationships with other drivers using
the roads. In some instances, we owe them the right-of-way and are liable to them for
any injuries we cause by not following the traffic laws.

This chapter offers an introduction to law. How is law defined? What types of laws
are there? What are the purposes and characteristics of law? Where are laws found,

and who enacts them?

UPDATE k
For up-to-date legal news and real-world business applications,
2 go to mariannejennings.com
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Consider...

YouTube was founded in February 2005 by
three former employees of PayPal. When
YouTube was launched, a press release
described it as a site that “allows people
to watch, upload, and share personal video
clips!’ YouTube was so successful that within
one year it was acquired by Google for $1.65
billion. By March 2010, site traffic onYouTube
had soared to more than | billion daily video
views, with more than 24 hours of new video
uploaded to the site every minute.

Chapter |

Viacom, other film companies, and
copyright holders discovered that their films
and other video materials were posted on
YouTube and filed suit against YouTube and
Google for copyright infringement. Google
and YouTube maintained that those who
posted the videos were responsible for
infringement and that they only provided
an Internet site and service. Are YouTube
and Google responsible for the copyright
infringement by others?

Introduction to Law

This countrys planted
thick with laws from
coast to coast .. . and if
you cut them down . ...
d'you really think you
could stand upright in
the winds that would
blow then?

Robert Bolt
A Man for All Seasons, Act |

3

1-1 Definition of Law

Philosophers and scholars throughout history have offered definitions of law.
Aristotle, the early Greek philosopher, wrote that “the law is reason unaffected by
desire” and that “law is a form of order, and good law must necessarily mean good
order.” Black’s Law Dictionary defines law as “a body of rules of action or conduct
prescribed by the controlling authority, and having legal binding force.” Law has
been defined at least once by every philosopher, statesman, politician, and police
officer.

Law is the body of rules governing individuals and their relationships. Laws
give us basic freedoms, rights, and protections. Law also offers a model of con-
duct for our business and personal lives and provides us with some certainty.
Businesses, people with contracts, and property owners rely on the law for consis-
tent protection of rights. Without this consistent framework of law, society would
be a mass of chaos, confusion, and uncertainty.

1-2 Classifications of Law

1-2a PUBLIC VERSUS PRIVATE LAW

Public law includes those laws enacted by some authorized governmental body.
State and federal constitutions and statutes are examples of public laws. Public
laws govern everything from the sale of stock (federal securities laws) to the height
of a building (zoning laws).

Private law, on the other hand, is developed by individuals. For example, land-
lords usually have private regulations for their tenants, such as limits on what they
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can put on their balconies. Homeowners” associations have developed an impor-
tant body of private law that regulates everything from what type of landscaping
can be used for homes in a subdivision to whether homeowners can install basket-
ball hoops in their driveways. Employer rules in a corporation are also examples
of private law. For example, an employer rule that managers cannot have affairs
with their direct reports is an example of private law, one that is common in corpo-
rations. Private laws are valid so long as they do not infringe any public rights or
violate any statutory protections.

1-2b CRIMINAL VERSUS CIVIL LAW

A violation of a criminal law is a wrong against society. A violation of a civil law
is a wrong against another person or persons. Criminal violations have penalties
such as fines and imprisonment. If you drive while intoxicated, you are breaking a
criminal law and are subject to a fine, jail term, or license suspension. If you have
an accident while driving intoxicated, you commit a civil wrong against anyone
you injure. People who are injured as a result of your driving while intoxicated
can file a civil suit against you to recover for injuries to their persons and property
(cars).

1-2c SUBSTANTIVE VERSUS PROCEDURAL LAW

Substantive laws are those laws that give rights and responsibilities. Procedural
laws provide the means for enforcing substantive rights. For example, when
employees of Starwood Hotels left their employment and went to work for Hilton,
taking Starwood’s plans for a new hotel chain with them, they breached their
employment contract with Starwood. Starwood had the substantive right to pre-
vent employees from taking proprietary information with them to new employ-
ers. Starwood was able to collect damages for breach of contract by bringing suit
against both its former employees and Hilton. The laws governing Starwood’s
suit (how and where the suit is brought) and the trial process are procedural laws.
There are also procedural laws for criminal cases, such as grand jury proceedings
or arraignments and preliminary hearings.

1-2d COMMON VERSUS STATUTORY LAW

The term common law has been in existence since 1066, when the Normans
conquered England and William the Conqueror sought one common set of laws
governing a then-divided England. The judges in each locality developed a body
of law common to all localities throughout the country that could be used to settle
disputes. They consulted their fellow judges before making decisions. This prin-
ciple of following other decisions is referred to as stare decisis, meaning “let the
decision stand” (see p. 55 and Chapter 3). As a process of legal reasoning; it is still
followed today. The courts use the judicial decisions of the past in making their
current decisions to provide for consistency.

As much of an improvement as it was, the common law was still just uncodi-
fied law. Because of increased trade, population, and complexities, the common
law needed to be supplemented. As a result, statutory law (also known as codified
law), which is passed by some governmental body and written in some form, was
created.

Today, both common law and statutory law exist in the United States. Some of
our common law consists of principles from the original English common law. For
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example, how we own and pass title to real property are two areas of law largely
developed from and still controlled by English common law. Our statutory law
varies throughout our nation because of the cultural heritages of various regions.
For example, the southwestern states have marital property rights statutes—often
referred to as community property laws—that were influenced by the Spanish
legal system implemented in Mexico. Louisiana’s contract laws are based on
French principles because of the early French settlements there.

1-2e LAW VERSUS EQUITY

Equity is a body of law that attempts to do justice when the law does not provide
a remedy, when the remedy is not enough, or when the application of the law is
terribly unfair. Equity courts originated in England and were given more latitude
to get to the heart of a dispute. Over time, they developed remedies not available
under common law. Common law, for example, permitted only the recovery of
monetary damages. Courts of equity could issue orders, known as injunctions,
prohibiting certain conduct. Equitable remedies have been gradually combined
with legal remedies so that now parties can request that one court determine which
remedies are available and appropriate in their case.

For example, in suits for injunctions, the copyright infringement cases that
appear later in this chapter, the recording and motion picture industries asked the
individuals to stop their unauthorized copying of movies and songs. The record
companies, movie producers, and artists could never be compensated fully with
just money for these forms of infringement because the infringement was ongoing
as long as the technology was available.

1-3 Purposes of Law

1-3a KEEPING ORDER

Knowing that we face costs or a penalty for violating a law, we tend to follow it, a
habit that keeps society orderly. Most towns and cities require permits for parades
and demonstrations so that law enforcement officials can plan to cover the event
for crowd control purposes. Laws that require deeds to be recorded allow us to
keep track of who owns what so that we do not have feuds and other less civilized
ways of settling land ownership disputes that were part of our early history.

Federal legislation that targets terrorist activities is an example of a series of
laws that maintain order and safety in the United States. The USA PATRIOT Act
imposes reporting requirements for banks and people who handle large-dollar
transactions in order to monitor the flow of funds into the United States (see
Chapters 6 and 7). The purpose of the act was to provide the means to curb terrorist
activities through early detection of plots and the control of funds used for terrorist
activities.

1-3b INFLUENCING CONDUCT

Laws also influence the conduct of society’s members. For example, advertising
content and media are controlled at both the state and federal levels. Federal laws
prohibit television ads for hard liquor. Federal laws also provide protections for
companies whose products are misrepresented in competitors’ comparison ads.
These laws have changed the way businesses advertise.
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1-3c HONORING EXPECTATIONS

Businesses commit resources, people, and time with the expectation that the con-
tracts for those commitments will be honored and enforced. You agree to move to
a different city because a company has signed an employment agreement with you.
Laws require the employer to honor that agreement to protect you. Knowing that
we have these protections through the law allows us to trust, contract, and invest
with confidence.

1-3d PROMOTING EQUALITY

Laws have been used to achieve equality. For example, the equal opportunity
employment acts (see Chapter 19) were passed to bring equality to the job market.
The social welfare programs of state and federal governments were created to fur-
ther the cause of economic justice. The antitrust laws attempt to encourage a level
playing field for business competition.

1-3e LAW AS THE GREAT COMPROMISER

A final and very important purpose of law is to act as the great compromiser. Law
serves to mesh different views into one united view so that all parties are at least
partially satisfied. When disputes occur, the courts use laws to resolve two oppos-
ing views. In the relationship between labor and management, the law serves as
the mediator (see Chapter 18).

1-4 Characteristics of Law

cvgﬁﬁtL““’ 1-4a FLEXIBILITY

As society changes, the law must change with it. As the United States evolves
toward a technological and information-based society, still more areas of law will
be created and developed. The fax machine and the Internet have resulted in legis-
lation that allows transmitted and electronic signatures to have the same force and
effect as signatures on paper (see Chapter 10). Downloading high-quality music
and movies via the Internet meant new issues of copyright protection and infringe-
ment. New legislation covers technology issues such as identity theft, computer
fraud, and spamming. The law had to adapt to technology that resulted in new
problems and crimes.

1-4b CONSISTENCY

Although the law must be flexible, it still must be predictable. Law cannot change
so suddenly that parties cannot rely on its existence or protection. Being able to
predict the outcome allows us to rely on a contract. Businesses make long-term
plans because they know that contract law will remain consistent and give them
the rights and remedies on which they relied in their planning.

1-4c PERVASIVENESS

The law must be pervasive and cover all necessary areas, but at the same time, it
cannot infringe individual freedoms or become so complex that it is difficult to
enforce. For example, laws cover the formation, operation, and dissolution of cor-
porations. Laws also cover shareholder rights. Corporations have great flexibility
in management, so long as they stay within the legal boundaries.
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In the following two cases, the courts struggle as they try to honor the law’s “Y¥EERLAW
=

purposes of keeping order and honoring expectations while also grappling with
the unique issues that modern technology raises. The principle of stare decisis
is at work in these cases (see Chapter 3). Metro-Goldwyn-Mayer Studios, Inc. v.
Grokster, Ltd. (Case 1.1) is briefed in Exhibit 1.1. A brief is a tool used to help sum-
marize a case and focus on its facts and the key points of the court’s decision.
Viacom International, Inc. v. YouTube, Inc. (Case 1.2) provides the answer for the
“Consider...” problem posed at the beginning of the chapter.

Metro-Goldwyn-Mayer Studios, Inc. v. Grokster, Ltd.

545 U.S. 913 (2005)

Copyright Infringement? Really, It’s Just a Little Peer-to-Peer File Sharing

FACTS

Grokster, Ltd., and StreamCast Networks, Inc. (respon-
dents/defendants) distribute free software products
that allow computer users to share electronic files
through peer-to-peer networks. Universities, govern-
ment agencies, corporations, and libraries use this
technology.

Grokster and StreamCast do not know when partic-
ular files are copied. However, MGM had a statistician
do a systematic search of electronic files, and his study
showed that nearly 90 percent of the files available for
download on the FastTrack system were copyrighted
works. Per the Court’s opinion, “the probable scope of
copyright infringement is staggering.”

After Napster was sued by copyright holders for
facilitation of copyright infringement, A&M Records,
Inc. v. Napster, Inc., 114 F. Supp. 2d 896 (N.D. Cal. 2000),
aff’d in part, rev’d in part, 239 F3d 1004 (C.A.9 2001),
StreamCast gave away a software program known as
OpenNap, designed as compatible with the Napster
program and open to Napster users for download-
ing files from other Napster and OpenNap users’
computers. The OpenNap program was engineered
“to leverage Napster’s 50 million user base.” Grokster
and StreamCast received no revenue from users, who
obtainedmor the software itself for nothing.

The District Court held that those who used the
Grokster and Morpheus software to download copy-
righted media files directly infringed MGM’s copy-
rights, but granted summary judgment in favor of
Grokster and StreamCast as to any liability arising from
distribution of the then current versions of their soft-
ware. The Court of Appeals affirmed. MGM appealed.

JUDICIAL OPINION

SOUTER, Justice

The question is under what circumstances the distribu-
tor of a product capable of both lawful and unlawful
use is liable for acts of copyright infringement by third
parties using the product.

When a widely shared service or product is used to
commit infringement, it may be impossible to enforce
rights in the protected work effectively against all direct
infringers, the only practical alternative being to go
against the distributor of the copying device for sec-
ondary liability on a theory of contributory or vicarious
infringement.

[TThis Court has dealt with secondary copyright
infringement in only one recent case. In Sony Corp.
v. Universal City Studios, 464 U.S., at 434, this Court
addressed a claim that secondary liability for infringe-
ment can arise from the very distribution of a commer-
cial product.

On those facts, with no evidence of stated or indi-
cated intent to promote infringing uses, the only con-
ceivable basis for imposing liability was on a theory of
contributory infringement arising from its sale of VCRs
to consumers with knowledge that some would use them
to infringe. But because the VCR was “capable of com-
mercially significant noninfringing uses,” we held the
manufacturer could not be faulted solely on the basis of
its distribution. Because the Circuit found the StreamCast
and Grokster software capable of substantial lawful use, it
concluded on the basis of its reading of Sony that neither
company could be held liable, since there was no show-
ing that their software, being without any central server,
afforded them knowledge of specific unlawful uses.

CONTINUED
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8 Part One

This view of Sony, however, was error, converting
the case from one about liability resting on imputed
intent to one about liability on any theory.

Here, the summary judgment record is replete with
other evidence that Grokster and StreamCast, unlike the
manufacturer and distributor in Sony, acted with a pur-
pose to cause copyright violations by use of software
suitable for illegal use.

[N]either company attempted to develop filtering
tools or other mechanisms to diminish the infringing
activity using their software. This evidence underscores
Grokster’s and StreamCast’s intentional facilitation of
their users’ infringement.

StreamCast and Grokster make money by selling
advertising space, by directing ads to the screens of
computers employing their software. As the record
shows, the more the software is used, the more ads
are sent out and the greater the advertising revenue

becomes. The unlawful objective is unmistakable.
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One who distributes a device with the object of pro-
moting its use to infringe copyright, as shown by clear
expression or other affirmative steps taken to foster
infringement, is liable for the resulting acts of infringe-
ment by third parties.

The judgment of the Court of Appeals is vacated,
and the case is remanded for further proceedings con-
sistent with this opinion.

CASE QUESTIONS
1. What is the difference between Sony’s Betamax and
Grokster’s software program?

2. What additional grounds for imposing vicarious
liability for copyright infringement can be used
beyond “other lawful means of use”?

3. List the critical facts that tipped the court’s decision
against Grokster.

Failure to anticipate technological
changes results in significant revenue
losses under contracts for copyright-
ed works or patented products. For
example, many actors, writers, and
others involved with television shows
of the 1950s and 1960s do not enjoy
the royalties from their shows, which
run in what seems to be perpetual
syndication on networks such as TV
Land and Nick at Nite that feature
only television shows of other gener
ations. Those involved in the produc-
tion of these shows did not foresee
what technology would permit. Walt
Disney and Universal did not antici-
pate the video tape recorder and its
capability.

Technology clauses in royalty
agreements for patents and copy-
rights that cover any future means of
distribution, whether by wire, sound,
or satellite, provide an open-ended
agreement for royalty coverage from
evolving technology distributions and
uses.
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Metro-Goldwyn-Mayer Studios, Inc. v. Grokster, Ltd.
US. Supreme Court
545 US. 913 (2005)

Metro-Goldwyn-Mayer Studios, Inc. (MGM/petitioner
and plaintiff); Grokster and StreamCast Networks, Inc.
(respondents/defendants)

Grokster distributes free software that allows computer
users to share electronic files. MGM found that

90 percent of the files shared were of copyrighted
material. Grokster does not earn revenues but MGM
sued for vicarious copyright infringement through their
programs.

Does Grokster's software and its use by its customers
infringe on MGM'’s copyright?

The District Court granted summary judgment for
Grokster. The Court of Appeals affirmed.

Grokster was liable to MGM for copyright infringement.

Grokster's program had no purposes other than
facilitating infringement.
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Viacom International, Inc. v. YouTube, Inc.
718 E. Supp. 2d 514, 95 U.S.P.Q.2d 1766 (2010)

If I Find It on YouTube, It’'s Not Mine or Fine

FACTS

YouTube, owned by Google (defendants), operates a
website at www.youtube.com where users may upload
video files free of charge. Uploaded files are copied and
formatted by YouTube’s computer systems and can then
be viewed on YouTube. Presently, over 24 hours of new
video-viewing time is uploaded to the YouTube website
every minute.

The presence of copyright-infringing material on
YouTube’s website was attractive to users, and their
increased usage resulted in more income for YouTube
from advertisements. Viacom (and other television and
production companies) (plaintiffs) claim that tens of
thousands of videos on YouTube were taken unlawfully
from Viacom’s copyrighted works without authoriza-
tion and that YouTube either knew or was aware of facts
or circumstances that indicated infringement was afoot.

YouTube had an agent designated to receive notices
from copyright owners about YouTube infringements.
When the agent received infringement notices, the
infringing material was removed quickly. YouTube has
removed all the clips that Viacom and the others claim
infringed their copyrights.

Viacom brought suit to require YouTube to actively
search for infringing clips and remove them. Viacom
argues that YouTube has liability for infringement
because it is aware of infringing uses of its site and that it
should not have to notify YouTube of all infringements.

YouTube moved for summary judgment on the
grounds that the Digital Millennium Copyright Act’s
(DMCA) had a safe harbor that protected it against
direct and secondary infringement claims.

JUDICIAL OPINION

STANTON, District Judge
Due to the ease with which digital works can be copied
and distributed worldwide virtually instantaneously,
copyright owners will hesitate to make their works read-
ily available on the Internet without reasonable assur-
ance that they will be protected against massive piracy.
At the same time, without clarification of their liabil-
ity, service providers may hesitate to make the necessary
investment in the expansion of the speed and capacity of
the Internet. By limiting the liability of service providers,

the DMCA ensures that the efficiency of the Internet will
continue to improve and that the variety and quality of
services on the Internet will continue to expand.

Subsection 512 (¢)(1)(A)(ii)) of DMCA can best be
described as a “red flag” test. A service provider need
not monitor its service or affirmatively seek facts
indicating infringing activity. However, if the service
provider becomes aware of a “red flag” from which
infringing activity is apparent, it will lose the limitation
of liability if it takes no action.

A service provider wishing to benefit from the limita-
tion on liability under subsection (c) must “take down”
or disable access to infringing material residing on its
system or network of which it has actual knowledge or
that meets the “red flag” test, even if the copyright owner
or its agent does not notify it of a claimed infringement.
For their part, copyright owners are not obligated to give
notification of claimed infringement in order to enforce
their rights. The common-sense result of this “red flag”
test is that a provider proceeding in the face of such a red
flag must do so without the benefit of a safe harbor.

The important intended objective of this standard
is to exclude sophisticated “pirate” directories, which
refer Internet users to other selected Internet sites where
pirate software, books, movies, and music can be down-
loaded or transmitted from the safe harbor. Such pirate
directories refer Internet users to sites that are obvi-
ously infringing because they typically use words such
as “pirate,” “bootleg,” or slang terms in their uniform
resource locator (URL) and header information to make
their illegal purpose obvious to the pirate directories
and other Internet users.

Metro-Goldwyn-Mayer Studios Inc. v. Grokster, Ltd., 545
U.S. 913 (2005) and its progeny furnish core principles
heavily relied on by plaintiffs and their supporting amici
[friends of the court], [but] have little application here.
Grokster addressed the more general law of contributory
liability for copyright infringement, and its application
to the particular subset of service providers protected
by the DMCA is strained.

The Grokster model does not comport with that of a
service provider who furnishes a platform on which its
users post and access all sorts of materials as they wish,
while the provider is unaware of its content, but identi-
fies an agent to receive complaints of infringement, and

CONTINUED
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