.PART 1: THE LEGAL ENVIRONMENT OF BUSINESS
Study Guide to accompany Canadian Business and the Law, 5th edition	Chapter 3

Chapter 3
Managing Legal Risks
Objectives
After studying this chapter, you should have an understanding of
•	methods of managing the legal environment of business
•	the development of a legal risk management plan
•	the importance of anticipating and reacting to developments in the legal environment
•	how to access and manage legal services

Learning Outcomes
•	Understand how a business can manage its interaction with the law and legal issues (page 50)
•	Understand the impact of changes in the legal environment on the business (page 51)
•	Develop and implement a legal risk management plan for a business (pages 51–62)
•	Understand how a business can manage legal services (page 62)

Chapter Summary
A business can manage its legal environment by assessing that environment, developing a risk management plan, reacting to changes in the legal environment, and managing its legal services. It is crucial for a business to actively manage the legal risks arising from its activities in order to avoid and minimize legal claims and expenses. Legal risk management involves a four-step process: identifying legal risks, assessing those risks, devising a risk management plan, and implementing the plan. Risks can be identified through assessment of the functional areas of the business, the decisions made within the organization, the internal and external relationships maintained by the business, and its operations and transactions. However, it is important to also identify risks that might cross categories and to maintain a flexible approach. The risks are then assessed in terms of how likely they are to occur and how severe the losses might be. There must be an action plan for dealing with each risk. Should the risk be avoided? If not, how can it be reduced or transferred to someone else? To what extent must the risk be retained? These strategies are not usually mutually exclusive, and the management of most risks will involve some combination of them. Management must assemble a knowledgeable team of employees and experts to make the plan work. A business also must monitor and revise its plan to ensure that it is current and effective. No risk management plan can anticipate and deal with all possible developments. A business must, therefore, be prepared to react in a coordinated and timely fashion to a crisis. A business also needs to actively manage its legal services, whether it is employing outside lawyers or in-house counsel. This management involves identifying the legal services that are needed, carefully searching out an appropriate lawyer or law firm, and maintaining a stable relationship with legal advisors.

Study Outline
Use this outline to prepare a complete set of notes for this chapter.

Assessing the Legal Environment—page 50
	
	
Legal Risk Management Plan 	
	
Applying the Four-Step Process
1.	Identify the Legal Risks—page 51
	
	
Assess Functional Areas	
	Finance		
	
	Marketing		
	
	Production		
	
	Human resources	
	
	Information systems	
	
Assess Business Decisions 	
	Financial arrangements and credit	
	
	Standard form contracts	
	
	Ownership and use of land	
	
	Hiring and firing of employees	
	
Assess Business Relationships 	
	Identify relationships	
		Clients		
		Employees	
		Suppliers 	
		Lenders	
		Regulators	
	Identify risks in those relationships 	
	
2.	Evaluate and Measure the Risks—page 55
	
	
Assess the Probability of Loss	
	
Assess the Severity of Loss	
	
3.	Devise a Risk Management Plan—page 56
	
	
Risk Avoidance: Cease Particular Business Activity	
	
Risk Reduction: Implement Procedures to Reduce Risk	
	
Risk Retention: Absorb Loss 	
	
	Self-insurance 	
	Policy deductibles 	
	
	Noninsurance 	
	
Risk Transference: Transfer Financial Risk to Another by Contract	
	
	Insurance		
	
	Limitation of liability clause	
	
4.	Implement the Plan—page 60
	
	
Carry Out the Plan	
	Clearly assign responsibility for implementing plan	
	
	Explain why problem requires correction	
	
	Explain techniques to correct problem	
	
	Prepare reference manual	
		Inspection schedule	
		Accident-reporting scheme	
		Insurance coverage	
Monitor and Revise	
	
	Review	
	
	Reassess		
	
	Revise			
	
Interacting with the Legal Environment—page 62
	
	
Reacting When Prevention Fails	
	
Managing Legal Services	
	
Lawyers and the Legal Profession	
	
When to Seek Legal Advice	
	
	Identify required services 	
	Allocate budget 	
	Expertise and approach 	
	
How to Choose a Lawyer 	

	Ask business associates for recommendation	
	
	Discuss fee structure 	
		Hourly rate	
		Annual retainer	
		Percentage fee	
	


SELF-ASSESSMENT
Key Terms
Briefly define each term in the space provided.

Legal risk—page 50
	
	
Legal risk management plan—page 50
	
	
	
Risk avoidance—page 56
	
	
	
Risk reduction—page 56
	
	
	
Risk retention—page 57
	
	
	
Risk transference—page 57
	
	
	
Lawyer—page 64
	
	
	
Law firm—page 64
	
	
	

Matching
Match each term to its definition below by writing the correct letter in the space provided.

A	Legal risk
B	Legal risk management plan
C	Risk avoidance
D	Risk reduction
E	Risk retention
F	Risk transference
G	Canadian Law List

	1.	____	A business risk with legal implications.
	2.	____	A comprehensive action plan for dealing with the legal risks involved in operating a business.
	3.	____	A publication giving basic information about most lawyers in private practice.
	4.	____	Implementation of practices in a business to lower the probability of loss and its severity.
	5.	____	The decision to absorb the loss if a legal risk materializes.
	6.	____	The decision to shift the risk to someone else through a contract.
	7.	____	The decision to discontinue a business activity because the legal risk is too great.


Questions
Write a short, point-form answer for each question in the space provided. To help you understand the chapter, it is recommended that you also use additional paper to write a full and complete essay answer based on your points for each question.

	1.	Explain the preventive and reactive approaches to legal issues in a business.
		
		
		
		
	
	2.	What must a business have to meet its goal of producing a product at a profit?
		
		
		
		
		
	3.	By dealing intelligently with the legal environment, what mistakes will a business avoid?
		
		
		
		
		
	4.	What is the relationship between an enterprise risk assessment and a legal risk management assessment?
		
		
		
		
		
	5.	Describe how the risk management function can change depending on organization size.
		
		
		
		
		
	

	6.	What is involved in the creation of a risk management plan?
		
		
		
		
		
	7.	Briefly describe what is involved in assessing the functional areas of a business.
		
		
		
		
		
	8.	Describe possible legal risks in marketing, production, human resources, and information technology.
		
		
		
		
		
	9.	Identify the types of business relationships that come with attendant legal risks.
		
		
		
		
		
10.	What is the purpose of Step One of the legal risk management plan?
		
		
		
		
		
11.	What are the two components of assessing risk in Step Two of the legal risk management plan?
		
		
		
		
		
12.	What type of information may be relevant to completing Step Two of the legal risk management plan?
		
		
		
		
		
13.	What is the point of evaluating risks?
		
		
		
		
		
14.	Under what circumstances would it be appropriate for a business to avoid or eliminate a risk?
		
		
		
		
		
15.	What methods can a business use to limit its exposure to risk?
		
		
		
		
		
16.	What is risk reduction and how is it complemented by risk transfer?
		
		
		
		
		
17.	Identify the ways that a business can engage in risk retention.
		
		
		
		
		
18.	Why has there been an increase in the use of risk retention as a risk management option?
		
		
		
		
		
19.	What is the goal of Step Three of the legal risk management plan?
		
		
		
		
		
20.	Explain why a risk management plan must be monitored and revised at regular intervals.
		
		
		
		
		
21.	Outline the steps involved in creating a legal risk management plan.
		
		
		
		
		
22.	When would managers rely on a cost-benefit analysis?
		
		
		
		
		
23.	Outline the procedures involved in the implementation of a risk management plan.
		
		
		
		
		
	

24.	Identify two steps a business can take to manage international legal risks.
		
		
		
		
		
25.	What is the primary goal of a risk management plan?
		
		
		
		
		
26.	What is the value of a risk management plan?
		
		
		
		
		
27.	Who might be able to provide useful information about legal risks in an international business context?
		
		
		
		
		
28.	What information assists in the selection of an external lawyer?
		
		
		
		
		
29.	Should a business be willing to switch lawyers and law firms? Explain.
		
		
		
		
		

30.	Why is it crucial for a business to actively manage legal risks arising from its activities?
		
		
		
		
		

ANSWERS
Key Terms

Legal risk—page 50
A business risk with legal implications.
Legal risk management plan—page 50
A comprehensive action plan for dealing with the legal risks involved in operating a business.
Risk avoidance—page 56
Ceasing a business activity because the legal risk is too great.
Risk reduction—page 56
Implementing practices in a business to lower the probability of loss and its severity.
Risk retention—page 57
Absorbing the loss if a legal risk materializes.
Risk transference—page 57
Shifting the risk to someone else through a contract.
Lawyer—page 64
A person who is legally qualified to practise law.
Law firm—page 64
A partnership formed by lawyers.

Matching
	1.	A—page 50
	2.	B—page 50
	3.	G—page 64
	4.	D—page 56
	5.	E—page 57
	6.	F—page 57
	7.	C—page 56

Questions
	1.	Explain the preventive and reactive approaches to legal issues in a business.
Page 50: The preventive approach to legal issues requires an evaluation of legal risks to minimize their impact. The emphasis is on compliance with existing legal requirements and the anticipation of changes in the legal environment. The reactive approach recognizes that legal problems will arise during the normal course of business, and every business needs a plan to handle problems as they arise.

	2.	What must a business have to meet its goal of producing a product at a profit?
Page 50: To meet its goal of producing a product at a profit, a business must have a set of functions and systems in place, including finance, marketing, and human resources. To ensure the smoothest possible operation of these systems, the business also needs to deal intelligently with the legal environment.


	3.	By dealing intelligently with the legal environment, what mistakes will a business avoid?
Page 50: By dealing intelligently with the legal environment, the business is less likely to makes mistakes that are costly in terms of the expense of legal services and damage claims, distracting in terms of time and effort, and harmful in terms of relationships and reputation to the industry.

	4.	What is the relationship between an enterprise risk assessment and a legal risk management assessment?
Page 50: An enterprise risk assessment involves assessing and managing all risks the organization faces, including those with legal implications.

	5.	Describe how the risk management function can change depending on organization size.
Pages 50: A large business may have an entire risk management department headed up by a senior manager with a title such as risk officer or compliance officer. In a small organization, the risk management function may be performed by the chief executive officer or a delegate, or even be handled by someone outside the organization.

	6.	What is involved in the creation of a risk management plan?
Page 51: Creating a risk management plan is a four-step process of identifying legal risks, evaluating those risks, devising a risk management plan, and implementing that plan.

	7.	Briefly describe what is involved in assessing the functional areas of a business.
Page 52: Assessing the organization’s functional areas begins with identifying the legal risks for the risk management plan. Functional areas traditionally recognized in business organizations are accounting, finance, marketing, production, human resources, and information systems, and are considered as a useful starting point for risk analysis.

	8.	Describe possible legal risks in marketing, production, human resources, and finance and accounting.
Page 52: Marketing: common law and government regulation. Production: tradeoffs between efficiency and safety. Human resources: harassment, downsizing, and wrongful dismissal. Finance and accounting: debt repayment and overly aggressive (i.e., arguably non-compliant with governing standards) accounting practices.

	9.	Identify the types of business relationships that come with attendant legal risks.
Page 51: Business relationships with employees, suppliers, lenders, regulators, customers, and professional service providers come with legal risks.

	10.	What is the purpose of Step One of the legal risk management plan?
Page 55: Step One provides a realistic assessment of the potential downside of doing business, with a view to minimizing loss.

11.	What are the two components of assessing risk in Step Two of the legal risk management plan?
Page 55: The two components are (1) assessing the probability of loss and (2) assessing the severity of loss.

	12.	What type of information may be relevant to completing Step Two of the legal risk management plan?
Page 55: Most organizations have a wealth of information available to assist in performing such assessments, including the organization’s loss history, industry statistics on losses, and expert opinion both within and outside the organization.

13.	What is the point of evaluating risks?
Page 55: The point is to recognize that not all risks are alike, nor should they be treated alike. Some risks occur frequently but the financial and legal impacts are small. Other risks materialize infrequently but have a severe impact when they do. A business can use the evaluation to determine priorities for risk management.

14.	Under what circumstances would it be appropriate for a business to avoid or eliminate a risk?
Page 56: Eliminating risk (or risk avoidance) is appropriate when the risk is simply too great or when the undesirable result of the activity, product, or service is greater than the advantages.

15.	What methods can a business use to limit its exposure to risk?
Page 56: A cost-benefit analysis of each risk can result in one of four decisions:
Risk avoidance: When the risk is too great, the business chooses not to engage in that activity.
Risk reduction: The business engages in the activity but implements practices to lower the likelihood of loss or reduce the severity of the loss.
Risk retention: The business engages in the activity and absorbs all losses.
Risk transference: The business engages in the activity but purchases insurance to cover the cost of the potential loss or uses limitation of liability clauses in contracts to transfer the risk of loss to the other contracting party.

16.	What is risk reduction and how is it complemented by risk transfer?
Page 56: Risk reduction is the implementation of practices in a business to lower the probability of loss and reduce its severity. Risk reduction is complemented by risk transference because the remaining risk is transferred to another party.

17.	Identify the ways that a business can engage in risk retention.
Page 57: When retaining risk, a business can use self-insurance, in which it establishes a funded reserve. A second option is insurance policy deductibles, in which the business retains risks up to a certain dollar amount. A third option is noninsurance, in which an organization charges the loss or losses as an expense item.

18.	Why has there been an increase in the use of risk retention as a risk management option?
Page 58: The recent marked increase in the use of risk retention has occurred, in part, because of the significant increase in insurance premiums in many industry sectors and the refusal of some insurance companies to cover certain risks. And some risks cannot be avoided or reduced to zero.


19.	What is the goal of Step Three of the legal risk management plan?
Page 58: The goal of Step Three is to become aware of risks and to make conscious decisions about dealing with them.

20.	Explain why a risk management plan must be monitored and revised at regular intervals.
Page 60: The plan must be reviewed and revised regularly because the nature of the business conducted by a firm can change, which would require changes to the plan. 

21.	Outline the steps involved in creating a legal risk management plan.
Page 61: Creating a legal risk management plan involves four steps:
1.	Identify legal risks:
	• Assess the organization’s functional areas.
	• Review the organization’s business decisions.
	• Examine the organization’s business relationships.
	• Analyze the organization’s operations and transactions.
2.	Evaluate or measure the risks:
	• Assess the probability of loss.
	• Assess the severity of loss.
3.	Devise a risk management plan:
	• Avoid or eliminate the risk.
	• Reduce the risk.
	• Retain the risk.
	• Transfer the risk.
4.	Implement the plan:
	• Carry out the plan.
	• Monitor and revise the plan.

22.	When would managers rely on a cost-benefit analysis?
Page 61: Managers rely on a cost-benefit analysis to devise an action plan in response to identified legal risks. The cost-benefit analysis assesses the cost of prevention, which is a certainty, against the possibility that some risks and resulting losses will never materialize.

23.	Outline the procedures involved in the implementation of a risk management plan.
Page 60: Responsibility for implementing the risk management plan must be clearly assigned. When a risk or problem is identified, the employees responsible for correcting the problem must understand why it requires correction and how it should be done. The guidelines should be collected in a reference manual, which should
•	explain the procedures
•	contain an inspection schedule
•	identify a formal system to ensure that the inspections occur as scheduled
•	contain an accident-reporting scheme
•	describe any insurance coverage

24.	Identify two steps a business can take to manage international legal risks.
Page 64: Plan early since the foreign legal environment may be different in terms of applicable law and enforcement. Access all available sources of information. Be aware of local customs regarding contracts and ethics. Become aware of the regulatory climate.
25.	What is the primary goal of a risk management plan?
Page 62: A risk management plan’s primary goal is to prevent loss.

26.	What is the value of a risk management plan?
Page 62: The plan provides the business with an effective way of dealing with an unavoidable risk when it arises.

27.	Who might be able to provide useful information about legal risks in an international business context?
Page 61: Information is available from the Department of Foreign Affairs, business associations, consultants, people, business, and organizations with experience in the foreign jurisdiction.

28.	What information assists in the selection of an external lawyer?
Page 65: The information that assists in selecting a lawyer includes a clear idea of the nature and volume of advice required, as well as the allocated budget for legal services.

29.	Should a business be willing to switch lawyers and law firms? Explain.
Page 65: Ideally, a business will be able to develop a productive and effective relationship with legal counsel. However, a business must be prepared to change lawyers or law firms if circumstances warrant. Although loyalty may develop between a lawyer and a manager, a critical evaluation of the value of the law firm’s services may identify a need to switch to another firm.

30.	Why is it crucial for a business to actively manage legal risks that arise from its activities?
Page 66: For a business to avoid and minimize legal claims and expenses, active management of legal risks on an ongoing basis is crucial.
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