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Bus. Org. Outline Complete

I. Forms of Organization

A. Introduction

1. “In 1983, about 100 million people were earning their livings in civilian pursuits.  About 90 percent of these were working for somebody else, for wages and salaries.  Some 9 percent considered themselves self-employed, but a considerable fraction of these were working for someone else for fees – as brokers, repairmen, lawyers, and accountants – usually in an agency relationship.  The remainder were unpaid family workers.  This means that a very great preponderance of the nation’s economic activity is carried on by employees and agents.”-1

2. “A corporation may be employed by and become an agent of another corporation.  Organizations are frequently members of other organizations; universities, unions, and many business corporations are large stockholders in other corporations.”-3

3. “By far the most pervasive organizational form is the one known to lawyers as ‘agency,’ embracing all the people who work for somebody else (or have somebody else working for them).  Agency embraces all kinds of agents – from the disappearing domestic servants, who may be directed in every move, to employees of businesses of all types, to the professional lawyer or broker, who may be advising his ‘principal’ what ought to be done for him.  An organizational entity itself may be an agent.”-3

4. “The great majority of agency relationships are found within business organizations, the largest classes of which are known as proprietorships, partnerships, limited partnerships and corporations.”-3

5. Choice of Business Form

a. Proprietorship

(i) No documentation or filing essential to existence;

(ii) No initial and annual franchise or license tax;

(iii) Owners are individually liable for business debts;

(iv) Judicial proceedings are in the name of individual owner;

(v) Transfer of ownership requires conveyancing formalities;

(vi) Ownership and authority are terminated by the death of the proprietor;

(vii) Distributed profits taxed ONLY as the income of members;

(viii) Enterprise profits taxed as income of members even though undistributed;

(ix) Enterprise losses offset against members’ individual taxable incomes.

b. Partnership

(i) No documentation or filing essential to existence;

(ii) No initial and annual franchise or license tax;

(iii) Owners are individually liable for business debts;

(iv) Judicial proceedings in the names of all partners;

(v) Transfer of ownership requires consent of copartners;

(vi) Ownership and authority are impaired by the death of a partner;

(vii) Distributed profits taxed ONLY as the income of members;

(viii) Enterprise profits taxed as income of members even though undistributed;

(ix) Enterprise losses offset against members’ individual taxable incomes.

c. Limited Partnership

(i) Documentation and filing essential to existence;

(ii) No initial and annual franchise or license tax;

(iii) Limited partners are not individually liable;

(iv) Judicial proceedings in the name of the general partner(s);

(v) Transfer of limited shares may be allowed freely and informally;

(vi) Ownership and authority are impaired by the death of a general partner;

(vii) Distributed profits taxed ONLY as the income of members;

(viii) Enterprise profits taxed as income of members even though undistributed;

(ix) Enterprise losses offset against members’ individual taxable incomes.

d. Corporation

(i) Documentation and filing essential to existence;

(ii) Initial and annual franchise or license taxes;

(iii) Shareholders not individually liable;

(iv) Judicial proceedings in the name of the corporation;

(v) Shares freely negotiable;

(vi) Ownership and authority unaffected by the death of a member;

(vii) Distributed profits taxed as corporate income AND then again as the members’ income;

(viii) Undistributed profits taxed only as corporate income;

(ix) Enterprise losses not offset against members’ taxable incomes.

e. “[A] closely held corporation can obtain most of the tax attributes of a partnership by conforming to a regime provided by Subchapter S of the Internal Revenue Code. . . . [A] limited partnership, and even a simple partnership, may be so organized that it falls under the corporation tax regime.  With regard to transferability of shares, partnership agreements can be devised so as to confer some of the negotiability of corporate shares upon ownership interests, while corporation charters and bylaws are designed to restrict transfers of ownership in a manner characteristic of partnerships.”-5

6. “Agency Problems”

a. “The persons for whose benefit the agents work – who may be individual proprietors, partnerships or corporations – are known in legal literature as the ‘principals,’ and in colloquial speech as the ‘owners’ or the ‘bosses.’”-5

b. “The relationship of the operatives to their principals raises a host of problems, most of which fall into two main classes.  One of these is the extent to which the principals are responsible for the promises and torts of their agents.  This class may be regarded as the ‘external’ aspect of agency, because it involves relations with third persons who are outside the principal-agent relationship.”-6

c. “Another problem is the extent to which the agents actually serve the purposes of the principals, or serve purposes of their own that conflict with those of the principals.  This may be regarded as the ‘internal’ aspect of agency.”-6

7. Agency Problems and Residual Claims

a. “Agency problems arise because contracts are not costlessly written and enforced.  Agency costs include the costs of structuring, monitoring, and bonding a set of contracts among agents with conflicting interests, plus the residual loss incurred because the cost of full enforcement of contracts exceeds the benefits.”

b. “The common stock residual claims of [open corporations] are unrestricted in the sense that (1) stockholders are not required to have any other role in the organization, (2) their residual claims are freely alienable, and (3) the residual claims are rights in net cash flows for the life of the organization.”-7

c. “[P]roprietorships have a single residual claimant, whereas partnerships and closed corporations have multiple residual claimants.”-7

B. Proprietorships

1. “Although proprietorships are the most numerous form of business organization, there is no distinctive body of law about them. . . . This is probably because proprietorships are the implicit subject of most of the bodies of law known as contracts, torts and property.”-10

Manchester Supply Co. v. Dearborn—N.H. S. Ct., 1940

Issue: Whether Fred’s purchases were made while he was acting within the scope of his authority as an agent for his wife, who was acting as an undisclosed principal? Perhaps . . .

Rule: “[I]t is unquestionably the general rule of our law that an undisclosed principal, when subsequently discovered, may, at the election of the other party, if exercised within a reasonable time, be held upon all simple non-negotiable contracts made in his behalf by his duly authorized agent, although the contract was originally made with the agent in entire ignorance of the principal.”-11

“[T]his right of action does not depend upon the third person’s knowledge when dealing with the agent, that the latter was acting for another instead of for himself.”-11

“[T]he creditor has a right of action against the undisclosed principal, when discovered, even though he never learned of the existence of the latter until after the bargain was completed, if he can prove, as in every other case of agency, that the agent’s acts were within the scope of authority.”-11 

2. The Liability of the Undisclosed Principal in Contract

a. “In an action of assumpsit it is not the defendant’s promise to the plaintiff on which the plaintiff recovers, but the fact that the defendant caused the plaintiff to do an act (though that act is merely a promise with the intent of being legally bound), which he would not have done had not the defendant acted.”-12

b. “Where the principal is disclosed and the contract is made in his name, he has so acted as to induce the plaintiff to change his position.  But the same is equally true in the case of the undisclosed principal; he has also moved his agent in the same way.”-12

Spivak v. Sachs—Ct. of App. of NY, 1965

Issue: Whether the P, barred only in California, engaged in the “practice of law,” as opposed to a “single, isolated incident,” when he counseled the D with respect to her pending divorce and separation agreement in New York? YES 

Rule: “It is settled that the practice of law forbidden in this State by section 270 of the Penal Law to all but duly licensed New York attorneys includes legal advice and counsel as well as appearing in the courts and holding oneself out as a lawyer.”-14 (One cannot act as the agent of another, and therefore seek to recover for services rendered, where the agent-principal relationship itself was illegal). 

C. Partnerships

1. “[M]illions of people continue to pool their resources through less formal, or substantially unstructured, groups.  Of these, the one best known to the law is the ordinary partnership.”-17

2. “The great mass of ordinary partnerships are probably in that form because the parties never gave their organizational structure much attention.  Their agreements are informal, and often unwritten.  Consequently the partnership law is designed to cover in a very loose way the most diverse and inarticulated organizational structures, some of which would not be recognized as partnerships by their participants.”-18

3. “At the beginning of 1985, the Uniform Partnership Act had been adopted in all states except Louisiana.”-19

4. Uniform partnership Act

a. Section 6 provides that a partnership is “an association of two or more persons to carry on as co-owners a business for profit.”

b. Section 7 provides that persons who are not partners as to each other are not partners as to third persons; joint tenancy, tenancy in common, etc., does not itself establish a partnership, whether or not profits are shared; the sharing of gross profits by itself does not establish a partnership; the receipt by a person of a share of the profits of a business is prima facie evidence that he is a partner, except when the profits represent payments for specified expenses.

c. Section 9 provides that all partners are agents of the partnership, and that their actions bind the partnership, unless the partner has no authority to act in that particular matter, and the person with whom he is dealing has knowledge of the fact that he has no such authority.

d. Section 11 provides that an admission or representation by a partner concerning partnership affairs within the scope of his authority is evidence against the partnership.

e. UPA § 12 provides: “Notice to any partner of any matter relating to the partnership affairs, and the knowledge of the partner acting in the particular matter, acquired while a partner or then present to his mind, and the knowledge of any other partner who reasonably could and should have communicated it to the acting partner, operate as notice to or knowledge of the partnership, except in the case of a fraud on the partnership committed by or with the consent of that partner.”

f. Section 15 provides that all partners are liable jointly and severally for all partnership expenses/debts under §§ 13 and 14, and jointly liable for all other partnership debts and obligations; but any partner may enter into a separate obligation to perform a partnership contract.

Kaufman-Brown Potato Co. v. Long—9th Cir., 1950

Issue: Whether a partnership may exist in the absence of any express agreement to that effect, where the purported members of the partnership engage in activity typical of a partnership, and the businesses/individuals with whom the members do business reasonably believe that they are dealing with a partnership? YES

Rule: “A partnership may be formed for a single venture . . . . Whether or not a partnership relationship exists is determinable by the intent of the parties to do things which constitute a partnership. . . . It is immaterial that the parties deign not to call their relationship, or believe it not to be, a partnership, especially where as here the rights of third persons are involved.  It is true that a mere agreement to share profits and losses does not make a partnership but both the sharing of profits and losses are usual in partnership agreements and practices.”-21

“[A]ll partners need not contribute capital in the strict sense of the word; some may invest their labor and skill.”-21 

5. “[T]he fundamental characteristic which distinguishes partnerships from every other business association [is that a]ll other business associations are statutory in origin.”-23

D. Limited Partnerships

1. “In the United States, the National Conference of Commissioners on Uniform State Laws promulgated a Uniform Limited Partnership Act in 1916, and that Act ultimately was adopted by all states except Louisiana.  In 1976, only four years after the last adoption of the ULPA, a revised Uniform Limited Partnership Act was adopted.  In late 1986, a majority of states had adopted the 1976 revision, or some variation of it.”-23

2. “[T]he corporate form has the disadvantage of subjecting the enterprise to a number of special burdens of regulation, procedure, and taxes – especially income taxes.  The earnings of a corporation are subject to tax as corporate income; the dividends paid from the earnings are subject to tax as income of the shareholders.  In a partnership, if typical arrangements are followed, the earnings are taxed only once, as income of the partners.”-23

3. Uniform Limited Partnership Act

a. Section 1 provides that a limited partnership is a partnership formed by 2 or more persons having as members one or more general partners and one or more limited partners.  The limited partners are not bound by the obligations of the partnership.

b. Section 2 provides the statutory requirements for forming a limited partnership.

c. Section 7 provides that limited partners are not liable to creditors, unless they take part in the “control of the business.”

d. Section 11 provides that a person erroneously believing himself to be a limited partner, but then learning that he is a general partner, is not liable as a general partner if he “promptly renounces his interest in the profits of the business, or other compensation by way of income.”

4. Revised Uniform Limited Partnership Act

a. Section 101 provides definitions.

b. Section 201 provides the statutory requirements for forming a limited partnership.

c. Section 303 provides that limited partners are not liable for the obligations of the partnership unless they are also general partners.  Also, it provides that limited partners do not participate in the control of the business.

d. Section 304 provides that a person erroneously believing himself to be a limited partner is not a general partner and not bound by partnership obligations if, on learning of the mistake, he (1) causes a certificate of limited partnership or certificate of amendment to be executed and filed; or (2) he withdraws from future equity participation in the enterprise.

Rathke v. Griffith—Wash. S. Ct., 1950

Issue: Whether a partnership member named in an invalid certificate of partnership as a limited partner, may be subjected to liability as a general partner on account of the invalidity of the certificate, where such member, upon learning of his status as a general partner, immediately sold his entire interest in the partnership? NO

Holding: “We think this relinquishment of all of his claims against the assets of the Midfield Packers was sufficient compliance with the requirements of section 11.”-27
Rule: A person who erroneously believes that he is a limited partner may only escape liability as a general partner if he promptly renounces all interest in the profits of the business upon discovering the error.

Plasteel Products Corp. v. Helman—1st Cir., 1959

Issue: Whether the appellees may be subjected to liability as general partners of a limited partnership, though they are named as limited partners, because they exercised management and control over the business by participating in certain business decisions, and by having their participation required for other actions? NO

Rule: Limited partners who actively participate in the management and control of a limited partnership may, despite their official status, be subjected to unlimited personal liability as general partners.

E. Nonprofit Associations

1. “Section 6 of the Uniform Partnership Act defines a partnership as ‘an association of two or more persons to carry on as co-owners a business for profit.’”-32

2. “Associations of two or more persons for purposes that are non-profit-oriented fall outside the definition.  Most social, civic, political and religious organizations are in this category.  As these organizations become larger many of them choose to incorporate under state nonprofit corporation statutes.  One effect of incorporation is that the liability of members is then limited under state statute.”-32

Security-First Nat. Bank v. Cooper—Cal. Dist. Ct. of App., 1944

Issue: Whether members of a nonprofit association may be held personally liable for the contractual obligations of that association where they expressly or impliedly authorize the contract, and where the purpose of the association includes the establishment or maintenance of a Lodge, which would require either the purchase or lease of space? YES

Holding: “[A]ll who were members of the lodge at the time the lease was executed by the lodge were liable thereon as principals, even though they did not expressly authorize it by appearing at the meeting and voting for the resolution directing its execution.”-34
Rule: “The rule of liability of members of . . . an association, not organized or conducted for profit, is . . . as follows: ‘Membership, as such, imposes no personal liability for the debts of the association; but to charge a member therewith it must be shown that he has actually or constructively assented to or ratified the contract on which the liability is predicated.  If, however, a member, as such, directly incurs a debt, or expressly or impliedly authorizes or ratifies the transaction in which it is incurred, he is liable as a principal.  So a member is liable for any debt that is necessarily contracted to carry out the objects of the association.’”-33

Azzolina v. Sons of Italy—Conn. S. Ct., 1935

Issue: Whether members of a voluntary, nonprofit association may be compelled to contribute to the extinguishment of a debt obligation, where 7 members already satisfied the debt, and those 7 members were no more responsible for incurring the debt than were the remaining D members? YES

Holding: All of the members should have been forced to pay his aliquot share by dividing $3994.66, minus $128.75 paid by the lodge, and $160 paid by four Ds, divided by 102.
Rule: “In the case of a voluntary association formed for the purpose of engaging in business and making profits, its members are liable, as partners, to third persons upon contracts which are within its scope and are entered into with actual or apparent authority, and a joint judgment against them is justified.”-35

“When a member of such an association cannot obtain reimbursement from it for liabilities which he has property discharged, he is entitled to contribution from all the other members. . . . But when . . . the purpose of the association is not business or profit, the liability, if any, of its members is not in its nature that of partners but that arising out of the relation of principal and agent, and only those members who authorize or subsequently ratify an obligation are liable on account of it.  A person may authorize the obligation arising from a contract either by becoming or remaining a member knowing that such a contract would be reasonable and proper in order to carry out the purposes for which the association was formed or, if the contract is outside the scope of those purposes, by assenting to it or participating in the undertaking.”-35

“[W]here one person has been compelled to pay money which others were equally bound to pay, each of the latter in good conscience should contribute the proportion which he ought to pay of the amount expended to discharge the common burden or obligation.”-36

“As between members of an unincorporated association, each is bound to contribute only his aliquot share.”-36

Lyons v. American Legion Post No. 650 Realty Co.—Ohio S. Ct., 1961

Issue: Whether the individual members of an unincorporated association may be sued for negligence where they are alleged to be responsible for the wrongful death of another? YES

Holding: “We think the new statutes are no more than cumulative and do not abrogate the right to sue the members of the associations if the suitor chooses to proceed in that way.”-38
Rule: “In the absence of an enabling statute, a voluntary association cannot be sued by its association name.  It has no legal existence, and the persons composing it must be joined individually.”-38 ???

“[A] recognized difference exists between an unincorporated association organized for the transaction of business and one organized for fraternal or social purposes.”-39

F. Corporations

1. Attributes

a. “What is it that makes corporate organization so desirable?  Probably the primal consideration has been to establish a fund of property which is distinct from the property of any of the members, and therefore free from the hazards of the members’ debts, and from the uncertainties of descent and distribution on the members’ deaths.  The reverse of this coin is the maintenance of the members’ individual property separate from that of the corporation, and presumptively free from claims of the corporation’s creditors.  Going along with these attributes is the capacity of the organization to sue or be sued collectively without regard to the citizenship or residence or presence within the jurisdiction of the members.  These characteristics, which might be described as ‘separateness’ from the individual members, have been conceptualized as ‘entity’ or ‘personality.’”-40

b. “The Uniform Partnership Act makes the property of the group a separate fund from that of the members, and the Uniform Limited Partnership Act permits limited partners to insulate their individual property from the debts of the firm.  Moreover, contemporary procedural laws permit suit by and against partnerships and associations even though they are not incorporated.  The distinction of corporations is that they possess these characteristics more universally and unconditionally than do other forms of organization.”-41

c. “Another aspect of corporateness is the provision of law of a prefabricated form of organization, with shareholders or members, directors, officers, articles, bylaws and prescribed modes of amendment and dissolution.”-41

d. The Variety of Corporations

(i) “Some immense corporations have only one or two shareholders; an outstanding example is AT&T Technologies, one of the largest industrial firms in the nation, which is wholly owned by American Telephone and Telegraph Company.  Such companies have been aptly called ‘megasubsidiaries.’”-42

e. Corporate Structure

(i) “A corporation creates its own membership by the terms of its articles of incorporation.  In a business corporation, membership is achieved by the purchase of shares of stock.”-42

(ii) “Shareholders in their capacity as shareholders are not employees or agents of the corporation.”-42

(iii) “Directors as individuals in their capacity as directors are not employees of the corporation.  Directors are not agents, but they do owe certain fiduciary duties to the corporation.”-43

(iv) “Major officers of the corporation are usually specified in state corporation statutes, and their election by the board of directors is required.  Officers are employees of the corporation, and the corporation only acts – makes contracts, commits torts – through the officers and other employees who have been delegated authority by the board of directors.”-43

2. Incorporation and Admittance

a. “A corporation is established by filing Articles of Incorporation (occasionally called a Certificate of Incorporation) with the state agency responsible for administration of corporations, usually the Secretary of State or the Department of Commerce.”-43

b. “Most corporate statutes today limit the effect of the ultra vires doctrine, allowing only the shareholders or the state to proceed against the corporation for exceeding its powers.”-43

Thompson & Green Machinery v. Music City Lumber—Ct. of App. of Tenn., 1984

Issue: Whether the doctrine of corporation by estoppel was abolished in Tennessee following the passage of the Tennessee General Corporations Act? YES

Rule: “It is clear that ‘all persons who assume to act as a corporation without authority so to do shall be jointly and severally liable for all debts and liabilities incurred or arising as a result thereof.”-46
c. Revised Model Business Corporation Act

(i) Section 15.01 provides that a foreign corporation (corporation from out of state) cannot transact business in this state until it obtains a certificate of authority from the secretary of state.  It goes on to list the activities that do not constitute transacting business.

(ii) Section 15.02 provides that neither a foreign corporation nor its successor may maintain a proceeding in this state until it obtains a certificate of authority.  However, it may defend in a proceeding.-48

Allenberg Cotton Co. v. Pittman—S. Ct., 1974

Issue: Whether the Supreme Court of Mississippi erred in holding that the P Tennessee corporation may not recover damages for breach of contract because it failed to qualify to do business in the State of Mississippi, where the Tennessee corporation’s activities were primarily interstate in character? YES

Holding: “We hold only that Mississippi’s refusal to honor and enforce contracts made for interstate or foreign commerce is repugnant to the Commerce Clause.”-50

Rule: Under the Commerce Clause, corporations need not qualify separately to do business in a foreign state where their activities in such state are primarily interstate in character.

d. Notes

(i) “It remains true today that a state may impose licensure and admission requirements on out of state corporations doing intrastate business.  However, the state’s powers are not without limitation, and if the character of the out of state corporation’s activities is entirely interstate, the state may not insist upon registration as a condition of maintaining suit.”-51

3. The Virtues of Corporate Form

a. “It may safely be said that as the scale of the business increases and its capital needs expand the corporate form becomes increasingly attractive.”-53

Walkovszky v. Carlton—N.Y. Ct. of App., 1966

Issue: Whether the appellate court erred in holding that the P states a cause of action against the Ds as individual stockholders of corporations that were intended to defraud members of the general public where such defendants maintained several separate corporations with only two cabs each, and the cabs were insured with the minimum automobile liability insurance? YES

Rule: “The law permits the incorporation of a business for the very purpose of enabling its proprietors to escape personal liability . . . but, manifestly, the privilege is not without its limits.  Broadly speaking, the courts will disregard the corporate form, or, to use accepted terminology, ‘pierce the corporate veil,’ whenever necessary to ‘prevent fraud or to achieve equity.’”-54

“[W]henever anyone uses control of the corporation to further his own rather than the corporation’s business, he will be liable for the corporation’s acts ‘upon the principle of respondeat superior applicable even where the agent is a natural person.’ . . . Such liability, moreover, extends not only to the corporation’s commercial dealings.”-54

Minton v. Cavaney—S. Ct. of Cal., 1961

Issue: Whether a director of a corporation who actively conducts the business of that corporation may be held personally liable under the alter ego doctrine for tort claims where the business is intentionally under capitalized in an effort to avoid such tort liability? YES

Whether the D may be held liable under the alter ego doctrine in this case where the P failed to allege that the company or the D was in fact negligent, and instead relied on an earlier decision to that effect?N

Holding: “[P]laintiffs did not allege or present any evidence on the issue of Seminole’s negligence or on the amount of damages sustained by plaintiffs.  They relied solely on the judgment against Seminole.  Defendant correctly contends that Cavaney or his estate cannot be held liable for the debts of Seminole without an opportunity to relitigate those issues.”-60

Rule: “The equitable owners of a corporation, for example, are personally liable when they treat the assets of the corporation as their own and add or withdraw capital from the corporation at will; . . . when they hold themselves out as being personally liable for the debts of the corporation; . . . or when they provide inadequate capitalization and actively participate in the conduct of corporate affairs.”-60

G. Other Forms of Organization

1. “The ingenuity of lawyers, and of enterprisers acting without lawyers, has created an infinite variety of organizational forms.”-62

a. Joint Venture – The “twentieth century opinion has trended toward regarding joint ventures as a variety of partnership (if for business) or of association (if for other purposes).  The term is also used, confusingly, to designate a corporation that is formed by two or three other corporations for a common purpose, such as producing a product needed by both; this type of organization is better characterized as a ‘joint venture corporation.’”-62

b. Joint Stock Company – “In Great Britain, ‘joint stock company’ generally designates an incorporated organization that would be called in the United States a ‘business corporation,’ although the term is usually shortened to ‘company.’ . . . They were generally employed to escape some of the restrictions that applied to corporations, such as limits on landholding and the requirement of obtaining admittance in each state in which they might want to do business.  The liberalization of corporation laws appears to have led to the disappearance of joint stock companies in this sense.”-62

c. Business Trust; Real Estate Investment Trust (REIT)

d. Cooperatives – “Organizations that are formed for business, but primarily benefit the people with whom they do business (customers or employees) as distinguished from investors, are called ‘cooperatives.’ . . . In short, ‘cooperative’ does not designate a form of organization, but a purpose and mode of operation that is adaptable to various forms.”-63

e. Affiliated Groups – “Although the subsidiaries are nominally separate entities, with their own offices, boards of directors, properties and shareholders, their principal policies are generally directed by the holding companies above them.”-63

II. Vicarious Liability for Injuries

A. Origins and Justification

Jones v. Hart—Ct. of King’s Bench, 1698

Issue: Whether a master may be liable in an action of trover (conversion) for the negligent act of his servant? YES

Rule: “For whoever employs another, is answerable for him, and undertakes for his care to all that make use of him.”-65

“The act of a servant is the act of his master, where he acts by authority of the master.”-66

1. Vicarious Liability and Administration of Risk

a. Among the justifications for imposing liability on a master are: avoidance, prevention, shifting, and distribution.  Assume M’s agent causes an accident in a truck.  “M might have avoided this type of risk by refraining from entering business, or a business requiring delivery by truck, or by not making this particular delivery.  M might have taken all steps known to man to lessen the likelihood of such injuries, those steps including the installation of four wheel brakes, extreme care in selection of truck drivers, etc.  M might have contracted with T, whereby T agreed to assume the particular type of risk.  Or M might have assumed the risk, and recouped by distributing the cost of assumption among the consumers of the product he sells.  For purposes of convenience these four types of activity may be respectively called risk avoidance, risk prevention, risk shifting and risk distribution.”-70

2. Some Thoughts on Risk Distribution and the Law of Torts

a. “’Enterprise liability’ [is] the notion that losses should be borne by the doer, the enterprise, rather than distributed on the basis of fault.”-71

b. “Allocation Resource Justification” – “At its base are certain fundamental ethical postulates.  One of these, perhaps the most important, is that by and large people know what is best for themselves.”-71

c. “Respondeat superior – like workmen’s compensation, to which it has often been analogized – was the forerunner of modern enterprise liability. . . . Both are based on the notion that no single employee deems the risk of injury arising out of his employment to be great enough to justify him either in insuring or in asking substantially higher wages because of it. . . . Respondeat superior applies it to injuries to third parties, while workmen’s compensation applies it to the worker himself.”-71

3. An Economic Analysis of the Choice Between Enterprise and Personal Liability for Accidents

a. “First, the agent may not have sufficient assets to cover the judgment, in which case his liability would be limited. . . . Some of the loss will still fall on innocent parties, and the agent will take too little care measured from a social perspective that seeks to minimize the sum of accident costs and accident prevention costs.  To complete the argument, one must be able to conclude that assigning liability to the financially solvent enterprise will increase the care taken by the agent.”-73

b. “Second, employers may not screen their employees on the basis of carefulness.  Unless the enterprise is liable it will be indifferent to the carefulness with which its agents undertake their tasks.”-73

c. “Third, failure to assign liability to the enterprise arguably leads to the provision of a work environment that is too dangerous to third parties.  The danger may arise either from the inadequate supervision of workers or from the arrangement of the production process in a way that enhances profits at the cost of injuries to a third party and borne by the employee.”-73

d. “Fourth, assignment of liability to the agent may be inadequate because most injuries result from a complicated combination of acts by various agents.”-73

e. “Fifth, there is a conflict of interest between agent and principal in which the agent prefers, if all else is equal, to take less care, while the principal cares only about her profit.”-73

f. “Sixth, for unspecified reasons, the entity cannot communicate incentives to the agent.  Enterprise liability would then lead to more accidents than agent liability because the courts may provide incentives that the enterprise cannot.”-74

4. Note: Vicarious Contributory Negligence?

a. “[A]n employer’s negligence which would have made the employer liable to another bars the employer’s claim against another.  The doctrine is known as ‘imputed contributory negligence.’”-78

B. Vicarious Liability Relationships

1. “For better or for worse, the principle of vicarious liability is established in the law of English-speaking countries.”-78

2. “What are the criteria which cause the rule of vicarious liability to extend to some areas and to exclude others?  Analysis have commonly identified three.  First, the principal (the person whose putative liability is in question) must have assented in some way to the relationship with the actor.  Second, the principal must expect to derive some ‘benefit’—i.e., something he wants – from the relationship.  Third, he must have some element of ‘control.’”-79

3. The Concept of Employment

a. “Questions of assent, benefit, and control are foreclosed by the existence of an employment contract.  They become issues only in the relatively few cases where the employment relationship is informal.”-79

b. “In general terms the question of capacity in these cases follows basic contract law.”

c. “The requirement for showing benefit . . . arises principally with bailments.  One can loan his dog, gun, or chainsaw without incurring liability for what the borrower does with it – even though the lender has certainly assented, and may well retain some rights of control over the object’s use.  The distinction between employment and loan seems to rest primarily in the fact that the loan in these cases is for the benefit of the borrower.”-80

d. “[I]n all jurisdictions with the exception of Louisiana parents are not vicariously liable for the torts of their children. . . . In virtually every jurisdiction there are parental liability statutes which impose liability on parents for damage caused by a child, but in most the conduct must be willful, wanton, or malicious, and usually there is a limitation on damages (most commonly under $5000).”-81

White v. Consumers Finance Service, Inc. --Penn. S. Ct., 1940

Issue: Whether the trial court erred in entering judgment for the P and determining that the employee was authorized expressly or impliedly to seek assistance in the repossession of a car negligently operated by the assistant, where the repossession was not an emergency? YES

Rule: “The relation of master and servant cannot be imposed upon a person without his consent, express or implied.  The exception to this rule is that a servant may engage an assistant in case of an emergency, where he is unable to perform the work alone.”-82

“It is only where ‘an unforeseen contingency arises making it impracticable to communicate with the principal and making such an appointment reasonably necessary for the protection of the interests of the principal entrusted to the agent’ that an agent may be said to have implied authority to employ an assistant.”-83

4. Common Causes

a. “When persons join their efforts for common purposes which are not designed to produce profits, but for pleasurable, social, charitable or political ends, the general approach is against liability for membership alone.  Some direct participation, authorization or control over the party committing the tort is needed.”-85

b. “Many cases have found evidence of ‘joint enterprise’ or ‘joint adventure’ among co-participants in a nonbusiness undertaking.  For example, the passengers who shared the rental of an airplane for a fishing trip were all held liable for damage to the airplane caused by negligence of the pilot, on the basis that they were involved in a joint enterprise.”-85

c. “[A] minor might incur vicarious liability by virtue of joint enterprise, despite his disability to become a principal or partner.  Several cases have held in favor of such liability.”-86

5. Independent Operatives

a. “The term ‘independent contractor’ was taken from the construction cases and extended to many other situations where the actor was independent of the defendant, although working pursuant to his orders.  Thus cab drivers, physicians, traveling salesmen, and garage keepers came to be classified as ‘independent contractors.’”-86

b. “In the course of time [the ‘right of control’ became the predominant factor to be considered when determining whether an independent contractor relationship exists].”-87

c. “The fact that there is substantial evidence in a case from which a jury could reasonably find an independent contractor does not prevent a finding of liability if there is also substantial evidence from which a jury could find a ‘right to control.’”

d. “Finally, many judges rebelled against the generality of the independent contractor rule, and invented a series of exceptions to it, to which they attached such names as ‘inherent danger,’ ‘franchised activity,’ ‘non-delegable duty,’ and ‘estoppel.’”-87

e. Restatement of Agency (2d), § 2: (1) A master is a principal who employs an agent to perform service in his affairs and who controls or has the right to control the physical conduct of the other in the performance of the service.  (2) A servant is an agent employed by a master to perform service in his affairs whose physical conduct in the performance of the service is controlled or is subject to the right to control by the master.  (3) An independent contractor is a person who contracts with another to do something for him but who is not controlled by the other nor subject to the other’s right to control with respect to his physical conduct in the performance of the undertaking.  He may or may not be an agent.

f. Section 220 of the Restatement: (2) In determining whether one acting for another is a servant or an independent contractor, the following matters of fact, among others, are considered: (a) the extent of control which, by the agreement, the master may exercise over the details of the work; (b) whether or not the one employed is engaged in a distinct occupation or business; (c) the kind of occupation, with reference to whether, in the locality, the work is usually done under the direction of the employer or by a specialist without supervision; (d) the skill required in the particular occupation; (e) whether the employer or the workman supplies the instrumentalities, tools, and the place of work for the person doing the work; (f) the length of time for which the person is employed; (g) the method of payment, whether by the time or by the job; (h) whether or not the work is a part of the regular business of the employer; (i) whether or not the parties believe they are creating the relationship of master and servant; and (j) whether the principal is or is not in business.

Murrell v. Goertz—Ct. of App. of Okla., 1979

Issue: Whether the trial court erred in granting the D’s motion for summary judgment in a suit for damages resulting from an alleged assault and battery committed by Goertz, where Goertz was an independent contractor newspaper deliveryman? NO

Holding: “While appellee established certain policies and standards to which all distributors and carriers were to adhere, such policies and standards do not rise to that level of supervision, dominion, and control over Goertz’s day to day activities as to make him appellee’s servant.”-90

Rule: “An independent contractor is one who engages to perform a certain service for another according to his own methods and manner, free from control and direction of his employer in all matters connected with the performance of the service except as to the result thereof. . . . The parties agree that the decisive test for determining whether a person is an employee or an independent contractor is the right to control the physical details of the work.”-89

Rockwell v. Kaplan—Penn. S. Ct., 1961

Issue: Whether the trial court erred in holding both a general surgeon and an anesthesiologist liable for the anesthesiologist’s negligent administration of the anesthetic, resulting in the amputation of the P’s arm? NO

Rule: “A servant is the employee of the person who has the right of controlling the manner of his performance of the work, irrespective of whether he actually exercises that control or not.”-93

“[D]octors are subject to the law of agency and may at the same time be agent both of another physician and of a hospital, even though the employment is not joint.”-93

g. Notes

(i) “The ‘captain of the ship’ doctrine imposes liability on the surgeon in charge when the employees – nurses, anesthesiologists, etc. – are technically under his ‘control,’ even though they may be independent contractors or employees of the hospital.”-95

(ii) “In a number of jurisdictions, the [captain of the ship] doctrine has been rejected as inconsistent with the facts and illogical.”-95

Park North General Hospital v. Hickman—Tx. Ct. of App., 1985

Issue: Whether the trial court erred in holding that the hospital failed to exercise due care in its selection of a doctor that negligently injured the P, or that it negligently granted staff privileges to him? NO, but

Holding: “We hold that Park North General Hospital had a duty to Mrs. Hickman to exercise reasonable care in the selection of its medical staff and in granting specialized privileges to them.  It also has a duty to periodically monitor and review their competency.”-97

Rule: “[A] number of states have adopted the doctrine of corporate responsibility for the quality of medical care.  That is, the doctrine that a hospital owes a duty to its patients to exercise reasonable care in the selection of its medical staff and in granting specialized privileges.”-97

h. Note: Liability of Hospitals

(i) Bing v. Thunig – “Since this decision a large number of jurisdictions have specifically held hospitals liable under a theory of vicarious liability.”-97

Aluminum Co. of America v. Ward—6th Cir., 1956

Issue: Whether the trial court erred in holding that the D company was liable for the negligence of its employees who loaded the trailer that the decedent was driving when he was killed, where the employees were under the partial, but not complete control, of the decedent? NO

Holding: “The most that can be said on the subject of control is that there was divided authority and this falls short of that power to command which is the necessary element in the determination of a surrender of complete control by the general employer to the temporary employer under the loaned servant doctrine.”-101

Rule: “The [loaned servant rule] is that, as long as the employee is furthering the business of his general employer by the service rendered to another, there will be no inference of a new relation unless command has been surrendered, and no inference of its surrender from the mere fact of its division.”

“In order to escape responsibility for the negligence of his servant on the theory that the servant has been loaned, the original master must resign full control of the servant for the time being.  It is not sufficient that the servant is partially under the control of a third person.”-100

Strait v. Hale Construction Co.—Ca. Ct. of App., 1972

Issue: Whether, in the case of a general and special employer, both of whom exercised control over the negligent employee, one or both of the employers may be held liable for such negligence? Both

Rule: “In determining the vicarious liability issue, the courts have uniformly applied the test of control, i.e., which employer had actual control or the right of control – the power to direct the borrowed servant in the details of the work at the time the tort occurred?”-104

“The losses caused by the torts of employees, which as a practical matter are sure to occur in the conduct of the employer’s enterprise, are placed upon that enterprise itself, as a required cost of doing business.”-105

“The theory having greater integrity in respondeat superior cases is allocation of risk.”-105

“[A]n employee can have more than one employer, both of whom may be simultaneously liable for a negligent act of the employee.”-106

i. Note: Independent Contractor-Hazardous Activity and Non-Delegable Duties

(i) An employer of an independent contractor may be subjected to liability “[i]f the work contracted for can be classified as ‘inherently dangerous.’”-107

(ii) Section 416 of the Second Restatement of Torts provides: “One who employs an independent contractor to do work which the employer should recognize as likely to create during its progress a peculiar risk of physical harm to others unless special precautions are taken, is subject to liability for physical harm caused to them by the failure of the contractor to exercise reasonable care to take such precautions, even though the employer has provided for such precautions in the contract or otherwise.”-107

j. Georgia Code Ann. § 51-2-5

(i) This statute provides that the employers of independent contractors may be held liable for the negligence of such contractors if: the work is inherently dangerous, etc.-107

k. Note: Liability to Employees of Independent Contractors

(i) “Concepts of Enterprise Liability have spread in a few cases to provide compensation to employees of independent contractors who are injured on the job.”-109

Chevron Oil Co. v. Sutton—S. Ct. of N.M., 1973

Issue: Whether there is a genuine issue of fact that Chevron, as the franchisor, asserted sufficient control over its franchisee to constitute a master-servant relationship, and Chevron’s corresponding liability for the negligence of the franchisee? YES

Whether there is a genuine issue of fact that Chevron “clothed” the franchisee with apparent authority, thereby subjecting Chevron to liability for the negligence of the franchisee? YES

Rule: “[T]he majority rule is that the manner in which the parties designate a relationship is not controlling, and if an act done by one person on behalf of another is in its essential nature one of agency, the one is the agent of the other, notwithstanding he is not so called.  Furthermore, it has long been the rule that a third person who deals with an agent is not bound by any secret or private instructions given to an agent by the principal.  When such agreements do not control, ‘whether a station operator is an employee of an oil company or an independent contractor depends on the facts of each case, the principal consideration being the control, or right to control, of the operation of the station.”-110

“The general rule is that a principal is not liable for the wrongful act of an assistant who has been procured by his agent unless the latter can be said to have been clothed with authority to employ help.  Such authority may, however, be implied from the nature of the work to be performed.”-111

“[W]here the work for the performance of which the contract is entered into is such as to indicate the necessity of the employment of a subagent, there is liability in the principal for the acts of the subagent.”-111

“It is clear that a principal may not escape liability to third persons for the torts of a subagent, appointed by his agent with his consent, merely by entering into a contract with his agent under which the latter assumes sole responsibility for the subagent’s conduct.”-111

l. Note: “Holding Out”

(i) “The ‘holding out’ or ‘apparent agent’ argument is gaining increasing acceptance particularly in franchise cases.  This is in spite of concern with the use of the term ‘apparent authority’ in tort cases.”-112

(ii) In Drexel v. Union Prescription Centers, the court “approved the proposition that a finding of the franchisee to be an ‘independent contractor’ in respect to his relationship with the franchisor, would not prevent the franchisee from being an ‘employee’ in respect to this particular plaintiff in a tort action.  The franchisee is treated as an ‘employee’ in this case because of findings that the franchisor held him out to be an employee and the plaintiff relied thereon.”

m. The Torts of An Independent Contractor

(i) “Independent contractors, as a class, are not judgment proof.  If the contractor is at fault, without the concurrence of fault on the part of the contractee, he deserves admonition and should suffer the sting of tort liability by being made to compensate for the injuries which result from his wrongful conduct.”-114

n. Note: The Relationship of Products Liability to Vicarious Liability

(i) “The recent expansion of concepts of products liability has provided an alternate or additional basis for liability in some cases.  In Harris v. Aluminum Co. of Am., . . . the plaintiff lost an eye when a twist-off aluminum cap blew from a Coca-Cola bottle.  She sued among others the local Coca-Cola bottling company (the franchisee) and the Coca-Cola Company (the franchisor).  The Coca-Cola Company argued they only sold syrup to the franchisee, and it was the franchisee which made all decisions on the type of bottle and cap.  The court held that the implied warranties of merchantability applied to the franchisor, and it would be a fact question if the packaging was unreasonably dangerous for ordinary use, and if that condition existed when the bottling requirements were under the franchisor’s control.”-116

C. The Scope of Enterprise

1. Introductory Note

a. The judge in Joel v. Morison held, in a case involving the scope of the employee’s authority, “‘If the servants, being on their master’s business, took a detour to call upon a friend, the master will be responsible. . . . If you think the young man who was driving took the cart surreptitiously, and was not at the time employed on his master’s business, the defendant will not be liable.’  The paired terms, ‘frolic and detour,’ have attained immortality as opposite poles in the law of ‘scope of employment.’”-117

b. Restatement of Agency, § 228, provides: “(1) Conduct of a servant is within the scope of employment if, but only if: (a) it is of the kind he is employed to perform; (b) it occurs substantially within the authorized time and space limits; (c) it is actuated, at least in part, by a purpose to serve the master, and (d) if force is intentionally used by the servant against another, the use of force is not unexpectable by the master.  (2) Conduct of a servant is not within the scope of employment if it is different in kind from that authorized, far beyond the authorized time or space limits, or too little actuated by a purpose to serve the master.”-117

c. Restatement of Agency, § 229, provides: “(1) To be within the scope of employment, conduct must be of the same general nature as that authorized, or incidental to the conduct authorized.  (2) In determining whether or not the conduct, although not authorized, is nevertheless so similar to or incidental to the conduct authorized as to be within the scope of employment, the following matters of fact are to be considered: (a) whether or not the act is one commonly done by such servants; (b) the time, place and purpose of the act; (c) the previous relations between the master and servant; (d) the extent to which the business of the master is apportioned between different servants; (e) whether the act is outside the enterprise of the master or, if within the enterprise, has not been entrusted to any servant; (f) whether or not the master has reason to expect that such an act will be done; (g) the similarity in quality of the act done to the act authorized; (h) whether or not the instrumentality by which the harm is done has been furnished by the master to the servant; (i) the extent of departure from the normal method of accomplishing an authorized result; and (j) whether or not the act is seriously criminal.”-118

Riviello v. Waldron—N.Y. Ct. of App., 1979

Issue: Whether the trial court erred in holding that the owner of a tavern may be subjected to liability for his employee’s act of negligently striking a tavern patron in the eye with a pocketknife? NO

Rule: “[T]he doctrine of respondeat superior renders a master vicariously liable for a tort committed by his servant while acting within the scope of employment.”-119

“[T]he test has come to be ‘whether the act was done while the servant was doing his master’s work, no matter how irregularly, or with what disregard of instructions.”-119

“Indeed, where the element of general foreseeability exists, even intentional tort situations have been found to fall within the scope of employment.”-120

Wright v. Southern Bell Telephone Co.—5th Cir., 1979

Issue: Whether a telephone company may be liable for the wrongful death of a mobile home owner crushed under the mobile home, whose assistance was requested by a company employee, where the company employee was expressly forbidden from requesting help from customers? NO

Rule: “[B]efore a master may be held liable for the negligent acts of its servants, the servant must have been acting both within the scope of his employment and in the prosecution of the master’s business.”

“No employee has power to employ another to assist him in his work without express authority; and if he does so, he is acting without the scope of his authority.”-123

“The result we reach is not at odds with the established rule . . . that the fact that a servant disobeys the instructions of his master does not insulate the master from liability for the servant’s negligence.”-123

d. Notes

(i) “If the employee is permitted by the employer to leave the route dictated by the task, he will still be outside the employment if serving his private purposes exclusively.  The border line seems no easier to draw than when the departure is forbidden.”-124

Nelson v. American-West African Line, Inc.—2d Cir., 1936

Issue: Whether the trial court erred in holding that the boatswain who intentionally struck the plaintiff, while he was roaring drunk, could not subject his employer to liability? YES

Rule: “A principal is not chargeable with willful acts, intended by the agent only to further his own interest, not done for the principal at all.”-126

Rationale: Here, the boatswain ordered the P out of bed to start his watch, and struck him in the process.  This is sufficient to subject the employer to liability.

Ira S. Bushey & Sons, Inc. v. United States—2d Cir., 1968

Issue: Whether the trial court erred in holding the United States liable where a U.S. Coast Guard seaman opened valves that controlled the flooding of the tanks on one side of a drydock, causing a Coast Guard vessel to partially sink, where the seaman was in a drunken state at the time, and did not act for the benefit of the United States? NO

Rule: “[C]onduct of a servant is within the scope of employment if, but only if: . . . (c) it is actuated, at least in part by a purpose to serve the master.”-127

“[R]espondeat Superior, even within its traditional limits, rests not so much on policy grounds consistent with the governing principles of tort law as in a deeply rooted sentiment that a business enterprise cannot justly disclaim responsibility for accidents which may fairly be said to be characteristic of its activities.”-129

“[T]he activities of the ‘enterprise’ do not reach into areas where the servant does not create risks different from those attendant on the activities of the community in general.”-129

e. Frolic and Detour – Young B. Smith

(i) “[I]n every enterprise in which two or more persons are participants, responsibility for resulting injuries to others should be cast upon him who is best able to effectuate the spreading and distribution of the loss.”-133

Briner v. Hyslop—S. Ct. of Iowa, 1983

Issue: Whether a corporate employer may be held liable for punitive damages as a result of the negligent acts of its employees? YES

Which rule should be applied in determining corporate liability for punitive damages? Complicity/Restatement Rule

Rule: “Those authorities that have considered the issue are divided into two groups.  One group holds the corporate employer liable for punitive damages whenever the employee’s actions within the scope of employment make the employee liable. . . . These authorities generally term their analysis as the liberal approach or the course of employment rule. . . . The other group of authorities finds the corporate employer liable for punitive damages only when the corporate employer wrongfully authorized, contributed to, or ratified the outrageous conduct which caused plaintiff’s injury. . . . This rule is termed the complicity rule.”-138

“The complicity rule is not limited solely to employee conduct that is expressly authorized by the corporation.  Instead, the complicity rule extends employer liability to employee conduct which it would be difficult to show was authorized, but for which the employer is at least partially blameworthy because he employed an unfit person.”-140

Commonwealth v. Beneficial Finance Co.—S. Jud. Ct. of Mass., 1971

Issue: Whether the trial court erred in holding corporations Beneficial, Household, and Liberty to be partners in a criminal conspiracy in connection with the bribery of public officials? NO

f. Note on Corporate Criminal Liability

(i) “Even the strongest advocates of the entity concept of corporations recognize the difficulty of putting a corporation in jail.  A monetary fine, on the other hand, serves only to hurt the shareholders.  These difficulties have led to an emphasis on a personal criminal liability for the officers and even directors.”

D. Liability of the Employee; Indemnification

1. “Since the employer generally has the deeper pocket, injury victims have little interest in pursuing the operatives.  We have noticed that students sometimes slip into the fallacious assumption that because the employer is liable, the employee is not.  This idea is wholly false.  The law of agency, which makes employers liable, does not repeal the law of torts, which makes negligent individuals liable.  Both are liable in typical situations.”-145

2. “[T]here is an old tort rule that a converter of property is liable regardless of fault.  Should this apply to a broker who innocently receives stolen property while acting as a mere agent for someone else? [see Sullivan Co. v. Wells, where the broker was held not liable].”-146

3. “There is also the rule known as ‘res judicata,’ according to which a matter once adjudged cannot be sued on again.  If an injury victim has sued a tortfeasor’s employer, and won or lost, can he later maintain action against the tortfeasor himself for the same tort? [see Davis v. Perryman, where the plaintiff was barred from filing suit against the employee after an unsuccessful action against the employer].”-146

4. “If the victim has settled out of court with the employer, can he thereafter maintain action against the employee? [see Gavin v. Malherbe, where the court held that the release of the employer acted to release the employee].”-146

5. “With respect to motor vehicles, operators who occasion injuries in the courts of their employment by the United States are expressly exempted by a provision which was added in 1961 to the Federal Tort Claims Act of 1948.”-147

6. “[With respect to] the liability of the employee to indemnify the employer who has been made vicariously liable through the employee’s fault, . . . [t]he principle of liability in such cases is generally acknowledged, and codified in the Restatement.”-147

7. “[W]age earners seldom have the resources to satisfy large tort judgments.  Their liability may yet be significant in several ways.  In the first place, it may be disastrous for the wage earner.  Although his small resources may not do much for a victim, their loss may be tragic for him.”-148

8. “[T]he fear of [having to indemnify their employers] may be a useful incentive to employees to use care about their work.”-148

9. “[T]he possibility that a friendly workman might be held liable would lead a plaintiff to press his claim less aggressively (or witnesses to testify less positively) than if they thought that only the employer would have to pay.”-148

10. “Still another consequence of the employee’s liability to indemnify might be to cause the employer to include in his liability insurance policies clauses covering employees’ liabilities as well.”-148

11. “The cases in which indemnification most frequently presents itself in litigation are cases in which a business enterprise (individual, partnership or corporate) has contracted to do a job, and has somehow brought liability upon the contractee.”-148

12. “An injury victim will often settle quickly with the employee—either because the employee cannot be expected to pay much anyway, or because the victim thinks an unworried employee will make a less hostile witness—but continue to prosecute his action against the employer.”-149

13. “Judges and theorists have often propounded a specious reconciliation of these conflicting arguments by saying that a ‘release’ of one releases all, but a ‘covenant not to sue’ one preserves the remedy against others.”-149

Fireman’s Fund American Ins. Co. v. Turner—S. Ct. of Or., 1971

Issue: Whether the trial court erred in holding that an employee could not be sued for indemnification after his employer was held vicariously liable for the employee’s negligence while driving a car within the scope of his employment? YES

Rule: “[I]t is our view that the right of an employer held vicariously liable to a third person injured by the wrongful act of an employee to seek indemnity against the employee is too well established to be abolished at this time by decision of this court as contrary to public policy, at least under the facts and circumstances of this case.”-153

McLeod v. Dean—S.D.N.Y., 1967

Issue: Whether the defendant security guard, who was employed by Dean, but worked in Daitch’s store, was in fact an agent of Daitch at the time of the alleged incident of slander, as opposed to an independent contractor?  Agent

Whether an agent who is held liable for slander while acting within the scope of his employment has a right to indemnity from his principal? YES

Holding: “Defendants Dean and Canty are entitled to be indemnified by Daitch for any expenditures they have made or may make as a result of plaintiff Mary McLeod’s action for slander against them.”

Rule: “Where a person, acting at the direction of and on account of another, does an authorized act because of which both are liable in tort, the person who did the act is entitled to indemnity from the other for expenditures properly made in the discharge of such liability—providing the actor acted in good faith and the act is not apparently illegal.”-155

“Provided the act was within the scope of his authority, the agent has a right to indemnity from the principal even though the act was wrongful and the agent lost a suit brought by the third party against him.”-155

III. The Employment Relationship Under Social Legislation

A. Introductory Note 

1. “One of the most conspicuous legislative trends of the twentieth century has been the proliferation of statutes imposing obligations on employers.  The following list . . . indicate[s] the variety of federal legislation, some of which is accompanied by parallel regulation in the states . . .: 

a. Age Discrimination Act

b. Civil Rights Act, Title VII

c. Employee Retirement Income Security Act

d. Fair Labor Standards Act

e. Income Tax—Withholding

f. Insurance Contributions Act

g. Longshoremen’s & Harbor Workers’ Compensation Act

h. National Labor Relations Act

i. Occupational Safety & Health Act

j. Social Security Act

k. Unemployment Tax Act

Oldfield Safety & Machine Specialties v. Harman Unlimited—5th Cir., 1980

Issue: Whether an employment relationship existed between Hansen and Harman or Oilfield Safety, or both, where Hansen was engaged in various employment activities for both companies? Both

What standard should be applied to determine whether an individual is an employee?

Holding: “[T]his Court holds that the proper test to be used in determining whether an employer-employee relationship exists is the relative nature of the work test.”-161

Rule: “In determining the existence of an employer-employee relationship pursuant to [the relative nature of the work test], one examines the nature of the claimant’s work and the relation of that work to the alleged employer’s regular business.  In evaluating the character of a claimant’s work, a court should focus on various factors, including the skill required to do the work, the degree to which the work constitutes a separate calling or enterprise, and the extent to which the work might be expected to carry its own accident burden. . . . In analyzing the relationship of the claimant’s work to the employer’s business the factors to be examined include, among others, whether the claimant’s work is a regular part of the employer’s regular work, whether the claimant’s work is continuous or intermittent, and whether the duration of claimant’s work is sufficient to amount to the hiring of continuing services as distinguished from the contracting for the completion of a particular job.”-161

United States v. Silk—S. Ct., 1947

Issue: Whether the coal unloaders or the truckers in the Silk and Greyvan cases were employees or independent contractors within the meaning of the Social Security Act?

Holding: “[W]e cannot agree that the unloaders in the Silk case were independent contractors.  They provided only picks and shovels.  They had no opportunity to gain or lose except from the work of their hands and these simple tools.  That the unloaders did not work regularly is not significant.  They did work in the course of the employer’s trade or business.  This brings them under the coverage of the Act.”-167

“But we agree with the decisions below in Silk and Greyvan that where the arrangements leave the driver-owners so much responsibility for investment and management as here, they must be held to be independent contractors. . . . It is the total situation, including the risk undertaken, the control exercised, the opportunity for profit from sound management, that marks these driver-owners as independent contractors.”-167

United States v. W.M. Webb, Inc.—S. Ct., 1969

Issue: Whether the “captains and crewmen of the boats are the ‘employees’ of the respondents within the provisions of the Federal Insurance Contributions Act (FICA) and the Federal Unemployment Tax Act (FUTA), which impose taxes on employers to finance government benefits for employees”? YES

Whether the court of appeals erred in deciding the status of the captains and crewmen against the standards of common law employer-employee relationships? YES

Rule: “[E]xcept where there is nearly total relinquishment of control through a bareboat, or demise, charter the owner may nevertheless be considered, under maritime law, to have sufficient control to be charged with the duties of an employer.”-174

EEOC v. Zippo Manufacturing Co.—3d Cir., 1983

Issue: Whether the trial court erred in its determination that district managers under contract with Zippo were independent contractors who are not covered by the Age Discrimination in Employment Act? NO

What standard should be used in determining whether the district managers were employees or independent contractors under the ADEA?

Holding: “[T]he hybrid standard that combines the common law ‘right to control’ with the ‘economic realities’ as applied in Title VII cases is the correct standard for determining employee status under ADEA.”-178

“[W]e believe that appellants were independent contractors even under the more liberal ‘economic realities’ standard as applied in FLSA cases.”-179

Rule: The economic realities test, as articulated in Bartels v. Birmingham, provides: “Obviously control is characteristically associated with the employer-employee relationship, but in the application of social legislation employees are those who as a matter of economic reality are dependent upon the business to which they render service.  In Silk, we pointed out that permanency of the relation, the skill required, the investment in the facilities for work, and opportunities for profit or loss from the activities were also factors that should enter into judicial determination as to the coverage of the Social Security Act.  It is the total situation that controls.”-177

IV. Agency in Consensual Transactions

A. Introduction

1. “A ‘representative relationship’ is one that enables a person to acquire rights and duties by consensual transactions on behalf of somebody else.  A dime store clerk selling a tube of toothpaste, a corporation purchasing agent contracting for a million dollars’ worth of steel, and a lawyer litigating a claim are all acting in representative relationships.”-181

2. “Most of the law about the representative relationship is classified under “Principal and Agent,’ and deals with what we could now call ‘white collar employees.’  Most of the law about vicarious liability corresponds with the earlier correlatives of ‘blue collar workers’ and clustered around the title of ‘Master and Servant.’”-181

B. Documentary Authority

1. “An agent’s power to bind his principal in contractual dealings does not usually depend on any particular form of communication by the principal. . . . But there are a limited number of situations in which the law requires that certain formalities be observed.”-185

2. Power to Execute Written Instruments

a. “General rules regarding the power to execute written instruments are stated in the selection below from the Restatement.”-185

b. “Statutes which require written evidence are generally called ‘statutes of frauds,’ a term derived from the English prototype of 1676, which was known as the ‘Statute of Frauds and Perjuries.’”-185

c. “The power to execute sealed instruments is a separate and additional problem.  Ancient authorities declared that an instrument under seal could be executed only by the party himself or by an agent authorized under seal. . . . The present rule . . . only prevents the sealed instrument from operating ‘as such,’ and in no way precludes it from doing as much as can be done without any seal.  Thus the rule is presumably without effect wherever statutes have made seals unnecessary, even though they have not entirely deprived them of their ‘efficacy.’”-186

d. Restatement of Agency (Second) § 30 provides: “(1) Unless so provided by statute, a written authorization is not necessary for the execution of a writing.  (2) A statutory requirement that a memorandum of a transaction be signed by the parties in order to make it effective does not thereby impose a requirement of written authorization to execute such a memorandum.”-186

e. UCC § 2-201 provides in part: “(1) Except as otherwise provided in this section a contract for the sale of goods for the price of $500 or more is not enforceable by way of action or defense unless there is some writing sufficient to indicate that a contract for sale has been made between the parties and signed by the party against whom enforcement is sought or by his authorized agent or broker.”-188

f. California Civil Code § 2309 provides: “An oral authorization is sufficient for any purpose, except that an authority to enter into a contract required by law to be in writing can only be given by an instrument in writing.”-188

g. Notes

(i) “Very few jurisdictions have . . . a provision in effect [similar to the one in California], and even in California, it appears that the courts have attempted to mitigate its harsh results.  In one major decision, the California Supreme Court held that the section does not bar an action for indemnification by an agent against the principal, despite the absence of a written agency agreement.”-189

(ii) “In most modern statutes, . . . contracts for the sale of land have been separated from other contracts and subjected to the same requirements as conveyances – both requiring any authorization, as well as the principal instrument, to be in writing and signed.  In other contracts, the laws continue to require a writing only for the principal contract.”-189

(iii) Restatement of Agency (Second) § 28 provides: “(1) Except as stated in Subsection (2), an instrument executed by an agent as a sealed instrument does not operate as such unless authority or apparent authority to execute it has been conferred by an instrument under seal.  (2) Sealed authority is not necessary to execute an instrument under seal where: (a) the instrument is executed in the principal’s presence and by his direction; (b) the instrument is authorized by a corporation or partnership in accordance with the rules relating to the authorization of such instruments by such associations; or (c) a statute deprives seals of their legal significance.”-189-90

(iv) “Written authorizations may be in many forms; some of them are simply letters of instructions.  More formal authorizations are usually called ‘powers of attorney.’  In this expression, the word ‘power’ is used to describe a document, rather than a legal relation.  The word ‘attorney’ also requires some explanation, since the person who receives the power is not usually an attorney-at-law. . . . The holder of a documentary ‘power’ is frequently called an ‘attorney-in-fact.’ . . . Thus we may translate ‘attorney in fact’ as ‘agent in transacting.’”-191

Chicago Title Ins. Co. v. Progressive Housing, Inc.—U.S.D.C., D. Col., 1978

Issue: Whether a representative without express authority to execute a performance guaranty may nevertheless execute such guaranty in a representative capacity where the representative was authorized, through a power of attorney, to “transact business of any kind or class and [to perform] any act and deed” with respect to a number of listed documents? NO

Whether the same representative possessed implied authority to execute the guaranty? NO

Holding: “Since Pawlek’s powers of attorney lacked a specific grant of authority to bind his principals to a guaranty agreement, he lacked actual authority to effectuate the guaranty.”-193

Rule: “Courts have recognized that a guaranty agreement imposes serious obligations upon a guarantor and have generally required evidence of specific authorization before finding that an agent has the authority to bind his principal in a guaranty agreement.”-193

“When courts have applied rules of construction to powers of attorney, they have held that such a grant of authority must be strictly construed when determining the scope of authority it vests in an agent.”-193

“[W]hen a third party knows that an agent’s authority is contained in a power of attorney, that party has the duty to read the instrument carefully for limitations of such authority.”-193

“The mere presence of an agent armed with general powers of attorney at a multi-party financial closing is not sufficient in law or in fact to bind absent principals to a guaranty added to a prepared document after submission of the document to the principals for their inspection when the powers of attorney do not specifically delegate the power to make guaranties.”-194

h. Notes

(i) The New York Statutory Short Form of Power of Attorney, General Obligations Law §§ 5-1501 through 5-1508 circumvents the need to list all possible conduct that the representative is authorized to engage in by providing that “a power of attorney may specify any of a list of categories of transactions for which the agent is authorized; this list includes ‘real estate transactions,’ ‘chattel and goods transactions,’ ‘banking transactions,’ and so on.  The statute provides a list of transactions that is authorized by virtue of naming the category.  This provision relieves the principal of the need of foreseeing each type of transaction.”-195

Morgan v. Harper—Tx. Comm. of App., 1922

Issue: Whether a principal may revoke the authority of his agent prior to the execution of the transaction for which the agent was authorized? YES

Whether a principal may be liable on a contract entered into by his agent and a third person, even after the agent’s authority is revoked, where the agent nevertheless represents to the third person that he did possess the required authority and the principal did not reclaim the contract establishing the authority? Y

Rule: “The authority of an agent, when revocable, may be revoked ‘by a simple and private declaration.’”-196

“A principal has the power to revoke the authority of such an agent at any time, with or without reason therefor.”-197

“While, ordinarily, notice of the revocation of the authority of a special agent is not required to be given, except to the agent, where the principal seeks to revoke the authority before its execution, ‘he must do whatever he reasonably should, if anything, to prevent third persons who are charged with the duty of protecting themselves, in dealing with agents, from being misled by acting upon a power withdrawn.’”

i. Notes

(i) Restatement of Agency (Second) § 120 provides: “(1) The death of the principal terminates the authority of the agent without notice to him, except as stated in subsections (2) and (3) and in the caveat.  (2) Until notice of a depositor’s death, a bank has authority to pay checks drawn by him or by agents authorized by him before death.  (3) Until notice of the death of the holder of a check deposited for collection, the bank in which it is deposited and those to which the check is sent for collection have authority to go forward with the process of collection.”-198

(ii) Restatement of Agency (Second) § 121 provides: “The death of the agent terminates the authority.”-198

(iii) Restatement of Agency (Second) § 122 provides: (1) Except as stated in the caveat, the loss of capacity by the principal has the same effect upon the authority of the agent during the period of incapacity as has the principal’s death.  (2) The agent’s loss of capacity to do an act for the principal terminates or suspends his authority.”-198

(iv) Restatement of Agency (Second) § 133 provides: “The apparent authority of an agent terminates upon the happening of an event which destroys the capacity of the principal to give the power, or an event which otherwise makes the authorized transaction impossible.”-198

(v) UPC § 5-504 provides: “(a) The death of a principal who has executed a written power of attorney, durable or otherwise, does not revoke or terminate the agency as to the attorney in fact or other person, who, without actual knowledge of the death of the principal, acts in good faith under the power.  Any action so taken, unless otherwise invalid or unenforceable, binds successors in interest of the principal.  (b) The disability or incapacity of a principal who has previously executed a written power of attorney that is not a durable power does not revoke or terminate the agency as to the attorney in fact or other person, who, without actual knowledge of the disability or incapacity of the principal, acts in good faith under the power.  Any action so taken, unless otherwise invalid or unenforceable, binds the principal and his successors in interest.”-200

(vi) UPA § 35 provides: “(1) After dissolution a partner can bind the partnership except as provided in Paragraph (3): (a) By any act appropriate for winding up partnership affairs or completing transactions unfinished at dissolution; (b) By any transaction which would bind the partnership if dissolution had not taken place, provided the other party to the transaction (I) Had extended credit to the partnership prior to dissolution and had no knowledge or notice of the dissolution; or (II) Though he had not so extended credit, had nevertheless known of the partnership prior to dissolution, and, having no knowledge or notice of dissolution, the fact of dissolution had not been advertised in a newspaper of general circulation in the place (or in each place if more than one) at which the partnership business was regularly carried on.  (2) The liability of a partner under Paragraph (1b) shall be satisfied out of partnership assets alone when such partner had been prior to dissolution (a) Unknown as a partner to the person with whom the contract is made; and (b) so far unknown and inactive in partnership affairs that the business reputation of the partnership could not be said to have been in any degree due to his connection with it.  (3) The partnership is in no case bound by any act of a partner after dissolution (a) Where the partnership is dissolved because it is unlawful to carry on the business, unless the act is appropriate for winding up partnership affairs; or (b) Where the partner has become bankrupt; or (c) Where the partner has no authority to wind up partnership affairs; except by a transaction with one who (I) Had extended credit to the partnership prior to dissolution and had no knowledge or notice of his want of authority; or (II) Had not extended credit to the partnership prior to dissolution, and, having no knowledge or notice of his want of authority, the fact of his want of authority has not been advertised in the manner provided for advertising the fact of dissolution in Paragraph (1b II).  (4) Nothing in this section shall affect the liability under Section 16 of any person who after dissolution represents himself or consents to another representing him as a partner in a partnership engaged in carrying on business.”

(vii) “Parallel to the rule of automatic termination of agency powers by death of the principal, the common law contained a rule that powers were also terminated, regardless of notice, by the principal’s lack of capacity.  The Uniform Probate Code and the Uniform Durable Powers of Attorney Act modify this rule in two ways.  (1) As in the case of death, the power does not terminate with respect to parties who lack notice.  (2) The power persists with respect to third parties who know about the incapacity, if the document creating the power states that intention.  Such powers are denominated ‘durable.’  The purpose is to permit trusted friends and relatives to handle a sick patient’s affairs without resort to a court-appointed guardian.”-200

C. Powers of Position

1. “Under a rule of common law which has often been codified, a married woman has power to bind her husband by purchases of necessaries; this is a power which exists even if the husband attempts to repudiate it, and obviously rests on somewhat different grounds than the authority of a partner or corporate president.  For this reason, the American Law Institute prefers to say that the relation is not one of agency, but of ‘the holding of a power to create restitutional rights.’”-202

Thomas v. American National Bank—Tx. Ct. of App., 1985

Issue: Whether “the appellee Bank has established as a matter of law that, on May 21, 1982, when Southwestern Cinema borrowed $360,000 from American Bank, Thomas and McCombs had neither dissolved the partnership nor terminated their participation by an effective transfer of their interests to Gonzalez”? YES

Holding: “The summary judgment proof clearly shows that Thomas and McCombs had not effectively withdrawn or terminated their participation in Southwestern Cinema before May 21, 1982.  In this respect, we agree with the Bank’s contention that any such agreement between Thomas and Gonzalez concerning the transfer of interests in the partnership, without the express consent of the other partners, merely amounted to an executory agreement.”-205

Rule: “A partnership, once proved, presumptively continues until the contrary appears.”-204

Thomas v. American National Bank—S. Ct. of Tx., 1986

Issue: Whether the court of appeals erred in holding that Thomas and McCombs had not dissolved the partnership where they informed Gonzalez that they wanted out of the partnership? YES

Rule: “While it is true that an assignment of interest in a partnership by a partner will not cause a dissolution of the partnership itself, . . . section 29 of the UPA provides that dissolution of a partnership is the change in relation of the partners caused by any partner ceasing to be associated in the carrying on of the business.”-206

“Thus, no party is compelled to continue as a partner when, by his express will, he chooses to withdraw.”-206

“Section 12 of the UPA, however, provides that ‘notice to any partner of any matter relating to partnership affairs . . . operates as notice to or knowledge of the partnership.”-206

2. Comments on General and Special Agents

a. “It is usually said that a general agent is one authorized to transact the business generally of his principal, or the business of his principal in a particular place.  Those who thus define ‘general agent’ say that a special agent is one given power to do individual acts only.  Other courts apply the term ‘general agent’ to any professional or customary agent, such as an attorney, broker, factor, or auctioneer, although he may be employed only in a single transaction.”-208

Courtney v. G.A. Linaker Co.—Ark. S. Ct., 1927

Issue: Whether the trial court erred in holding that the plaintiff reasonably relied upon its mistaken belief that the defendant’s sons were acting as her agents when it sold them certain goods? NO

Rule: “Persons who deal with an agent before notice of the recall of his powers are not affected by the recall.”-209

“[I]t is settled that the acts of an agent, after his authority has been revoked, bind a principal as against third persons who, in the absence of notice of the revocation of the agent’s authority, rely upon its continued existence.”-209
“[T]he duty of the principal to notify third persons of the termination of the agency is of the same character and requires the same degree of certainty as that which the law imposes upon the members of a partnership in the case of dissolution as a measure of protection against liability by reason of the subsequent acts of the former members of the dissolved firm.”-209

“This court is committed to the rule that the retiring members of a dissolved partnership continue liable to creditors who deal with the remaining members upon the faith of its continued existence without notice of its dissolution.”-209

“Under the authorities cited above, after a principal has appointed an agent in a particular business, parties dealing with him in that business have a right to rely upon the continuance of his authority until in some way informed of its revocation.”-209

3. UPA § 35 is above.

Virginia Concrete Co. v. Board of Supervisors—Va. S. Ct. of App., 1956

Issue: Whether the P’s attorneys possessed the authority to consent to the dismissal of their claim with prejudice, where the ordinance under which the suit was brought was about to be repealed? NO

Holding: “In the absence of express authority from the Board the consent of its attorneys did not bind it or deprive it of a right to have the ‘with prejudice’ feature of the decree set aside.  The decree appealed from which set aside the dismissal with prejudice and adjudged that the dismissal should be without prejudice is, therefore, affirmed.”-211

Rule: “In the absence of statute, an attorney can enter a dismissal, discontinuance, or retraxit, which terminates the case on its merits, only where he has been expressly authorized to do so; but it is generally held that an attorney has implied authority to enter or take a dismissal, discontinuance, or nonsuit, which does not bar the bringing of another suit on the same cause of action.”-211

Italo-Petroleum Corp. v. Hannigan—Del. S. Ct., 1940

Holding: “The direction of a verdict for the plaintiff for the reason that under Section 1 of Article 7 of the by-laws, the president was expressly authorized to bind the corporation by executing the notes sued on was error.”-214

Rule: “When the common seal of a corporation appears to be affixed to an instrument and the signature of a proper officer is proved or admitted, the Court is bound to presume that the officer did not exceed his authority, and the seal itself is prima facie evidence that it was affixed by proper authority; and the burden of showing that it is wrongfully there rests upon the party objecting to it.”-213

“The presumption of due execution raised by the corporate seal may always be overcome.  But, in the ordinary case, on such proof, the instrument is admissible in evidence, and, presumptively binds the corporation.”-213

“It is not unreasonable to presume that the president has the authority to bind the corporation by executing and transferring negotiable paper to pay the debts of the corporation; and the more reasonable view, proceeding from realistic considerations, is that presumption should be indulged that the president has the authority to bind the corporation by execution and transfer of negotiable paper in the ordinary course of the corporation’s business.”-214

In re Westec Corp.: Walker v. Carpenter—5th Cir., 1970

Issue: Whether the trial court erred in holding that the P was not entitled to recover $383,000 based on an alleged contract with Westec on the ground that the parties never entered into a binding contract? NO

Rule: “As to actual authority, . . . one who seeks to hold a corporation liable upon a contract made by an agent has the burden of proof, not only the execution of the contract for the corporation, but the authority of the agent through whom it is claimed the corporation acted.”-216

“As to apparent authority, the plaintiff had the burden of proving . . . such conduct on the part of the principal as would lead a reasonably prudent person, using diligence and discretion, to suppose that the agent has the authority he purports to exercise.”-216

“[I]mputation of officers’ knowledge to the corporation works together with the rule that a corporation is estopped to deny its officers’ authority to make a contract when the corporation accepts the benefits of the contract knowing of the concomitant contractual burdens.”-216

4. Notes

a. “There is the greatest diversity in the statements made by various courts about the power of a corporation president.  In L.A. Wood & Co. v. Taylor the majority opinion declared, ‘It is well settled under the law of Georgia that the president of a corporation is its alter ego . . . .’  In the same case, a dissenting judge said, ‘According to the general law, the president, by virtue of his office, has no authority save to preside at corporate meetings and to represent the corporation in court proceedings.’”

b. “The ‘alter ego’ doctrine, when tracked to its lair, is found to flourish chiefly in cases involving the admissibility in evidence against the corporation of statements made by the corporation president.  The stricter statement is most commonly applied when the corporation is sued on a contract made by the president in the corporation’s behalf.”

Ebasco Services, Inc. v. Penn. Power & Light Co.—U.S.D.C., E.D. Penn., 1978

Issue: Whether Ebasco had express, implied, apparent, or inherent authority to issue Supplement 16? Y

Whether, even if Ebasco did not have authority to issue Supplement 16, PP & L ratified the issuance? Y

Holding: “[U]nder the facts as we have found them, Ebasco possessed express, implied, apparent, and inherent authority to issue Supplement 16.”-221

Rule: “An agent is authorized to do, and to do only, what it is reasonable for him to infer that the principal desires him to do in light of the principal’s manifestations and the facts as he knows or should know them at the time he acts.”-222

“Inherent agency power refers to the power of an agent, derived not from authority, apparent authority, or estoppel, but solely from the agency relationship.  It exists for the protection of persons harmed by or dealing with a servant or other agent.”-224

“A general agent for a disclosed or partially disclosed principal subjects his principal to liability for acts done on his account which usually accompany or are incidental to transactions which the agent is authorized to conduct if, although they are forbidden by the principal, the other party reasonably believes that the agent is authorized to do them and has no notice that he is not so authorized.”-224

“Ratification is defined by the Restatement (Second) of Agency § 82 as: ‘the affirmance by a person of a prior act which did not bind him but which was done or professedly done on his account, whereby the act, as to some or all persons, is given effect as if originally authorized by him.”-225

“[I]n order to find ratification from failure to repudiate the agent’s unauthorized actions, it is necessary that the principal have full knowledge of the material facts and circumstances attending the transaction to be ratified.”-225

Lind v. Schenley Indus., Inc.—3d Cir., 1960

Issue: Whether the trial court erred in holding that Kaufman did not have apparent authority to offer Lind a 1% commission on gross sales of the salesmen under him, and that Lind reasonably relied on that offer, where Lind was given a promotion to assistant to Kaufman, the sales-manager for metropolitan New York? YES

Holding: “On the basis of the foregoing it appears that there was sufficient evidence to authorize a jury finding that Park & Tilford had given Kaufman apparent authority to offer Lind 1% commission of gross sales of the salesmen under him and that Lind reasonably had relied upon Kaufman’s offer.”-230

Rule: “’Actual authority’ means, as the words connote, authority that the principal, expressly or implicitly, gave the agent.  ‘Apparent authority’ arises when a principal acts in such a manner as to convey the impression to a third party that an agent has certain powers which he may or may not actually possess.  ‘Implied authority’ has been variously defined.  It has been held to be actual authority given implicitly by a principal to his agent.  Another definition of ‘implied authority’ is that it is a kind of authority arising solely from the designation by the principal of a kind of agent who ordinarily possesses certain powers.  It is this concept that is called ‘inherent authority’ by the Restatement.”-228

Kidd v. Thomas A. Edison, Inc.—U.S.D.C., S.D.N.Y., 1917

Issue: Whether Fuller acted within the scope of his authority when he hired singers to perform tone test recitals designed to show the accuracy of sound reproduction on the defendant’s records, where Fuller was expressly authorized only to hire singers for music recitals that would result in the defendant’s hiring the singer to perform shows throughout the United States? YES

Rule: With respect to apparent authority, “The scope of any authority must, of course, in the first place be measured, not alone by the words in which it is created, but by the whole setting in which those words are used, including the customary powers of such agents.”-231

“It makes no difference that the agent may be disregarding the principal’s directions, secret or otherwise, so long as he continues in that larger field measured by the general scope of the business intrusted to his care.”-233

D. Circumstantial Authority

1. Introductory Note

a. “Two general classes of cases involving apparent ownership can be usefully distinguished.  The first class involves people in possession of chattels or documents or both who sell or encumber them; the question arises whether the true owner’s title is impaired.”-236

b. “The other class of apparent ownership case involves a person who is the apparent owner of a business establishment, and who makes purchases or borrows money as the owner.”-237

Karavos Compania Naviera, S.A. v. Atlantica Export Corp.—2d Cir., 1978

Issue: Whether the trial court erred in holding that Atlantica could be required to pay a claim by Karavos Compania for the shipping of concrete, where the alleged contract was entered into by a party wholly unauthorized to bind Atlantica? YES

Rule: “[T]he authority of an agent, and its nature and extent . . ., can only be established by tracing it to its source in some word or act of the alleged principal.  The agent cannot confer authority upon himself or make himself agent merely by saying the he is one.”-242

“While agents are often successful in creating an appearance of authority by their own acts and statements, such an appearance does not create apparent authority.”-242

Southwestern Portland Cement v. Beavers—S. Ct. of N.M., 1970

Issue: Whether the defendants engaged in a course of conduct with the plaintiff such that the plaintiff was justified in relying to their detriment upon the parties’ business relationship in the absence of notice from the defendants that they desired to terminate the relationship? YES

Holding: “[H]aving been paid for the first two loads by the very procedure agreed upon, Southwestern could reasonably construe this as ratification of the previous course of business.”-244

Rule: “An agent’s scope of authority embraces not only his actual authority but also that apparently delegated.  A settled course of conduct does serve to create apparent authority in the agent binding upon the principal where the acts are not timely disavowed and a third party is thereby induced to rely on the ostensible authority of the agent and does so in good faith and with reasonable prudence.  The doctrine is based upon an estoppel: the principal will not be permitted to establish that the agent’s authority was less than what was apparent from the course of dealing for when one of two innocent parties must suffer, the loss must fall upon the party who created the enabling circumstances.”-245

“The primary test for determining the scope of apparent authority is not the acts of the agent but the principal’s conduct.”-245

General Refrigeration & Plumbing Co. v. Goodwill Industries—App. Ct. of Ill., 1975

Issue: Whether the plaintiff is precluded from recovering against the defendant Goodwill Industries even after Mrs. Wonnacott, an agent for Goodwill, informed the plaintiff that she had the authority necessary to approve the repairs performed by the plaintiff, where the plaintiff nevertheless knew that Mrs. Wonnacott did not in fact have the necessary authority? YES

Holding: “Under these circumstances we do not feel that General Refrigeration exercised reasonable diligence and prudence in determining the extent of Mrs. Wonnacott’s apparent authority.  Goodwill Industries cannot, therefore, be held to have been bound merely on the basis of apparent authority of its agent.”

Bogue Electric Manufacturing Co. v. Coconut Grove Bank—5th Cir., 1959

Issue: Whether the defendant-bank had engaged in a sufficient course of dealings with the principal Belco that the agent possessed apparent authority to indorse and deposit checks of customers made out to the principal? NO

Holding: “While these facts show that Florida Industrial had a connection with Belco they are not of evidentiary value in establishing an apparent authority of Florida Industrial or Neubaurer to indorse Belco’s checks.”-249
Rule: “The burden of proving agency is on the party asserting it. . . . Whether or not acts are within the scope of an agent’s apparent authority is to be determined, under the applicable rules, as a question of fact. . . . Since findings of fact are not to be set aside unless clearly erroneous, . . . we look to the record to see whether the evidence is insufficient to sustain the findings or if the findings were induced by an erroneous view of the law.”-249

“It is only by evidence of acts and conduct of Belco which were known to and relied upon by the Coconut Grove Bank that the bank can prove an apparent authority in Florida Industrial to indorse checks payable to Belco and deposit them in the bank to the credit of Florida Industrial.”-249

“In any event a course of dealings is necessary to establish apparent authority.  Isolated or occasional transactions are not enough.”-250

Sauber v. Northland Insurance Co.—Minn. S. Ct., 1958

Issue: Whether the D insurance company is bound by the statement of its agent who picked up the telephone and purportedly told the P that he was authorized, under the policy, to drive the car that was subsequently destroyed in a collision? YES

Rule: “On the issue of identification, it is always sufficient if it can be shown that the person calling can identify the voice of the person speaking at the other end of the line.  But it is not always essential that identity be so established.  It may be established by other surrounding facts and circumstances.  Circumstances preceding or following the conversation or the subject matter itself may serve to establish the identify of the party.”-252

“[W]here a place of business installs a telephone and invites the public to use it in the transaction of business by listing its name in the telephone directory, one who answers a call at such place of business and undertakes to respond as the agent of the business establishment is presumed to have authority to speak in respect to matters of the general business carried on at such establishment.”-252

“In order for the conversation to be admissible, all that is necessary is to show that the place of business was called and that someone at that place answered and purported to act for the business establishment.”-252-53

“[W]hen an employee of the business place answers the telephone at such established place of business and purports to act for such concern, a presumption arises that such person has authority to act.  As a result of this presumption, the burden rests on the business establishment to rebut the presumption.  In the absence of such rebutting evidence, the presumption controls as a matter of law.”-253

“Once evidence competent to rebut the presumption is introduced, it becomes a question of fact whether plaintiff had good reason to rely on the apparent authority.”-253

“Apparent authority exists by virtue of conduct on the part of the principal which warrants a finding that a third party acting in good faith, was justified in relying on the assumption that the agent had authority to act.”-254

Duluth Herald and News Tribune v. Plymouth Optical Co.—S. Ct. of Minn., 1970

Issue: Whether the D franchiser ratified Paul’s Duluth store’s allegedly unlawful conduct by failing to object to its use of its “Plymouth Optical Co.” name, thereby subjecting itself to liability under the theory of apparent authority? YES

Holding: “[W]e conclude that the conduct of defendant franchiser in authorizing and permitting the franchisee in this case to use the name ‘Plymouth Optical Co.’ for 3 years under the circumstances disclosed by the findings and the limited record created an apparent authority in the franchisee to bind defendant franchiser, and accordingly defendant is liable as principal for the advertising services furnished it by plaintiff.”-257

Rule: “[I]f the defendant wished to avoid the duty to act in reference to the situation this apparently created, it should have refused to be a party to the misrepresentation and have taken steps reasonably calculated to remove misapprehension from the public mind.”-257

“Contractual provisions to the effect that a party to a contract shall not be considered as agent or employee of the other have repeatedly been held not to foreclose findings that nevertheless the former was the agent or employee of the latter.”-257

c. Notes

(i) UPC § 16 provides: “(1) When a person, by words spoken or written or by conduct, represents himself, or consents to another representing him to any one, as a partner in an existing partnership or with one or more persons not actual partners, he is liable to any such person to whom such representation has been made, who has, on the faith of such representation, given credit to the actual or apparent partnership, and if he has made such representation or consented to its being made in a public manner he is liable to such person, whether the representation has or has not been made or communicated to such person so giving credit by or with the knowledge of the apparent partner making the representation or consenting to its being made.  (a) When a partnership liability results, he is liable as though he were an actual member of the partnership.  (b) When no partnership liability results, he is liable jointly with the other persons, if any, so consenting to the contract or representation as to incur liability, otherwise separately.  (2) When a person has been thus represented to be a partner in an existing partnership, or with one or more persons not actual partners, he is an agent of the persons consenting to such representation to bind them to the same extent and in the same manner as though he were a partner in fact, with respect to persons who rely upon the representation.  Where all the members of the existing partnership consent to the representation, a partnership act or obligation results; but in all other cases it is the joint act or obligation of the person acting and the persons consenting to the representation.”

(ii) Commissioners’ Note to § 16: “[T]he weight of authority is to the effect that to be held as a partner he must consent to the holding and that consent is a matter of fact.  The act as drafted follows this weight of authority and better reasoning.”-259

E. Ratification: Subsequent Affirmation and Retention of Benefits

1. Introductory Note

a. “Some authorities – notably the Restatement – like to restrict [the word ratification] to the clearest-cut cases of liability by subsequent conduct.  Others will be found using ‘ratification’ in a much broader sense, to include any form of adherence to a previously negotiated transaction.”-260

b. “In analyzing the cases, it may be helpful to distinguish three general classes of facts.  First, there is the measure of the principal’s assent to the contract, which may be express, or merely suggested by his failure to repudiate; or there may be outright dissent.  Second, there is the measure of the third party’s understanding – whether he thought the principal had agreed, or merely hoped so, or knew he had not.  Third, there is the measure of consideration, which may be purely past consideration (if affirmance follows the third party’s performance), or the receipt of benefits by the principal, or the incurring of expenses or losses by the third party.”-261

Evans v. Ruth—Penn. S. Ct., 1937

Issue: Whether the D employer is bound to pay the P independent contractor for the value of his labor in hauling stone under an oral agreement where the employer subcontracted with an independent contractor, who was purportedly responsible for the P and others like him, and the independent contractor could not pay after its assets were attached by creditors, but the D received the benefit of P’s labor? YES

Rule: “It is a well-recognized rule of law that, if A assumes to act for B without precedent authority, and B subsequently affirms A’s act, it is a ratification which relates back and supplies original authority for the act.  B is bound then to the same extent as if previous authority had been granted.”-263

“Ratification is the affirmance by a person of a prior act which did not bind him but which was done or professedly done on his account, whereby the act, as to some or all persons, is given effect as if originally authorized by him. . . . Affirmance is a manifestation of an election by the one on whose account an unauthorized act has been performed to treat the act as authorized, or conduct by him justifiable only if there is such an election.”-263

c. “Restatement of Agency 2d, sec. 93(2): ‘Where formalities are requisite for the authorization of an act, its affirmance must be by the same formalities to constitute a ratification.’”-263

d. “Restatement of Agency 2d, sec. 103: ‘A person who untruthfully manifests to a third person that an act purported to be done on his account was authorized or ratified in a manner sufficient for authorization or ratification, or that an act done by another who impersonates him was done by him, knowing or having reason to know that the third person is likely to act in reliance upon such manifestation, is subject to liability as if such act were authorized or ratified or had been done by him, if the third person so changes his position in reasonable reliance upon such manifestation that it would be inequitable not to impose such liability.’”-263-64

Chartrand v. Barney’s Club, Inc.—9th Cir., 1967

Issue: Whether the trial court erred in holding that Barney’s Club did not adopt the pre-incorporation agreement with respect to stock distribution where the company accepted the financial benefit from the agreement, and did so with imputed knowledge of the agreement? YES

Holding: “Having accepted the entire $80,000 as part of the capital of the new corporation, with full knowledge of the burdens which would accompany such a contract, Barney’s Club, Inc. did adopt the pre-incorporation contract and is now obliged to perform its side of the pre-incorporation agreement, unless it can show that the terms of this agreement were ambiguous, which does not appear to be the case here, or were changed or modified by some subsequent agreement.”-266

Rule: “Under Nevada law, if a pre-incorporation contract made by promoters is within the corporate powers, the corporation may, when organized, expressly or impliedly ratify the contract and thus make it a valid obligation of the corporation.  This is especially true if the agreement appears to be a reasonable means of carrying out any of the corporate powers or authorized purposes.”-266

“[I]t is generally held that if a corporation, with full knowledge of a contract that was formulated before the corporation came into existence, accepts the benefits thereof, it will be required to perform the contract obligations.”-266

“[B]ut it is generally held that knowledge of a promoter, without more, is not imputed to a corporation.  Most courts, however, recognize an exception which allows a promoter’s knowledge to be imputed to the corporation where a promoter becomes a director and stockholder in the corporation or is the controlling stockholder.”-266

e. Notes

(i) “[W]hile a corporation is not bound by agreements made on its behalf by promoters before its organization, it may, after its organization, make such engagements its own contracts.”-267

Seifert v. Union Brass & Metal Manufacturing Co.—Minn. S. Ct., 1934

Issue: Whether the trial court erred in permitting the P to recover in quasi contract where the D’s agent was without authority to enter into the agreement for the sale of stock, but the P nevertheless paid for the stock in reliance on the agreement? YES

Rule: “Of course there can be no recovery quasi ex contractu unless otherwise there will be unjust enrichment.  But, without recovery, there would be such unconscionable enrichment of the party who gets money, property, or service from another in exchange for an apparently binding contractual promise which is not binding in fact and successfully repudiated by the promisor.  In such case there is an obviously unlawful and unconscionable acquisition, attended by the obligation to disgorge the proceeds.  That is the obligation enforced as it would be if bottomed on contract (which it is not), and hence called for convenience a quasi contract.”-269

f. Notes

(i) “Ratification questions become more complicated when they involve contracts in which the primary provisions have been authorized but other important provisions have not.”-269

(ii) “In this situation it may be possible, however, to argue for a rescission of the basic contract based on mutual mistake.  The company believed it was simply selling stock for cash, while the buyer believed it was paying cash for stock coupled with a repurchase agreement.  If both parties were reasonable in believing the contract was on their terms, rescission is an appropriate remedy.  The Seifert case presents this approach.”-269

(iii) “In the matter of terminology there are authorities which take the position that there can be neither ‘ratification’ nor ‘adoption,’ in a forgery situation since the signer of the check does not purport to act for the principal, but purports to be himself to the principal.  They concede, however, that the principal may become liable because he is ‘estopped.’”-269

F. Nodisclosure of Agency

Lubbock Feed Lots, Inc. v. Iowa Beef Processors—5th Cir., 1980

Issue: Whether the trial court erred in holding that the D packer was liable for the unpaid price of cattle purchased by a buyer whose status as an agent was disputed by the D, where the agent was engaged in a course of dealing with the D for 8 years, the agent’s buying practices fluctuated with the needs of the D, as opposed to the market, but the agent was, for all intents and purposes, an independent buyer? NO

Rule: “One who contracts to acquire property from a third person and convey it to another is the agent of the other only if it is agreed that he is to act primarily for the benefit of the other and not for himself.”-273

“Factors indicating that the one who is to acquire the property and transfer it to the other is selling to, and not acting as agent for, the other are: (1) that he is to receive a fixed price for the property, irrespective of the price paid by him.  This is the most important.  (2) That he acts in his own name and receives the title to the property which he thereafter is to transfer.  (3) That he has an independent business in buying and selling similar property.  None of these factors is conclusive.”-274

Grinder v. Bryans Road Building & Supply Co.—Md. Ct. of App., 1981

Issue: Whether a creditor may obtain judgments and financial rewards from both an agent and an undisclosed principal? NO

Rule: “We adopt the rule that, absent other defenses, the third party may ordinarily proceed against the agent, or the previously undisclosed principal, or both, until the performance is satisfied.”-279

“We hold that a creditor who contracts with the agent for an undisclosed principal does not obtain alternative liability, that he may proceed to judgment against both, but that he is limited to one satisfaction.”-284

1. Notes

a. “Generally, the undisclosed principal may enforce the contract.  The analysis is patterned on the law of assignments in contract.”-285

b. “A further analogy to assignments is that the third party can retain all claims he may have against the agent even though the undisclosed principal receives the benefits of the contract.  In addition to the right of election of the third party to collect from the agent, any set-off available against the agent can also be applied against the principal.”-285

Herkert-Meisel Trunk Co. v. Duncan—Kan. S. Ct., 1935

Issue: Whether the trial court erred in holding that Duncan, as the undisclosed principal of Smith & Hollis, was bound by their unauthorized contract on credit? NO

Holding: “The trial court correctly held Duncan to be the undisclosed principal of Smith & Hollis, his agents to conduct a retail mercantile business for him, and to be bound by their acts in purchasing from plaintiff merchandise on account, as such merchandise ordinarily is purchased by retail merchants.”-289

Rule: “For most purposes the contract of an agent, who deals in his own name without disclosing that of his principal, is the contract of the principal.  When discovered the principal may be held liable.  For example, where a broker or agent purchases goods, without disclosing his principal, the principal, when discovered, is nevertheless liable for the price.”-289

“Where one is put forward to conduct a separate business in his own name, but with the property and as the agent of an undisclosed principal, the latter may not escape liability for goods sold to the agent in the course of the business, by a limitation upon the agent’s authority to purchase.”-289

“An undisclosed principal who intrusts an agent with the management of his business is subject to liability to third persons with whom the agent enters into transactions usual in such business and on the principal’s account, although contrary to the directions of the principal.”-289 

Moore v. Consolidated Products Co.—8th Cir., 1926

Issue: Whether the agent of a disclosed principal may show, through parol evidence, that he entered into an agreement as an agent, as opposed to a principal, in an effort to avoid liability on the contract? YES

Rule: “The contract of the agent is the contract of the principal, and he may sue or be sued thereon, though not named therein; and, notwithstanding the rule of law that an agreement reduced to writing may not be contradicted or varied by parol, it is well settled that the principal may show that the agent who made the contract in his own name was acting for him.  This proof does not contradict the writing; it only explains the transaction.  But the agent, who binds himself, will not be allowed to contradict the writing by proving that he was contracting only as agent, while the same evidence will be admitted to charge the principal.  ‘Such evidence . . . does not deny that the contract binds those whom on its face it purports to bind, but shows that it also binds another, by reason that the act of the agent is the act of the principal.’”-291

Northern Propane Gas Co. v. Cole—5th Cir., 1968

Issue: Whether “there is really any doubt on the face of this contract that the party sought to be bound by the covenant not to compete . . . was other than the admitted corporate transferor”? NO

Holding: “No possible showing of a question of fact under accepted Texas principles appears in this record to rescue Northern from its undeniable knowledge that the enterprise was in a corporate form being transferred to it in the corporate name through a corporate officer.”-295

2. References on Parol Evidence Rule

a. “The principal case states that proof of a principal’s existence does not contradict the writing.  Ordinarily this is true.  But it is possible to have a writing which states expressly that the named party is the principal.  A line of English cases has held that in this situation, parol evidence to hold the true principal is inadmissible.”-295

3. The Paradoxes of Legal Science—Benjamin N. Cardozo

a. “The rule was settled at common law that an undisclosed principal might not be held to liability upon a contract which had been executed under seal.”-296

4. Note: Statutes Modifying or Abolishing Effects of Seals

a. “A great many states now have laws which purport to eliminate the seal as a factor in legal controversies – completely, or in broad areas.”-297

b. “With respect to ordinary contracts, the courts seem to have assumed, without argument or dissent, that the rules formerly applied to unsealed contracts are henceforth to apply to all.”-297

c. “With respect to deeds, this solution will hardly do.  Formerly, unsealed deeds were legally invalid; they did not convey legal title, and might at most serve as memoranda of a contract. . . . This leads to preserving, in reference to deeds, all the common law rules on sealed instruments which the legislators probably intended to abolish.”-297

Colonial Baking Co. of Des Moines v. Dowie—Iowa S. Ct., 1983

Issue: Whether the trial court erred in failing to grant a motion for summary judgment on behalf of the plaintiff, where the defendant, allegedly on behalf of the corporation Fred Dowie Enterprises, Inc., failed to pay on a check issued to the P for the sale of 325,000 hot dog buns and signed by the D without reference to the corporation? YES

Holding: “A motion for summary judgment was a proper method of arriving at a judgment when there was no genuine issue of fact indicating that defendant acted in a representative capacity. . . . On the basis of the record at the time the trial court ruled, it erred when it denied the motion and failed to enter judgment for the amount of the check.”-300

Rule: Iowa Code § 554.3403(2) provides: “An authorized representative who signs his own name to an instrument (a) is personally obligated if the instrument neither names the person represented nor shows that the representative signed in a representative capacity; (b) except as otherwise established between the immediate parties, is personally obligated if the instrument names the person represented but does not show that the representative signed in a representative capacity.”-299

“Although we have not previously interpreted the language of section 554.3403(2)(b), we now hold that this section provides liability against the drawer of a check if there is no evidence that the check was signed in a representative capacity.”-299

5. UCC § 3-401 provides: “(1) No person is liable on an instrument unless his signature appears thereon.  (2) A signature is made by use of any name, including any trade or assumed name, upon an instrument, or by any word or mark used in lieu of a written signature.”-301

6. UCC § 3-403 provides: “(1) A signature may be made by an agent or other representative, and his authority to make it may be established as in other cases of representation.  No particular form of appointment is necessary to establish such authority.  (2) An authorized representative who signs his own name to an instrument (a) is personally obligated if the instrument neither names the person represented nor shows that the representative signed in a representative capacity; (b) except as otherwise established between the immediate parties, is personally obligated if the instrument names the person represented but does not show that the representative signed in a representative capacity, or if the instrument does not name the person represented but does show that the representative signed in a representative capacity.  (3) Except as otherwise established the name of an organization preceded or followed by the name and office of an authorized individual is a signature made in a representative capacity.”

7. Note: Agent’s Rights Against Third Party

a. “Where an agent purports to represent a principal, but is actually dealing for himself, recovery by the agent has been denied.”-303

b. “[A]gents have generally been permitted to maintain actions on contracts made in their names on behalf of others.”-304

c. “It is, of course, a general rule that on a cause of action of the partnership, all partners must be joined as plaintiffs.  Paradoxically, this rule is not applied to ‘dormant partners’ that is, partners who never participate in management, and never appear on behalf of the firm.”-304 

G. Lack of Authority and Misrepresentation

Griswold v. Haas—Mo. S. Ct., 1919

Issue: Whether an agent who purchases bonds on behalf of a principal who subsequently refuses to make payment on the contract, may be liable in a breach of contract action brought by the seller? NO

Holding: An agent cannot be held liable for breach of contract where he contracts on behalf of a disclosed principal who subsequently breaches the contract, because the agent is not a party to the contract.

Rule: “[I]f one represents himself as the agent of a disclosed principal and attempts to contract in the name of such principal without authority or in excess of his authority, he becomes liable to the third party.  Not on the contract, unless it contains apt words to bind him, but for breach of the express or implied covenant of authority or, in a proper case, in an action of fraud or deceit.”-306

“One may ratify the act of another who undertook, without proper authority, to act as his agent and such ratification is retroactive.”-306

1. Notes

a. UCC § 3-404 provides: “(1) Any unauthorized signature is wholly inoperative as that of the person whose name is signed unless he ratifies it or is precluded from denying it; but it operates as the signature of the unauthorized signer in favor of any person who in good faith pays the instrument or takes it for value.  (2) Any unauthorized signature may be ratified for all purposes of this Article.  Such ratification does not of itself affect any rights of the person ratifying against the actual signer.”-309

Stanley J. How & Assoc., Inc. v. Boss—S.D. Iowa, 1963

Issue: Whether a promoter who signs a contract “By: Edwin a Boss, Agent for a Minnesota Corporation to be formed, who will be the Obligor” may be held liable on a contract for architectural services where the subsequently formed corporation fails to pay? YES

Rule: “[A] promoter, though he may assume to act on behalf of the projected corporation and not for himself, will be personally liable on his contract unless the other party agreed to look to some other person or fund for payment.”-311

There are three possible understandings in this situation:

“An offer or option to the corporation to be formed which will result in a contract if it is accepted when the corporation is formed.  The correlative promise for the continuing offer or option is the promoter’s promise to organize the corporation and give it the opportunity to pay the debt.”-311

“The second type of situation is where the parties agree to a present contract by which the promoter is bound, but with an agreement that his liability terminates if the corporation is formed and manifests its willingness to become a party.”-312

“The third type of understanding is where the parties have agreed to a present contract upon which, even though the corporation later becomes a party, the promoter remains liable either primarily or as a surety for the performance of the corporation’s obligation.”-312

Haldeman v. Addison—Iowa S. Ct., 1936

Issue: “[E]ven though he signed in a representative capacity only, the Pleasantville Epworth League being an unincorporated association without legal entity, is the defendant bound, notwithstanding he executed the note as an officer of said association”? YES

Rule: “[W]here a member of an unincorporated association, such as the Epworth League in this case is conceded to be, contracts in the name of such supposed principal, which has no legal existence and cannot sue or be sued, that such member is himself personally bound.”-314

“It is equally as well settled that in order to avoid personal liability, one who has contracted in the name of such a principal has the burden of showing that there was an agreement with the person with whom the contract was made that he was not to be personally bound.”-315

b. Restatement of Agency (Second) § 326 provides: “Unless otherwise agreed, a person who, in dealing with another, purports to act as agent for a principal whom both know to be nonexistent or wholly incompetent, becomes a party to such a contract.”-316

c. Restatement of Agency (Second) § 332 provides: “An agent making a contract for a disclosed principal whose contracts are voidable because of lack of full capacity, or for a principal who, although having capacity to contract generally, is incompetent to enter into the particular transaction, is not thereby liable to the other party.  He does not become liable by reason of the failure of the principal to perform, unless he contracts or represents that the principal has capacity or unless he has reason to know of the principal’s lack of capacity and of the other party’s ignorance thereof.”-317

d. Restatement of Agency (Second) § 162 provides: “Except as to statements with relation to the agent’s authority, in actions brought upon a contract or to rescind a contract, a disclosed or partially disclosed principal is responsible for unauthorized representations of the agent made incidental to it, if the contract is otherwise authorized and if true representations as to the same matter are within the authority or the apparent authority of the agent, unless the other party thereto has notice that the representations are untrue or unauthorized.”-318

Harnischfeger Sales Corp. v. Coats—Cal. S. Ct., 1935

Issue: Whether an express contractual provision providing that “This agreement shall not be considered as executed, and shall not become effective until accepted by the vendee, and executed and approved by the president, or vice-president, or secretary of the vendor, and it is hereby further declared agreed and understood that there are no prior writings, verbal negotiations, understandings, representations or agreements between the parties not herein expressed” may be given effect?

Holding: “The defendant’s relief is limited to rescission of the contract.  Hence the affirmative verdict in favor of defendant on his counterclaim for damages is improper; but defendant may be entitled, because of the fraud to be placed in status quo, by restoration of the consideration or its equivalent by both parties.”-320

Rule: “[A]n innocent principal might by such a stipulation protect himself from liability in a tort action for damages for fraud and deceit, but . . . the third party would nevertheless be entitled to rescind the contract.”-320

“But where the principal sues to recover on the contract, he is seeking to benefit through the agent’s fraud.  This he cannot be permitted to do.  His personal liability may be avoided, but the fraudulently procured contract is subject to rescission.”-320

Danann Realty Corp. v. Harris—N.Y. Ct. of App., 1959

Rule: Where a seller expressly disclaims all representations falling outside the four corners of a contract for the lease of property, the buyer cannot have “reasonable reliance” on alternative representations unauthorizedly made by an agent of the seller.-321

Wittenberg v. Robinov—N.Y. Ct. of App., 1961

Issue: Whether a principal may be held liable for the unauthorized representations of its agent where the principal expressly disclaimed all representations falling outside of a written agreement with the third party? NO

Rule: “Our statement in the Danann case . . . that the legal consequence of the disclaimer provision was to negate reliance was, in essence, only a concise way of saying that as to the seller in that case – the only party involved – no representations ever existed.  That being so, there could be no reliance.  There was nothing upon which to rely.”-322

“An unauthorized representation of an agent does not exist insofar as a principal is concerned.  As to the agent, however, the noncontracting party, any unauthorized representation remains real and existent – and if fraudulent he may be subjected to liability.”-323

e. “The conflict and confusion in cases involving an agent’s fraud is very marked.  The cases have been analyzed in various ways, none of which disclose a consistent pattern.”-324

(i) Where no disclaimer of authority is involved, and the third party sues for damages for deceit: “If the agent’s representations were within the scope of his actual or apparent authority to represent, the principal is of course liable.  The principal in such cases may be a party to the fraudulently induced bargain, or an outsider whose agent induced the third party to make a deal with someone else.  If the agent’s representations were not within his actual or apparent authority, the principal is not liable.”-324

(ii) Where no disclaimer of authority is involved, and third party sues for rescission: “It seems to be widely acknowledged by the contemporary decisions that the third party may rescind a transaction induced by fraud, even though the fraud was committed without shadow of authority by the other party’s agent.”-324

(iii) Where there is a disclaimer of liability for any statements other than those in a printed contract, the cases are in greater conflict.”-325

(iv) Where third party sues for damages for deceit: “Cases are in sharp conflict over the effectiveness of a disclaimer, where the other circumstances are such as to cause the third party to rely on the agent’s authority. . . . If the agent would have no power to bind the principal even in the absence of a disclaimer, the disclaimer should not, of course, increase the principal’s danger of liability.”-325

(v) Where third party sues for rescission and restitution: “Again, conflict is encountered.  On behalf of the principal, it is argued that he has warned the third party that the agreement consists solely of its written provisions, and that the third party should not be permitted to take back his money, and return the merchandise on the basis of oral evidence which contradicts the contract.”-325

Herzog v. Capital Co.—Cal. S. Ct., 1945

Issue: Whether the trial court erred in holding the D liable for fraud in spite of an agreement of sale for the house providing that there were no promises, representations, verbal understandings, or agreements except those contained therein? NO

Rule: “A defrauded purchaser is not precluded by a provision of this kind from rescinding and pursuing the innocent seller far enough to secure a return of the consideration paid. . . . Such a provision, however, will relieve an honest seller from liability for damages arising from the fraudulent representations of his negotiating agent. . . . This rule, of course, applies only to recovery of damages based upon the misrepresentations of the agent, and it does not exempt the principal from liability for his own conduct.”-326

“A principal under a positive duty to make a disclosure cannot escape liability for failure to do so by relying on a contract provision to the effect that there are no other representations except those contained in the written agreement.”-326

V. Fiduciary Relationships

A. Fiduciary Concepts

1. The Fiduciary Principle – “A fiduciary is a person who undertakes to act in the interest of another person.  It is immaterial whether the undertaking is in the form of a contract.  It is immaterial that the undertaking is gratuitous.”-328

a. The usual fiduciary relations “include the relation of trustee and beneficiary, guardian and ward, agent and principal, attorney and client, executor or administrator and legatees and next of kin of the decedent.”-328

b. “The greater the independent authority to be exercised by the fiduciary, the greater the scope of his fiduciary duty.”-328

c. “All . . . fiduciaries . . . are subject to the fiduciary principle of loyalty, although not to the same extent.”-328

2. Conflicts of Interest: Efficiency, Fairness and Corporate Structure

a. “Fiduciaries are typically decisionmakers; their specialized function is that of recommending or making decisions of a discretionary nature about the management or investment of the property of others.”-330

b. “Because fiduciaries manage or have some control over very substantial property interests of others, they have the potential power to inflict great losses on those property owners.  Finally, the economic interests of fiduciaries are frequently substantially affected by the discretionary decisions they make on behalf of others, since, as will be discussed, the magnitude of their own compensation for their services often depends to an unusual degree on decisions which they themselves make.  As a result of all these characteristics, fiduciaries have unusually great opportunities to cheat without detection and they have unusually great incentives to do so.”-330

B. Who Is A Fiduciary, And For Whom?

Snepp v. United States—S. Ct., 1980

Issue: Whether the trial court erred in holding that the D breached his fiduciary duty to the CIA by failing to submit for its review and authorization a book detailing his intelligence experiences in South Vietnam, and imposing an injunction enjoining the D from future breaches of his agreement and imposing a constructive trust on the profits earned from sales of the book? NO

Rule: “A constructive trust . . . protects both the government and the former agent from unwarranted risks.  This remedy is the natural and customary consequences of a breach of trust.  It deals fairly with both parties by conforming relief to the dimensions of the wrong.”-337

Chalupiak v. Stahlman—Penn. S. Ct., 1951

Issue: “Was the business relationship between the defendant . . . and plaintiff . . . of such a nature and character which required of defendant the duty of loyalty, fidelity and fair dealing and which precluded defendant from acquiring and enforcing an adverse title to real estate against plaintiff?” YES

Holding: “Defendant violated the duty of loyalty and fidelity he owed to plaintiff.”-341

Moss v. Vadman—S. Ct. of Wash., 1969

Issue: Whether an agency relationship existed between Vadman, Moss, and Robbins, where Vadman acted as an intermediary between the P buyers and the sellers of a tract of land; the buyers failed to meet the deadline set up by the sellers for purchase of the land; and Vadman subsequently purchased the land in his individual capacity with cooperation from another defendant? NO

Holding: “If there was an agency between the plaintiffs and Vadman, and we do not believe there was, it was for the limited purpose of presenting the original offer made by the plaintiffs to the Mottmans.  When that offer was rejected, the agency, if any, terminated.”-345

Rule: “[A] prerequisite of an agency is control of the agent by the principal.”-346

“[A]n agency relationship results from the manifestation of consent by one person that another shall act on his behalf and subject to his control, with a correlative manifestation of consent by the other party to act on his behalf and subject to his control.”-346

“Seavey on Agency states that an agency is a consensual relation between two persons created by law by which a principal has a right to control the conduct of the agent and the agent has a power to affect the legal relations of the principal.”-346

1. Notes

a. “It is commonly stated that no accounting of profits will be enforced among participants in an illegal enterprise.  The theory is that the remedy being in equity, the plaintiff is barred from recovery by his ‘unclean hands.’”-347

b. Johnston v. Senecal – “Plaintiff was seeking an accounting of the assets of a partnership which had been in the business of selling parking meters to municipalities.  The court found that part of the partnership business was to furnish entertainment and food and drink to those in power to purchase for the municipalities.  This activity was held to be against public policy and the contract of partnership illegal.  Plaintiff was denied any right of accounting under the illegal contract.”-347

Opdyke v. Kent Liquor Mart, Inc.—Del. S. Ct., 1962

Issue: Whether Brown breached his fiduciary duty, as an attorney, to his clients when he purchased two-thirds of the stock in a joint venture that was established by his clients, where one of his clients was competing for the purchase of the same interest in the liquor store after one of the original joint venturers/clients decided to sell his interest? YES

Holding: “[A]fter learning of Brown’s purchase Opdyke voiced no objection and had no criticism of Brown.  His failure to assert his legal rights is of no moment.  He was not represented by separate counsel, and he naturally did not realize his legal position.  It was Brown’s duty to enlighten him, but this duty was not performed. . . . We regret that a member of our bar has succumbed to the temptation to put his own interest above that of his client.  But that he did so we entertain no doubt.”-350

C. The Extent of Fiduciary Duties

Meinhard v. Salmon—N.Y. Ct. of App., 1928

Issue: Whether one partner may unilaterally enter into a business venture without the consent of the other? NO

Rule: “Authority is . . . abundant that one partner may not appropriate to his own use a renewal of a lease, though its term is to begin at the expiration of the partnership.”-353

“the rule of undivided loyalty [for partners] is relentless and supreme.”-354

“[A] purchase as well as a lease will succumb to the infection of secrecy and silence.”-353

1. Notes

a. “In the absence of a provision in the partnership agreement, fiduciary obligations among partners will be governed by UPA §§ 21, 22, and 43.”-355

b. UPC § 21 provides: “(1) Every partner must account to the partnership for any benefit, and hold as trustee for it any profits derived by him without the consent of the other partners from any transaction connected with the formation, conduct, or liquidation of the partnership or from any use by him of its property.  (2) This section applies also to the representatives of a deceased partner engaged in the liquidation of the affairs of the partnership as the personal representatives of the last surviving partner.”-495

c. UPC § 22 provides: “Any partner shall have the right to a formal account as to partnership affairs: (a) if he is wrongfully excluded from the partnership business or possession of its property by his co-partners, (b) if the right exists under the terms of any agreement, (c) as provided by section 21, (d) whenever other circumstances render it just and reasonable.”-495

d. UPC § 43 provides: “The right to an account of his interest shall accrue to any partner, or his legal representative, as against the winding up partners or the surviving partners or the person or partnership continuing the business, at the date of dissolution, in the absence of any agreement to the contrary.”-506

Patient Care Services, S.C. v. Segal—App. Ct. of Ill., 1975

Issue: Whether the D officer and director of Patient Care Services violated the duties of loyalty and trust that were owed to his co-officer and director of the same business, where he intentionally established a competitor business on his own with the purpose of taking business away from the original business? Y

Holding: “[T]his court finds it indisputable that Segal blatantly violated those duties of loyalty and trust which he owed to Patient Care.”-361

“The proper remedy is for the court to impress a constructive trust on defendants and to order an accounting.”-361

Rule: “The duties that an officer or director owe to his corporation are so well established as to need no citation of authority to support them.  They include the requirement of undivided, unselfish, and unqualified loyalty, of unceasing effort never to profit personally at corporate expense, of unbending disavowal of any opportunity which would permit the fiduciary’s private interests to clash with those of his corporation.  These duties are rooted not only in elementary rules of equity but also in business morality and public policy.”-359

“It therefore follows that an officer or director who strays from faithful adherence to these precepts and actively engages in a rival or competing business to the detriment of his corporation must answer to the corporation for the injury sustained.”-359

“[W]here an officer or director, as here, desires to seize the only asset his financially solvent corporation presently possesses, when the corporation has manifested its desire to retain it, and when the corporation obviously needs to retain it, the mere fact that such officer and director has announced his intention in advance to throw down the gauntlet and do battle with his corporation over the opportunity will not constitute good faith.”-361

Fleigler v. Lawrence—S. Ct. of Del., 1976

Issue: Whether “the individual defendants, in their capacity as directors and officers of both corporations, wrongfully usurped a corporate opportunity belonging to Agau, and whether all defendants wrongfully profited by causing Agau to exercise an option to purchase that opportunity”? NO

Holding: “Considering all of the above factors, we conclude that defendants have proven the intrinsic fairness of the transaction.”-365

2. Note on the Corporate Opportunity Doctrine

a. “The classical situation involving corporate opportunity is exemplified in Guth v. Loft. . . . Guth was president of Loft, Inc. which operated a chain of retail candy and soft drink stores; he became interested in reducing the tribute paid to the Coca-Cola Company for its syrups.  Through his position in Loft, he became acquainted with the possibility of buying the formulas and processes of Pepsi-Cola, which he proceeded to do, using in part funds of Loft.  He then formed a new Pepsi-Cola Company, with no funds of its own, to which he supplied the facilities, materials, credit, executives and employees of Loft, mostly without any payment.  When Pepsi-Cola became a financial success, Guth denied that Loft had any interest in it.  The court ordered him to transfer his shares in Pepsi-Cola (now worth millions of dollars) to Loft.”-366

b. Irving Trust Co. v. Deutsch – “Acoustic Products Company contracted to buy shares in another company, but was unable to raise the money to complete the purchase, whereupon directors of Acoustic raised the necessary money and bought the shares for themselves.  The court concluded that the directors were accountable because their decision not to complete the purchase on behalf of Acoustic was infected with a conflict of interest.”-366

c. Model Business Corporation Act § 8.31 – “(a) A conflict of interest transaction is a transaction with the corporation in which a director of the corporation has a direct or indirect interest.  A conflict of interest transaction is not voidable by the corporation solely because of the director’s interest in the transaction if any one of the following is true: (1) the material facts of the transaction and the director’s interest were disclosed or known to the board of directors or a committee of the board of directors and the board of directors or committee authorized, approved, or ratified the transaction; (2) the material facts of the transaction and the director’s interest were disclosed or known to the shareholders entitled to vote and they authorized, approved, or ratified the transaction; or (3) the transaction was fair to the corporation.  (b) For purposes of this section, a director of the corporation has an indirect interest in a transaction if (1) another entity in which he has a material financial interest or in which he is a general partner is a party to the transaction or (2) another entity of which he is a director, officer, or trustee is a party to the transaction and the transaction is or should be considered by the board of directors of the corporation.  (c) For purposes of subsection (a)(1), a conflict of interest transaction is authorized, approved, or ratified if it receives the affirmative vote of a majority of the directors on the board of directors (or on the committee) who have no direct or indirect interest in the transaction, but a transaction may not be authorized, approved, or ratified under this section by a single director.  If a majority of the directors who have no direct or indirect interest in the transaction vote to authorize, approve, or ratify the transaction, a quorum is present for the purpose of taking action under this section.  The presence of, or a vote cast by, a director with a direct or indirect interest in the transaction does not affect the validity of any action taken under subsection (a)(1) if the transaction is otherwise authorized, approved, or ratified as provided in that subsection.  (d) For purposes of subsection (a)(2), a conflict of interest transaction is authorized, approved, or ratified if it receives the vote of a majority of the shares entitled to be counted under this subsection.  Shares owned by or voted under the control of a director who has a direct or indirect interest in the transaction, and shares owned by or voted under the control of an entity described in subsection (b)(1), may not be counted in a vote of shareholders to determine whether to authorize, approve, or ratify a conflict of interest transaction under subsection (a)(2).  The vote of those shares, however, is counted in determining whether the transaction is approved under other sections of this Act.  A majority of the shares, whether or not present, that are entitled to be counted in a vote on the transaction under this subsection constitutes a quorum for the purpose of taking action under this section.”-367-68

3. Note on Dual Representation

a. “An unusual case of dual representation is Glenn v. Rice, . . . where the agent was not allowed to collect his commission even from the principal who knew of the double agency.  Obviously this resulted in a windfall for the principal.  The court explained: ‘The authorities, with practical unanimity, declare that if an agent is engaged by both parties to effect a sale of property from one to the other, or an exchange between them, not as a mere middleman to bring them together, but actively in inducing each to make the trade, he cannot recover compensation from either party, unless both parties knew of the double agency at the time of the transaction. . . . It is no answer to this objection to say that he did, in the particular case, act fairly and honorably to both. . . . The law will not tolerate such an arrangement, except with the knowledge and consent of both, and will enter into no inquiry to determine whether or not the particular negotiation was fairly conducted by the agent.  It leaves him as it finds him, affording him no relief.’”

b. “In Sessions v. Pacific Improvement Co., . . . the vendor had succeeded, with the plaintiff’s aid, in selling 156 acres of waterfront to the United States Shipping Board Emergency Fleet Corporation for $1,000,000. . . . Pending the transaction, the plaintiff took a job with the fleet corporation as engineering adviser.  The court held that his employment was not irreconcilable with his position as agent for the seller.”-370

D. Remedies for Breaches of Fiduciary Duty

Tarnowski v. Resop—Minn. S. Ct., 1952

Issue: Whether a principal may recover a “secret commission” paid to his agent in the course of the agency relationship, in spite of the fact that the P has been “made whole” by a third party? YES

Whether “a principal may recover of an agent who has breached his trust the items of damage mentioned after a successful prosecution of an action for rescission against the third parties with whom the agent dealt for his principal?”-17 YES

Holding: “It follows that, insofar as the secret commission of $2000 received by the agent is concerned, plaintiff had an absolute right thereto, irrespective of any recovery resulting from the action against the sellers for rescission.”-373

Rule: “The principle that all profits made by an agent in the course of an agency belong to the principal, whether they are the fruits of performance or the violation of an agent’s duty, is firmly established and universally recognized.”-372

“It matters not that the principal suffered no damage or even that the transaction has not been profitable to him.”-372

“Actual injury is not the principle the law proceeds on, in holding such transactions void.  Fidelity in the agent is what is aimed at, and, as a means of securing it, the law will not permit him to place himself in a position in which he may be tempted by his own private interests to disregard those of the principal.”

“If an agent has violated a duty of loyalty to the principal that the principal is entitled to profits which the agent has thereby made, the fact that the principal has brought an action against a third person and has been made whole by such action does not prevent the principal from recovering from the agent the profits which the agent has made.”-373

Columbus Bar Ass’n v. Grelle—S. Ct. of Ohio, 1968

Issue: Whether the trial court erred in suspending the respondent from the practice of law for representing the petitioner and her husband in a divorce and personal injury action where a conflict of interest was likely, and the respondent failed to inform the petitioner as to a settlement that was reached in the personal injury case where the petitioner had an interest in the settlement? YES

Holding: “At all events, when Mrs. Pinto filed her motion to reduce to judgment that part of the agreement drawn by respondent which gave her a one-third interest in the proceeds of the personal injury settlement, Mr. Grelle should have withdrawn from the matter.  His failure promptly to disclose to Mrs. Perine the fact that a settlement had occurred and that distribution to Perine had been made, and his ardent advocacy of the husband’s adverse interest to the agreement violated the second paragraph of Cannon No. 6, and was unprofessional conduct which justifies a reprimand.”-376

Cannon v. United States Acoustics Corp.—N.D. Ill., 1975

Issue: Whether the D’s counsel must withdraw from representation because they are representing both corporate and individual defendants in a shareholder derivative action? YES

Rule: “A derivative suit is, in legal effect, a suit brought by the corporation, but conducted by the shareholders.  The corporation, although formally aligned as a defendant for historical reasons, is in actuality a plaintiff . . . . The stockholder is only a nominal plaintiff.”-377

“Taken together, these two ethical considerations convincingly establish that in a derivative suit the better course is for the corporation to be represented by independent counsel from the outset, even though counsel believes in good faith that no conflict of interest exists.”-378 

VI. Partnership

A. The Varieties and Uses of Partnership

1. Introductory Note

a. “The UPA is in effect in 45 states, and the Uniform Limited Partnership Act, either in its original form or as revised in 1976, is in effect in all the states.  A majority of the states have now adopted the RULPA or variants thereof.”-381

b. “We have already seen that a partnership may be established without specific agreement, even inadvertently.  A limited partnership requires filing of an agreement, but the agreement may be a very simple one. . . . In the absence of an agreement, the statutes provide certain assumptions applicable to the relations of the partners: division of profits, payment of salaries, control over partnership affairs, death, retirement and the like.”-381

c. “There are controversies of two types that most frequently arise between partners.  The first type involves questions of partnership compensation, management rights, and determination of what is a partnership asset – what is partnership property and what is individual property.  The second set of controversies arises specifically in the context of termination of a partnership.  What are the rights of the withdrawing partner?  What rights, if any, do partners have to continue the business, and how does one evaluate partnership assets, including going concern value or good will?”-382

d. “[O]ne partner cannot sue another about partnership matters except in the course of a suit for final accounting on dissolution.  Although this rule is riddled with exceptions, it expresses a genuine judicial reluctance to settle one of a bag of controversies without settling all.”-383

2. Note: ‘Accounting’

a. “The UPA provides for a right to a formal account in § 22 and § 43.  Except in rare instances an accounting is incident to a decree of dissolution of the partnership, or occurs after dissolution during the winding up process prior to extinguishment.  In Weidlich v. Weidlich, . . . the court described the mechanics of the final account as follows: ‘Upon the termination of a partnership either by act of the parties or by operation of law, an accounting usually becomes necessary. . . . Unless there is an adjustment by agreement, an accounting must be made in court, and equity is the proper forum. . . . Where a partner presents a petition in equity against the other partners, stating that the accounts are unsettled and praying for an account, the usual course for the court is to appoint a committee or auditors before whom the parties can produce their accounts and be heard on oath and who will conduct a minute and patient examination of their claims. . . . After the balance due and to whom it is due is ascertained, a report is made to the court, which has power to accept it or reject it.  If the report is accepted, a decree may be entered in favor of the partners who are entitled to it and executions will be issued accordingly, whether the debtors are plaintiffs or defendants in the case. . . . Each partner owes to his associates the duty of rendering true accounts and full information about everything which affects the partnership.  If he fails to perform this duty, his associates are entitled to maintain a suit for an accounting against him. . . . The account when rendered should be in writing and should be substantiated by the partner’s oath. . . . Any partner may bring a petition in equity for the settlement of partnership affairs.  A final account is the one great occasion for a comprehensive and effective settlement of all partnership affairs.  All the claims and demands arising between the partners should be settled upon such an accounting.’”-383

b. “In legal literature ‘accounting’ is frequently used to indicate the paying over  of money shown to be due on the report of facts and figures.  This usage is frequently encountered in the phrase ‘accounting for profits,’ which may denote the paying over of money due, with or without the necessity of a prior report.”-384

3. Note: The Varieties of Partnership

a. “[M]ost of the major national CPA firms are partnerships, each with hundreds of partners resident in many states and countries.  Many of the large law firms, even those with offices in several states, retain the partnership form.”-384

b. “[T]he principal form of real estate development – whether shopping center, office building, rental complex or mobile home park – in the United States has been the limited partnership.”-384

c. “The limited partnership form assures that its investors (other than the general partner) will not be liable beyond their initial investment for the debts or obligations of the partnership.”-386

d. “The ULPA and the RULPA forbid participation in management by limited partners, so a corporation is formed to act as the general partner in several operating partnerships.”-386

e. “In short, contemporary partnership structures are often no less complex – or profitable – than contemporary corporate organizations.”-387

Land Investment, Inc. v. Battleground Assoc., Vt. S. Ct., 1980

Issue: Whether the trial court erred in holding that a limited partnership acting on behalf of a general partner cannot be liable for breach of a contract with the plaintiff where the contract explicitly provided that the contract was for the benefit of the general partner and it was the general partner that breached?N

Rule: The theory of an undisclosed principal “is not available if the existence of the principal is known at the time of contracting, since it would then be presumed, for example, that a sale to the agent would rest on an acceptance of that person’s credit without resort to others.”-389

4. Note: Tax Motivations in Partnership Structure

a. “The fundamental difference between federal taxation of partnerships and corporations is that corporations are taxed as entities, whereas partnerships are not.  In other words, a corporation pays tax on the income it earns, while a partnership as such pays no tax.  Instead, the partners are treated as earning directly their distributive shares of the partnership income, and they are personally taxed on that income whether or not it is distributed to them.”-390

b. “[P]artnership income is taxed only once, at the level of the partners personally.  Corporate income, on the other hand, is taxed at the corporate level, and taxed once again upon distribution to shareholders as dividends.”-390

B. Compensation, Allocation of Profits and Losses, and Reimbursement for Contributions

1. Note on Profits, Salaries and Expenses of Partners

a. “The UPA provides solutions where the partners have not spoken: profits and losses shall be divided equally, salaries shall not be paid to partners, and expenses incurred individually by partners in the partnership business shall be reimbursed.”-391

b. UPA § 18 provides: “The rights and duties of the partners in relation to the partnership shall be determined, subject to any agreement between them, by the following rules: (a) each partner shall be repaid his contributions, whether by way of capital or advances to the partnership property and share equally in the profits and surplus remaining after all liabilities, including those to partners, are satisfied; and must contribute toward the losses, whether of capital or otherwise, sustained by the partnership according to his share in the profits.  (b) The partnership must indemnify every partner in respect of payments made and personal liabilities reasonably incurred by him in the ordinary and proper conduct of its business, or for the preservation of its business or property.  (c) A partner, who in aid of the partnership makes any payment or advance beyond the amount of capital which he agreed to contribute, shall be paid interest from the date of the payment or advance.  (d) A partner shall receive interest on the capital contributed by him only from the date when repayment should be made.  (e) All partners have equal rights in the management and conduct of the partnership business.  (f) No partner is entitled to remuneration for acting in the partnership business, except that a surviving partner is entitled to reasonable compensation for his services in winding up the partnership affairs.  (g) No person can become a member of a partnership without the consent of all the partners.  (h) Any difference arising as to ordinary matters connected with the partnership business may be decided by a majority of the partners; but no act in contravention of any agreement between the partners may be done rightfully without the consent of all the partners.”

c. “Losses are generally divided in the same percentages, and the UPA so presumes unless otherwise provided, but there may be reasons for using a different allocation of losses.”-391

d. “Ordinarily, the members of a professional partnership will require that distribution be made to them periodically prior to the end of the year, and therefore before a final calculation may be made of the firm’s profits.  Distributions of this kind are usually called ‘drawings,’ and represent in most cases an advance against the partner’s share of the profits.  Alternatively, the partners may agree to the payment of ‘salaries,’ though in a real sense these, too, represent the equivalent of a distribution of profits to them.”-392

Waagen v. Gerde—Wash. S. Ct., 1950

Issue: Whether the trial court erred in holding that the P was entitled to half of the profit derived from the sale of specially designed shark nets entirely created and maintained by the D, where the parties were in a partnership for the catching and sale of fish and sharks? NO

Holding: “While appellant’s ingenuity and industry were largely responsible for the success of the Princess in shark fishing, we cannot find anything in the record from which an agreement to pay him special compensation could be implied.”-395

Rule: “The general rule is clear that one partner is not entitled to extra compensation from the partnership, in the absence of an express or an implied agreement therefor.”-394

“The exception to the general rule is . . . as follows: ‘Where it can be fairly and justly implied from the course of dealing between the partners, or from circumstances of equivalent force, that one partner is to be compensated for his services, his claim will be sustained. . . . The partnership may be of such a peculiar kind, and the arrangements and the course of dealing of the partners in regard to it may be such as pretty plainly to show an expectation and understanding, without an express agreement upon the subject, that certain services of a copartner should be paid for.”-395

Altman v. Altman—3d Cir., 1981

Issue: Whether the trial court erred in finding that the brothers had dissolved the partnership, and that Sydney was entitled to half of the partnership distributions where Ashley was primarily responsible for managing the partnership while Sydney was in Florida much of the time? NO

Holding: “[U]nlike the situation in Greenan, the lack of participation in the partnership by Sydney was with the consent of Ashley.  Thus, the district court’s factual finding that Ashley’s services did not warrant compensation beyond his share of the partnership profits was not clearly erroneous.”-397

Rule: “The Pennsylvania Supreme Court has emphasized that ‘in the absence of an agreement to the contrary, a partner is not entitled to compensation beyond his share of the profits, for services rendered by him in performing partnership matters. . . . [A] right to compensation arises only where the services rendered extend beyond normal partnership functions.’”-396

2. Note on Sharing Losses; Foreign Law

a. “The Partnership Act (§ 18(a)) provides that partners share losses in proportion to their shares of profits.  In a partnership where assets are important, profits are likely to be shared (by agreement) in proportion to capital contributions.”-399

C. Partnership Property and Partnership Control

1. Property

a. Note: Partnership Property

(i) “If the ownership of the property in question has not been contributed to the partnership, it forms no part of the partnership estate.  The only partnership question which can then arise is whether the owner is entitled to some sort of rental or other compensation for its use, in addition to his proportionate share of the profits.”-400

(ii) UPA § 8 provides: “(1) All property originally brought into the partnership stock or subsequently acquired by purchase or otherwise, an account of the partnership, is partnership property.  (2) Unless the contrary intention appears, property acquired with partnership funds is partnership property.  (3) Any estate in real property may be acquired in the partnership name.  Title so acquired can be conveyed only in the partnership name.  (4) A conveyance to a partnership in the partnership name, though without words of inheritance, passes the entire estate of the grantor unless a contrary intent appears.”

(iii) UPA § 24 provides: “The property rights of a partner are (1) his rights in specific partnership property, (2) his interest in the partnership, and (3) his right to participate in the management.”

(iv) UPA § 25 provides: “(1) A partner is co-owner with his partners of specific partnership property holding as a tenant in partnership.  (2) The incidents of this tenancy are such that: (a) A partner, subject to the provisions of this act and to any agreement between the partners, has an equal right with his partners to possess specific partnership property for partnership purposes; but he has no right to possess such property for any other purpose without the consent of his partners.  (b) A partner’s right in specific partnership property is not assignable except in connection with the assignment of rights of all the partners in the same property.  (c) A partner’s right in specific partnership property is not subject to attachment or execution, except on a claim against the partnership.  When partnership property is attached for a partnership debt the partners, or any of them, or the representatives of a deceased partner, cannot claim any right under the homestead or exemption laws.  (d) On the death of a partner his right in specific partnership property vests in the surviving partner or partners, except where the deceased was the last surviving partner, when his right in such property vests in his legal representative.  Such surviving partner or partners, or the legal representative of the last surviving partner, has no right to possess the partnership property for any but a partnership purpose.  (e) A partner’s right in specific partnership property is not subject to dower, curtesy, or allowances to widows, heirs, or next of kin.”

(v) UPA § 26 provides: “A partner’s interest in the partnership is his share of the profits and surplus, and the same is personal property.”

(vi) UPA § 27 provides: “(1) A conveyance by a partner of his interest in the partnership does not of itself dissolve the partnership, nor, as against the other partners in the absence of agreement, entitle the assignee, during the continuance of the partnership, to interfere in the management or administration of the partnership business or affairs, or to require any information or account of partnership transactions, or to inspect the partnership books; but it merely entitles the assignee to receive in accordance with his contract the profits to which the assigning partner would otherwise be entitled.  (2) In case of a dissolution of the partnership, the assignee is entitled to receive his assignor’s interest and may require an account from the date only of the last account agreed to by all the partners.”

(vii) UPA § 28 provides: “(1) On due application to a competent court by any judgment creditor of a partner, the court which entered the judgment, order, or decree, or any other court, may charge the interest of the debtor partner with payment of the unsatisfied amount of such judgment debt with interest thereon; and may then or later appoint a receiver of his share of the profits, and of any other money due or to fall due to him in respect of the partnership, and make all other orders, directions, accounts and inquiries which the debtor partner might have made, or which the circumstances of the case may require.  (2) The interest charged may be redeemed at any time before foreclosure, or in case of a sale being directed by the court may be purchased without thereby causing a dissolution; (a) with separate property, by any one or more of the partners, or (b) with partnership property, by any one or more of the partners with the consent of all the partners whose interests are not so charged or sold.  (3) Nothing in this act shall be held to deprive a partner of his right, if any, under the exemption laws, as regards his interest in the partnership.”

In re Estate of Schaefer—S. Ct. of Wis., 1976

Issue: Whether the trial court erred in holding that a partnership did exist between Ben G. and Arthur E. Schaefer where the brothers entered into leases as “co-partners,” “partner,” “partnership,” etc., they had a bank account under the name “Real Estate Trust Account, Partnership,” and their tax returns indicated that they were partners in a partnership? NO

Rule: “Once the existence of a partnership is established, there is a statutory presumption that property purchased with partnership funds belongs to the partnership unless a ‘contrary intent’ is shown.”-402

“This court has held that receipt of a share of business profits, as shown in tax returns, is prima facie evidence of partnership.”-403

“It is true that this court has adopted the minority view that a partnership created to deal in real estate is void unless conforming to the statute of frauds. . . . However, an exception to the statute of frauds is made where all parties have performed the contract, indicating their acquiescence in its terms.”-403

“[P]roperty purchased with partnership funds and appropriated for partnership purposes is presumptively partnership property, regardless of the manner in which title is formally held.”-404

Balafas v. Balafas—Minn. S. Ct., 1962

Issue: “Does the evidence sustain the court’s finding that there was an agreement, implied in fact, that upon the death of one of the brothers the property acquired by them jointly during their lifetime should belong to the survivor”? YES

“[A]re there any legal impediments to the consummation and enforcement of such agreement?” NO

Rule: “A contract implied in fact requires a meeting of the minds, an agreement, just as much as an express contract.  The difference between the two is largely in the character of the evidence by which they are established.  It is sometimes said that a contract implied in fact is established by circumstantial evidence. . . . The question whether there is such a contract is usually to be determined by the jury as an inference of fact.”-407

“Once a contract implied in fact is sufficiently established, it is as valid as any other contract.”-407

“[T]he general rule followed by a great weight of authority is that an agreement between partners that the survivor shall be the owner of all partnership property is valid if untainted by fraud.”-408

“A provision in a partnership agreement that on the death of one of the partners his interest in the partnership shall become the property of the other partners is not testamentary in nature, and the fact that the agreement is not executed according to the requirements of the statute of wills does not invalidate it.”-408

Madison National Bank v. Newrath—Ct. of App. of Md., 1971

Issue: Whether the trial court erred in holding that a deed of trust and note were valid liens on the property described in the deed of trust where the property in question was partnership property? YES

Holding: “In view of what we have expressed, the deed of trust given by Weiss to Fidelity in July of 1967 to secure the $165,000 note is invalid, as he sought to convey, as individually owned property, that which was partnership property.”-411

Rule: Section 25(2)(b) of the UPA provides that “a partner’s right in a specific partnership property is not assignable except in connection with the assignment of the rights of all partners in the same property.”-410

Block v. Mylish—Penn. S. Ct., 1945

Issue: Whether the trial court erred in holding that the proceeds of a life insurance policy purchased for the benefit of a partner in a partnership does not become available to the surviving partners for their benefit in purchasing the partnership interest of the deceased partner? NO

b. Note: Devolution of Partnership Realty

(i) “Under the uniform act it is clear that real property can be conveyed into and out of a partnership name (§ 8).  But this does not necessarily solve the problem of devolution on death, since death dissolves the partnership in whose name the property is held (§ 31(4)).”-415

Cultra v. Cultra—Tenn. S. Ct., 1949

Issue: Whether “or not the real estate owned by a partnership, purchased by said partnership with partnership funds for partnership purposes, and not needed to pay partnership debts, descends to the heirs of a deceased partner or continues to be personalty and subject to the laws of distribution”? Personalty.
Rule: “[W]hen a partnership once acquires real estate, with partnership funds and for partnership purposes, it then becomes personalty for all purposes and can be conveyed according to the terms of the Act as other partnership property.  This seems a sound rule to apply and we are applying it here.”-419

c. References on Taxation of Partnership Property

(i) “Under prevailing rules on jurisdiction to tax, a state may tax tangible property within its territory, and may tax intangible property which belongs to its residents regardless of the location of intangible property’s contacts.”-420

2. Control

Summers v. Dooley—Idaho S. Ct., 1971

Issue: Whether “an equal partner in a two man partnership has the authority to hire a new employee in disregard of the objection of the other partner and then attempt to charge the dissenting partner with the costs incurred as a result of his unilateral decision”? NO

Holding: “Under these circumstances it is manifestly unjust to permit recovery of an expense which was incurred individually and not for the benefit of the partnership but rather for the benefit of one partner.”

Rule: “[T]he only reasonable interpretation of I.C. § 53-318(8) is that business differences must be decided by a majority of the partners provided no other agreement between the partners speaks to the issues.”-422

“[I]f the partners are equally divided, those who forbid the change must have their way.”-422

a. Note: Control Disputes in the Two-Person Partnership

(i) “As the principal case points out, the UPA creates a presumption of equal control in the absence of an agreement otherwise by the partners.  UPA § 18(e), 18(h).”-423

(ii) In National Biscuit v. Stroud, one partner gave notice that he wouldn’t be responsible for any further purchases made by the other partner.  “Purchases were nevertheless made, and the court held that since purchases were within the scope of partnership business (citing UPA §§ 9, 15) the partner’s authority could not be restricted and the defendant was liable.  UPA § 18(e) and 18(h) were relied upon for the court’s view that one equal partner cannot restrict another.”-423

Frigidaire Sales Corp. v. Union Properties, Inc.—Ct. of App. of Wash., 1976

Issue: Whether “individuals who are limited partners become liable as general partners when they also serve as active officers or directors, or are shareholders of a corporation which is the managing general partner of the limited partnership”? NO

Rule: “We hold that limited partners are not liable as general partners simply because they are active officers or directors, or are stockholders of a corporate general partner in a limited partnership.”-427

Frigidaire Sales Corp. v. Union Properties, Inc.—S. Ct. of Wash., 1977
Rule: “When the shareholders of a corporation, who are also the corporation’s officers and directors, conscientiously keep the affairs of the corporation separate from their personal affairs, and no fraud or manifest injustice is perpetrated upon third persons who deal with the corporation, the corporation’s separate entity should be respected.”-428

Boxer v. Husky Oil Co.—Del. Ch. Ct., 1981

Rule: “[A] general partner has all the rights and powers and is subject to all the restrictions and liabilities of a partner in a partnership without limited partners.”-430

“The UPA, which has also been adopted in both Delaware and Colorado makes a partner accountable as a fiduciary.”-430

“When the provisions of the UPA and the ULPA are read together, it is clear that the general partner in a limited partnership owes a fiduciary duty to the limited partners. . . . It is also clear that a partner owes a fiduciary duty to the other partners at common law.”-430

“The duty of the general partner in a limited partnership to exercise the utmost good faith, fairness, and loyalty is, therefore, required both by statute and common law.  This fiduciary duty of partners is often compared to that of corporate directors.”-431

Sanderson v. Cooke—N.Y. Ct. of App., 1931

Issue: Whether a former partner of a partnership that has been terminated, while transferring all partnership property to a new partnership, has a property interest in the books of account that were used by the original partnership, and are now being used by the new partnership? NO

Holding: “We therefore conclude that the plaintiff, in the formation of the limited partnership January 1, 1919, transferred his property interest in the books to the new firm, in which he became a limited partner, and that he is not entitled absolutely, as a matter of right, to an examination of them.  His property interest in them has ceased.”-433

Rule: “The general rule regarding business partnerships is that books should be kept open to the inspection of any partner at all reasonable times, even after dissolution, subject, however, to special agreement.”-432

“[A] partner’s rights are not absolute.  He may be restrained from using the information gathered from inspection [of the books] for other than partnership purposes.”-432

“Whatever may be the property right of a partner in the partnership books, he may transfer and dispose of it like his right to any other bit of property by express, or necessarily implied, agreement.”-433

b. Note: Inspection Rights of Partners

(i) UPA § 19 provides: “The partnership books shall be kept, subject to any agreement between the partners, at the principal place of business of the partnership, and every partner shall at all times have access to and may inspect and copy any of them.”

(ii) UPA § 20 provides: “Partners shall render on demand true and full information of all things affecting the partnership to any partner or the legal representative of any deceased partner or partner under legal disability.”

D. Partnership Changes and Termination

1. “One of the most salient characteristics of a partnership is its impermanence – its terminability.”-434

2. “The UPA . . . is quite specific in applying the term ‘dissolution’ only to the first step – the act or event precipitating termination. . . . The process of turning assets into money to pay off creditors and partners, or of partitioning the remaining assets, and of paying off the obligations of partners to each other is called ‘winding up’ – an English term which in other American contexts is often replaced by ‘liquidation.’  The conclusion of the process is not named in the Act; we will call it ‘extinguishment.’”-435

a. UPA § 8 provides: “(1) All property originally brought into the partnership stock or subsequently acquired by purchase or otherwise, on account of the partnership, is partnership property.  (2) Unless the contrary intention appears, property acquired with partnership funds is partnership property.  (3) Any estate in real property may be acquired in the partnership name.  Title so acquired can be conveyed only in the partnership name.  (4) A conveyance to a partnership in the partnership name, though without words of inheritance, passes the entire estate of the grantor unless a contrary intent appears.”

b. UPA § 29 provides: “The dissolution of a partnership is the change in the relation of the partners caused by any partner ceasing to be associated in the carrying on as distinguished from the winding up of the business.”

c. UPA § 30 provides: “On dissolution the partnership is not terminated, but continues until the winding up of partnership affairs is completed.”

d. UPA § 31 provides: “Dissolution is caused: (1) Without violation of the agreement between the partners, (a) by the termination of the definite term or particular undertaking specified in the agreement, (b) by the express will of any partner when no definite term or particular undertaking is specified, (c) by the express will of all the partners who have not assigned their interests or suffered them to be charged for their separate debts, either before or after the termination of any specified term or particular undertaking, (d) by the expulsion of any partner from the business bona fide in accordance with such a power conferred by the agreement between the partners; (2) in contravention of the agreement between the partners, where the circumstances do not permit a dissolution under any other provision of this section, by the express will of any partner at any time; (3) by any event which makes it unlawful for the business of the partnership to be carried on for the members to carry it on in partnership; (4) by the death of any partner; (5) by the bankruptcy of any partner or the partnership; (6) by decree of court under section 32.”

e. UPA § 33 provides: Except so far as may be necessary to wind up partnership affairs or to complete transactions begun but not then finished, dissolution terminates all authority of any partner to act for the partnership, (1) with respect to the partners, (a) when the dissolution is not by the act, bankruptcy or death of a partner; or (b) when the dissolution is by such act, bankruptcy or death of a partner, in cases where section 34 so requires.  (2) With respect to persons not partners, as declared in section 35.”

f. UPA § 34 provides: “Where the dissolution is caused by the act, death or bankruptcy of a partner, each partner is liable to his co-partners for his share of any liability created by any partner acting for the partnership as if the partnership had not been dissolved unless (a) the dissolution being by act of any partner, the partner acting for the partnership had knowledge of the dissolution, or (b) the dissolution being by the death or bankruptcy of a partner, the partner acting for the partnership had knowledge or notice of the death or bankruptcy.”

g. UPA § 35 provides: “(1) After dissolution a partner can bind the partnership except as provided in Paragraph (3).  (a) By any act appropriate for winding up partnership affairs or completing transactions unfinished at dissolution; (b) By any transaction which would bind the partnership if dissolution had not taken place, provided the other part to the transaction (I) Had extended credit to the partnership prior to dissolution and had no knowledge or notice of the dissolution; or (II) Though he had not so extended credit, had nevertheless known of the partnership prior to dissolution, and, having no knowledge or notice of dissolution, the fact of dissolution had not been advertised in a newspaper of general circulation in the place (or in each place if more than one) at which the partnership business was regularly carried on.  (2) The liability of a partner under Paragraph (1b) shall be satisfied out of partnership assets alone when such partner had been prior to dissolution (a) unknown as a partner to the person with whom the contract is made; and (b) so far unknown and inactive in partnership affairs that the business reputation of the partnership could not be said to have been in any degree due to his connection with it.  (3) The partnership is in no case bound by any act of a partner after dissolution (a) where the partnership is dissolved because it is unlawful to carry on the business, unless the act is appropriate for winding up partnership affairs; or (b) where the partner has become bankrupt; or (c) where the partner has no authority to wind up partnership affairs; except by a transaction with one who (I) had extended credit to the partnership prior to dissolution and had no knowledge or notice of his want of authority; or (II) had not extended credit to the partnership prior to dissolution, and, having no knowledge or notice of his want of authority, the fact of his want of authority has not been advertised in the manner provided for advertising the fact of dissolution in Paragraph (1b II).  (4) Nothing in this section shall affect the liability under section 16 of any person who after dissolution represents himself or consents to another representing him as a partner in a partnership engaged in carrying on business.”

h. UPA § 36 provides: “(1) The dissolution of the partnership does not of itself discharge the existing liability of any partner.  (2) A partner is discharged from any existing liability upon dissolution of the partnership by an agreement to that effect between himself, the partnership creditor and the person or partnership continuing the business; and such agreement may be inferred from the course of dealing between the creditor having knowledge of the dissolution and the person or partnership continuing the business.  (3) Where a person agrees to assume the existing obligations of a dissolved partnership, the partners whose obligations have been assumed shall be discharged from any liability to any creditor of the partnership who, knowing of the agreement, consents to a material alteration in the nature or time of payment of such obligations.  (4) The individual property of a deceased partner shall be liable for all obligations of the partnership incurred while he was a partner but subject to the prior payment of his separate debts.”

i. UPA § 37 provides: “Unless otherwise agreed the partners who have not wrongfully dissolved the partnership or the legal representative of the last surviving partner, not bankrupt, has the right to wind up the partnership affairs; provided, however, that any partner, his legal representative or his assignee, upon cause shown, may obtain winding up by the court.”

j. UPA § 38 provides: “(1) When dissolution is caused in any way, except in contravention of the partnership agreement, each partner, as against his co-partners and all persons claiming through them in respect of their interests in the partnership, unless otherwise agreed, may have the partnership property applied to discharge its liabilities, and the surplus applied to pay in cash the net amount owing to the respective partners.  But if dissolution is caused by expulsion of a partner, bona fide under the partnership agreement and if the expelled partner is discharged from all partnership liabilities, either by payment or agreement under section 36(2), he shall receive in cash only the net amount due him from the partnership.  (2) When dissolution is caused in contravention of the partnership agreement the rights of the partners shall be as follows: (a) each partner who has not caused dissolution wrongfully shall have, (I) all the rights specified in paragraph (1) of this section, and (II) the right, as against each partner who has caused the dissolution wrongfully, to damages for breach of the agreement.  (b) The partners who have not caused the dissolution wrongfully, if they all desire to continue the business in the same name, either by themselves or jointly with others, may do so, during the agreed term for the partnership and for that purpose may possess the partnership property, provided they secure the payment by bond approved by the court, or pay to any partner who has caused the dissolution wrongfully, the value of his interest in the partnership at the dissolution, less any damages recoverable under clause (2a II) of this section, and in like manner indemnify him against all present or future partnership liabilities.  (c) A partner who has caused the dissolution wrongfully shall have: (I) if the business is not continued under the provisions of paragraph (2b) all the rights of a partner under paragraph (1), subject to clause (2a II), of this section, (II) If the business is continued under paragraph (2b) of this section the right as against his co-partners and all claiming through them in respect of their interests in the partnership, to have the value of his interest in the partnership, less any damages caused to his co-partners by the dissolution, ascertained and paid to him in cash, or the payment secured by bond approved by the court, and to be released from all existing liabilities of the partnership; but in ascertaining the value of the partner’s interest the value of the good-will of the business shall not be considered.”

k. UPA § 39 provides: “Where a partnership contract is rescinded on the ground of the fraud or misrepresentation of one of the parties thereto, the party entitled to rescind is, without prejudice to any other right, entitled, (a) to a lien on, or a right of retention of, the surplus of the partnership property after satisfying the partnership liabilities to third persons for any sum of money paid by him for the purchase of an interest in the partnership  and for any capital or advances contributed by him; and (b) to stand, after all liabilities to third persons have been satisfied, in the place of the creditors of the partnership for any payments made by him in respect of the partnership liabilities; and (c) to be indemnified by the person guilty of the fraud or making the representation against all debts and liabilities of the partnership.”

l. UPA § 40 provides: “In settling accounts between the partners after dissolution, the following rules shall be observed, subject to any agreement to the contrary: (a) the assets of the partnership are: (i) the partnership property, (ii)) the contributions of the partners necessary for the payment of all the liabilities specified in clause (b) of this paragraph.  (b) The liabilities of the partnership shall rank in order of payment, as follows: (i) those owing to creditors other than partners, (ii) those owing to partners other than for capital and profits, (III) those owing to partners in respect of capital, (IV) those owing to partners in respect of profits.  (c) The assets shall be applied in the order of their declaration in clause (a) of this paragraph to the satisfaction of the liabilities.  (d) The partners shall contribute, as provided in section 18(a) the amount necessary to satisfy the liabilities; but if any, but not all, of the partners are insolvent, or, not being subject to process, refuse to contribute, the other partners shall contribute their share of the liabilities, and, in the relative proportions in which they share the profits, the additional amount necessary to pay the liabilities.  (e) An assignee for the benefit of creditors or any person appointed by the court shall have the right to enforce the contributions specified in clause (d) of this paragraph.  (f) Any partner or his legal representative shall have the right to enforce the contributions specified in clause (d) of this paragraph, to the extent of the amount which he has paid in excess of his share of the liability.  (g) The individual property of a deceased partner shall be liable for the contributions specified in clause (d) of this paragraph.  (h) When partnership property and the individual properties of the partners are in possession of a court for distribution, partnership creditors shall have priority on partnership property and separate creditors on individual property, saving the rights of lien or secured creditors as heretofore. (i) Where a partner has become bankrupt or his estate is insolvent the claims against his separate property shall rank in the following order: (I) those owing to separate creditors, (II) those owing to partnership creditors, (II) those owing to partners by way of contribution.”

m. UPA § 41 provides: “(1) When any new partner is admitted into an existing partnership, or when any partner retires and assigns (or the representative of the deceased partner assigns (his rights in partnership property to two or more of the partners, or to one or more of the partners and one or more third persons, if the business is continued without liquidation of the partnership affairs, creditors of the first or dissolved partnership are also creditors of the partnership so continuing the business.  (2) When all but one partner retire and assign (or the representative of a deceased partner assigns) their rights in partnership property to the remaining partner, who continues the business without liquidation of partnership affairs, either alone or with others, creditors of the dissolved partnership are also creditors of the person or partnership so continuing the business.  (3) When any partner retired or dies and the business of the dissolved partnership is continued as set forth in paragraphs (1) and (2) of this section, with the consent of the retired partners or the representative of the deceased partner, but without any assignment of his right in partnership property, rights of creditors of the dissolved partnership and of the creditors of the person or partnership continuing the business shall be as if such assignment had been made.  (4) When all the partners or their representatives assign their rights in partnership property to one or more third persons who promise to pay the debts and who continue the business of the dissolved partnership, creditors of the dissolved partnership are also creditors of the person or partnership continuing the business.  (5) When any partner wrongfully causes a dissolution and the remaining partners continue the business under the provisions of section 38(2b), either alone or with others, and without liquidation of the partnership affairs, creditors of the dissolved partnership are also creditors of the person or partnership continuing the business.  (6) When a partner is expelled and the remaining partners continue the business either alone or with others, without liquidation of the partnership affairs, creditors of the dissolved partnership are also creditors of the person or partnership continuing the business.  (7) The liability of a third person becoming a partner in the partnership continuing the business, under this section, to the creditors of the dissolved partnership shall be satisfied out of partnership property only.  (8) When the business of a partnership after dissolution is continued under any conditions set forth in this section the creditors of the dissolved partnership, as against the separate creditors of the retiring or deceased partner or the representative of the deceased partner, have a prior right to any claim of the retired or the representative of the deceased partner against the person or partnership continuing the business, on account of the retired or deceased partner’s interest in the dissolved partnership or on account of any consideration promised for such interest or for his right in partnership property.  (9) Nothing in this section shall be held to modify any right of creditors to set aside any assignment on the ground of fraud.  (10) The use by the person or partnership continuing the business of the partnership name, or the name of a deceased partner as part thereof, shall not of itself make the individual property of the deceased partner liable for any debts contracted by such person or partnership.”

n. UPA § 42 provides: “When any partner retires or dies, and the business is continued under any of the conditions set forth in section 41 (1, 2, 3, 5, 6), or section 38(2b) without any settlement of accounts as between him or his estate and the person or partnership continuing the business, unless otherwise agreed, he or his legal representative as against such persons or partnership may have the value of his interest at the date of dissolution ascertained, and shall receive as an ordinary creditor an amount equal to the value of his interest in the dissolved partnership with interest, or, at his option or at the option of his legal representative, in lieu of interest, the profits attributable to the use of his right in the property of the dissolved partnership; provided that the creditors of the dissolved partnership as against the separate creditors, or the representative of the retired or deceased partner, shall have priority on any claim arising under this section, as provided by section 41(8) of this act.”

o. UPA § 43 provides: “The right to an account of his interest shall accrue to any partner, or his legal representative, as against the winding up partners or the surviving partners or the person or partnership continuing the business, at the date of dissolution, in the absence of any agreement to the contrary.”

3. “Moreover, according to the UPA, dissolution occurs regardless of the parties’ contrary agreement, when death or withdrawal intervenes.”-435

4. “What happens after a partnership is ‘dissolved’?  The UPA deals expressly with two possibilities.  (1) The partnership may be ‘wound up’; . . . (2) The business of the partnership may be continued with the consent of the retiring partner, or of a deceased partner’s personal representative, and without the consent of a partner who has wrongfully withdrawn or been justifiably expelled. . . . There is a third possibility which the draftsmen of the Act seem to have overlooked.  (3) The business may be continued without consent under conditions other than those stated in section 38(2).”-435

5. Termination of the Partnership – ‘Winding Up’

McGee v. Russell’s Executors—Va. S. Ct. of App., 1928

Issue: Whether the trial court erred in holding that the D was not liable to his sisters for the value of the partnership as of the date of the dissolution of the partnership caused by his father’s death? NO

Holding: The D continued the partnership in an effort to maximize the value of the materials on hand, for the eventual goal of winding up.  Thus, he cannot be liable for failing to wind up sooner.

Rule: Dissolution does not terminate a partnership.  The partnership is not terminated until the process of “winding up” has completed.

Pluth v. Smith—Ca. Dist. Ct. of App., 1962
Rule: “When dissolution is caused in any way except in contravention of the partnership agreement, each partner may have the partnership property applied to discharge its liabilities and the surplus applied to pay in cash the net amount owing to the respective partners.”-440
Hunter v. Straube—S. Ct. of Or., 1975

Issue: Whether some of the members of a partnership may cause the dissolution of the partnership against the wishes of another partner, contrary to the partnership agreement, merely by filing suit for dissolution? NO

Holding: “We think the plaintiffs cannot, by merely calling their withdrawal a dissolution, escape from the liabilities which they assumed when they executed the partnership agreement.”-447

“We hold that the filing of this suit by the plaintiffs was an election by each of them to withdraw from the partnership in contravention of the partnership agreement.  Under those circumstances the withdrawal entitles the defendant to continue the partnership business and to settle the affairs of the partnership in accordance with the terms of the partnership agreement.  The defendant also has the right to any damages he may have suffered on account of the plaintiffs’ breach of the provision for six months’ notice of withdrawal.”-448

Rule: “[I]t is clear that if the partnership agreement provides for the distribution of the partnership property the rights of the partners are governed by the partnership agreement rather than by the Uniform Partnership Law.”-447

“A distinction must be recognized between the power to dissolve a partnership and the right to dissolve a partnership.  Any partner may have the power to dissolve a partnership at any time . . . and this is true even though such dissolution is in contravention of the partnership agreement. . . . If a partner exercises his power to dissolve a partnership, but does not have the right to do so, he must suffer the penalties.”

Polikoff v. Levy—Ill. App. Ct., 1971

Issue: Whether the trial court erred in ordering a judicial sale of all assets of a joint venture, its windup, and distribution of the net sale proceeds to joint venture members, where it was alleged by one member of the joint venture that the other members wrongfully dissolved the venture by conveying and transferring all of the joint venture’s assets to a new corporation? NO

Rule: “A co-venture is governed substantially by the same rules which govern a partnership.  The settled law is that where, as here, a partner or joint venturer retired without himself causing a wrongful dissolution, the copartners or co-venturers have no right to buy the retired partner’s or co-venturer’s interest.”-449

“The established procedure in winding up a dissolved joint venture where the dissolution was not caused in contravention of the agreement, unless the agreement creating the joint venture provides otherwise or all joint venturers agree otherwise, is to convert its assets into cash by sale, discharge its liabilities, and distribute its surplus, if any, to its members.”-449

“Where the co-venturers cannot agree on the method of sale at dissolution, a public judicial sale is the only available method of conversion of the assets.”-450

a. Notes

(i) Page v. Page – “A partner at will is not bound to remain in a partnership, regardless of whether the business is profitable or unprofitable.  A partner may not, however, by use of adverse pressure ‘freeze out’ a copartner and appropriate the business to his own use.  A partner may not dissolve a partnership to gain the benefits of the business for himself, unless he fully compensates his copartner for his share of the prospective business opportunity.  In this regard his fiduciary duties are at least as great as those of a shareholder of a corporation.”-450

Mahan v. Mahan—S. Ct. of Ariz., 1971

Issue: Whether the trial court erred in relying on the book value of the partnership in determining the distribution of partnership assets? YES

Holding: “In short, the book values are completely arbitrary and should not have been used.”-451

Rule: “The normal rule is that book value is only used in ascertaining the respective shares when there is an explicit contractual provision to that effect, and even then is not used where the facts of the case make it inequitable to do so.”-451

6. Continuation of the Partnership – Rights of Former Partners

a. “[T]he rights of former partners after a continuation of the business usually arise when the business has been finally liquidated, after the disputed continuation.”-452

Matter of Brown—N.Y. Ct. of App., 1926

Issue: Whether there was any good will in the stockbroker partnership in question?

Holding: “We conclude . . . that a buyer of this good will, if it had been put up for sale by the liquidating partners, would have had the benefit at most of continuity of place and of such continuity of name as would belong to a ‘successor.’”-456

Rule: “Good will, when it exists as incidental to the business of a partnership, is presumptively an asset to be accounted for like any other by those who liquidate the business. . . . Partners may contract that good will, though it exist, shall not ‘be considered as property or as an asset of the co-partnership. . . . The contract may ‘be expressly made,’ or it may ‘arise by implication, from other contracts and the acts and conduct of the parties.’ . . . The implication will be drawn the more readily when the good will, if any, is tenuous or doubtful.”-454

“The chief elements of value upon any sale of a good will are, first, continuity of place, and, second, continuity of name.”-454

“One who writes his name at large in the style or title of a partnership does not dedicate to the partnership, by force of that act alone without other tokens of intention, the right to sell the name at auction upon every change of membership.”-455

b. Note: Further Reflections on Going Concern Value

(i) “Perhaps the fundamental flaw in Matter of Brown is its identification of ‘goodwill’ with continuity of name, place and organization.  The phenomenon of going concern value is far more complex.  For example, ‘human assets,’ in the form of an existing base of personnel familiar with the firm’s procedures and operations, form a part of going concern value.  Executive talent, management procedures, pricing policies, customer loyalty and other factors also enter into the value of the business.  One need only reflect on the fact that some companies are highly profitable, while others in the same business are not, to realize that earning power –going concern value – cannot be captured in a few words.”-458

M. & C. Creditors Corp. v. Pratt—N.Y. S. Ct., 1938

Issue: Whether upon the death of a partner, the ascertainment of the partner’s interest as of the date of his death and the continuation of the partnership were improper because the partnership should have been liquidated? NO

Rule: “Upon dissolution of a partnership the surviving partners are required to close up the partnership affairs, dispose of the assets, pay all creditors, and remit the decedent’s share to his representatives.”

“Section 42 is expressive of the common law rule that where the surviving partners of a business continue to use the interest of a deceased partner in the conduct of the firm’s affairs, they must account to the representatives of the decedent, not only for the value of his share at the date of his death, but also for profits earned which may be attributed to that value.  On the other hand, all losses are required to be borne entirely by the surviving partners.”-461

“A surviving partner has no authority to continue the business, but must wind it up, and if he does continue it, he is answerable for all debts which he incurs and for loss and depreciation thus occasioned.”-461

“If the survivors of a partnership carry on the concern, and enter into new transactions with the partnership funds, they do so at their peril. . . . If no profits are made, or even if a loss is incurred, they must be charged with interest on the funds they use, and the whole loss will be theirs.”-461

Blut v. Katz—N.J. S. Ct., 1953

Issue: Whether the lower court erred in holding that the P-wife of a deceased partner was precluded from recovering the profits earned after the dissolution of a partnership? NO

Holding: “Under the circumstances and the proof, it would be inequitable to permit the plaintiff to participate in the profits made after the dissolution, to which she contributed nothing, as determined by the trial court.”-464

Rule: “If the executor gives consent to the continuation of the partnership business without liquidation, then the estate’s interest in the partnership is subjected to the claims of any new creditors.”-463

“When any partner retires or dies and the business of the dissolved partnership is continued as set forth in paragraphs ‘1’ and ‘2’ of this section, with the consent of the retired partners or the representative of the deceased partner.”-463

“There is much authority sustaining the principle that, where one or more partners of a firm continue the business after the death of one of the partners, the legal representative of the deceased partner is entitled to his share of the profits made, . . . but this principle is not universally applied; it has many limitations and qualifications and is always subject to equitable considerations.”-464

“So, where the main success of the firm is due to the skill, time and diligence of the remaining partners, the application of the rule has been withheld upon the ground that it would be inequitable to do otherwise.”-464

7. Rights of Creditors, Old and New

Horn’s Crane Service v. Prior—Neb. S. Ct., 1967

Issue: Whether the trial court erred in dismissing the P’s complaint for failure to state a cause of action where he sued the D members of a joint venture individually, failed to allege that the joint venture had property insufficient to satisfy its debts, and the liability arose from the joint venture as a separate entity? NO

Holding: “’The law of partnership applies to the questions arising between the parties and among the parties in relation to third persons.’  The district court was correct in sustaining the demurrer and dismissing the action on the ground that the petition did not state a cause of action.”-467

Rule: “In an action seeking a personal judgment against the individual members of a partnership or a joint adventure the petition does not state a cause of action if it fails to state that there is no partnership property or that it is insufficient to satisfy the debts of the partnership or joint adventure.”-467
Tupper v. Kroc—S. Ct. of Nev., 1972

Issue: Whether the trial court erred in ordering a sale of the D’s partnership interest after judgment was entered against the D in favor of the P, and D was unable to satisfy the judgment? NO

Holding: “Pursuant to the provisions of [UPA § 28] the district court was authorized to appoint a receiver to act as a repository for Tupper’s share of the profits and surplus for the benefit of Kroc, or as the court did here, order the sale of Tupper’s interest.”-471

“The appellants are not estopped to question the propriety of the charging order.”-472

In re Jercyn Dress Shop—2d Cir., 1975

Issue: Whether “a general assignment by a partnership of its assets for the benefit of its creditors is ipso facto an act of bankruptcy by the individual partners as well”? NO?

Rule: “Congress has adopted the ‘entity theory’ of partnership bankruptcies by which ‘a partnership may be adjudged a bankrupt as a separate entity without reference to the bankruptcy of the partners as individuals.’”-475-76

a. Bankruptcy Reform Act of 1978

(i) § 101: “(29) ‘insolvent’ means – . . . (B) with reference to a partnership, financial condition such that the sum of such partnership’s debts is greater than the aggregate of, at a fair valuation – (i) all of such partnership’s property, exclusive of property of the kind specified in subparagraph (A)(i) of this paragraph; and (ii) the sum of the excess of the value of each general partner’s nonpartnership property, exclusive of property of the kind specified in subparagraph (A)(ii) of this paragraph, over such partner’s nonpartnership debts; (33) ‘person’ includes individual, partnership, and corporation, but does not include governmental unit; . . . .”

(ii) § 548: “(b) The trustee of a partnership debtor may avoid any transfer of an interest of the debtor in property, or any obligation incurred by the debtor, that was made or incurred on or within one year before the date of the filing of the petition, to a general partner in the debtor, if the debtor was insolvent on the date such transfer was made or such obligation was incurred, or became insolvent as a result of such transfer or obligation.”

(iii) § 723: “(a) If there is a deficiency of property of the estate to pay in full all claims which are allowed in a case under this chapter concerning a partnership and with respect to which a general partner of the partnership is personally liable, the trustee shall have a claim against such general partner for the full amount of the deficiency.  (b) To the extent practicable, the trustee shall first seek recovery of such deficiency from any general partner in such partnership that is not a debtor in a case under this title.  Pending determination of such deficiency, the court may order any such partner to provide the estate with indemnity for, or assurance of payment of, any deficiency recoverable from such partner, or not to dispose of property.  (c) Notwithstanding section 728(c) of this title, the trustee has a claim against the estate of each general partner in such partnership that is a debtor in a case under this title for the full amount of all claims of creditors allowed in the case concerning such partnership.  Notwithstanding section 502 of this title, there shall not be allowed in such partner’s case a claim against such partner on which both such partner and such partnership are liable, except to any extent that such claim is secured only by property of such partner and not by property of such partnership.  The claim of the trustee under this subsection is entitled to distribution in such partner’s case under section 726(a) of this title the same as any other claim of a kind specified in such section.  (d) If the aggregate that the trustee recovers from the estates of general partners under subsection (c) of this section is greater than any deficiency not recovered under subsection (b) of this section, the court, after notice and a hearing, shall determine an equitable distribution of the surplus so recovered, and the trustee shall distribute such surplus to the estates of the general partners in such partnership according to such determination.”

b. Note on Priorities

(i) “Under the rules of sections 25 and 40, partnership creditors have priority over individual creditors in enforcing claims against partnership property.”-479

Blumer Brewing Corp. v. Mayer—Wis. S. Ct., 1936

Issue: “Did Charles R. Einbeck as surviving partner under the circumstances of this case have authority to continue the partnership business after the dissolution of the partnership brought about by the death of Hugo Einbeck”? YES

Rule: “Under subsection (3) [of UPA § 41] when a partner dies and his personal representatives consent to a continuation of the business, the law takes hold of the situation and the consent of the personal representative has the same effect as if an effective assignment had been made and subjects the interest of the deceased partner in the partnership property to the claims of existing and future creditors.”-481

In re Hess—W.D. Penn., 1923

Rule: Following bankruptcy, the order in which creditors may have their claims satisfied is as follows: (1) the earliest outside creditors of the partnership; (2) earliest partner creditors of the partnership; (3) later outside creditors of the partnership; (4) later partner creditors of the partnership.

If a partner creditor is such because of death or retirement, he or his estate may recover before an outside creditor if the outside creditor became a creditor after the death or retirement.

