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Preface to
Second Edition

In the seven years since the publication of the first edition, the law of unin-
corporated business associations has undergone a revolution. The limited lia-
bility company (“LLC”) has become the entity of choice for a myriad of
enterprises, and the Revised Uniform Partnership Act (“RUPA”) has revital-
ized the law of general partnerships. In some states, the annual number of
newly-formed LLCs has exceeded the number of newly-formed corporations,
and RUPA —with its tilt toward entity continuity and its provisions on lim-
ited Liability partnerships (“LLPs”) —has made the “shiclded” general partner-
ship as useable and interesting as an LLC.

In 2001, the National Conference of Commissioners on Uniform State
Laws promulgated a new uniform limited partnership act—ULPA (2001).
While the new act modernizes the law applicable to limited partnerships and
also provides for limited liability limited partnerships (“LLLPs”), limited part-
nerships formed under predecessor statutes continue to serve thousands of
ventures in which essentially passive investors rely on powerful, entrenched
management.

Meanwhile, the common law of agency has been undergoing a recrudes-
cence of its own. The American Law Insttute is working through a Restate-
ment (Third) of Agency, giving particular attention to agency issues within
business entities and other modern organizations. By happenstance, agency
law issues have also become relevant to the daily headlines. As this edition
goes to press, those headlines contemplate accounting firms that have failed
to detect massive corporate cheating and religious organizations allegedly rife
with sexually abusive clergy. The auditors defend themselves, in part, by as-
serting that the corporations already “knew” of the cheating because, as 2 mat-
ter of agency law, a corporation knows what its top officers know.! The
allegations of clergy abuse raise questions of a “master’s” vicarious liability for
the intentional torts of a “servant™ and a principal’s direct liability for negli-
gently hiring, training, supervising or retaining an agent.’

The matters covered by this book thus have great current importance,
but such “relevance™ accounts for only half the benefits of studying these

1. See section 2.4.
2. See section 3.2.6.
3. See section 4.4.1.
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Preface

topics. Regardless of the use you plan to make of your legal training, studying
agency law and the law of unincorporated business organizations will help
you learn part of what is loosely called “thinking like a lawyer”

Such thinking includes a process I have labeled “categories and conse-
quences”—analyzing situations by defining categories of behavior and then at-
taching consequences to those categories. This is not the only way in which
lawyers understand the world, but it is certainly a fundamental one.

Agency law 1s an excellent way to learn about categories and conse-
quences. Indeed, the analytic training that comes with understanding agency
law’s approach to issues rivals the analytic training available in confronting
the Rule Against Perpetuities. Fortunately, mastering agency law is less trau-
matic.

The analytic benefits of studying partnership law come from several
sources: applying the categories and consequences approach in more complex
settings; seeing how themes from one area of law (i.e., agency) manifest
themselves in a related bur distinct area of law; developing familiarity with the
concept and function of “default rules”; and learning to distinguish between
issues within an organization (#nter se issues) and issues between an organiza-
tion and third parties.

To this mix of skills and concepts, studying the law of LLCs, LLPs, and
LLLPs adds further experience in recognizing old themes in new settings
(e.g., power to bind the organization; fiduciary duties within an organiza-
tion) and further refinement of the distinction between #meer sz issues and
third party issues (e.g., direct versus derivative claims, conflicts between an
LLC’s articles of organization and operating agreement).

I hope you will find this book useful, whether you are taking a course
that considers its topics in depth or in passing.

August 2002 Daniel S. Kleinberger



Introduction

The structure of legal rules. Law does much of its analysis by applying la-
bels to facts.

Example: A multinational corporation lends millions of dollars to a
local grain and seed company and tells that company how to run its
business. The local company becomes insolvent, owing substantial debts
to local farmers. The farmers try to recover from the multinational
corporation. Whether they can do so depends on whether they can label
the local company as the “agent” of the corporation.

Example: A national franchisor requires its local franchisees to follow
a thick volume of operating regulations. A customer slips and falls while
on the franchise’s premises and attempts to recover from the national
franchisor. Whether the customer can do so depends on whether the
customer can label the franchisee as the “servant” of the franchisor.

The link between categories and consequences controls the structure of
legal rules. Every legal rule can be stated as an IF/THEN proposition, with
the IF component stating the elements and the THEN component stating
the consequences.

IE: the facts of situation meet specified elements (i.c., if the situation
fits a particular category)

THEN: specified consequences result
For example:

IE: ® a party fraudulently makes an assertion of past or present fact
concerning a proposed transaction,
* another party justifiably relies on that assertion and is thereby
induced to make a contract with the asserting party, and
* the assertion is:
—inaccurate and
—material

THEN: the misled party may rescind the contract

XXvll



XXVII

Introduction

Those who are more graphically inclined can think of each legal rule as
a box. On top, the box has a name of a legal category, for example, “fraudulent
inducement.” The front panel of the box contains the “entrance criteria”®—
the elements that must be satisfied to qualify a situation to fit into the box.
The right side panel contains the legal consequences created by the rule. If
a situation fits “in the box,” the consequences follow.! The figure below illus-
trates this approach.

In all events, you should keep in mind the link between labeling (cate-
gorization) and consequences. By doing so, you will synchronize your way
of thinking with the way the law of agency approaches its subject matter.

NAME
q e“cé
E, o
tr. ¢
Crit:?i‘;e Ooos

Name of the box (i.e., the legal category)
® fraud in the inducement
Entrance criteria (i.c., clements of the rule)
® a party fraudulently makes an assertion of past or present fact con-
cerning a proposed transaction
® another party justifiably relies on that assertion and is thereby in-
duced to make a contract with the asserting party
® the assertion is inaccurate and material
Consequences _
® defrauded party may rescind contract

L. Perhaps this metaphor helps explain why lawyers are often accused of trying to pi-
geonhole everything and everybody. RAE



Introduction

Legal analysis for preventative lawyering. Some of the questions in this
book ask vou to think proactively—that s, to consider a client’s situation
and goals, to identify potential legal problems, and to suggest a course of
conduct that will prevent the problems from materializing. You may initially
find these questions disconcerting, since law school analysis often operates
from a post hoc, litigation perspective. That is, you consider a dispute that
has already materialized, analyze each party’s prospects, and predict the out-
come of the dispute.
You may find the following protocol helpful in thinking preventatively:

1.

Review the facts (e.g., the client’s current situation and proposed

conduct) and 1dentify legal rules whose application might produce

unpleasant consequences for the client.

For each such rule, identify the facts that are key to:

a.  making the rule applicable, and

b.  causing the rule to produce an unpleasant outcome for the
client.

For ecach such fact, try to imagine a change that will make the

problematic rule inapplicable or avoid the problematic outcome, but

will not frustrate the client’s goals. ’



Special Notice

Note on the Restatements of Agency and the Meaning of “Person”

Unless otherwise indicated, all references to the Restatement are to the Re-
statement (Second) of Agency (1958), promulgated by the American
Law Institute (“ALI”).2 The ALI is currently working on a Restatement
(Third) of Agency. References to that project contain the phrase “Restate-
ment (Third)” and indicate a particular draft.

As of fall 2002, the ALI is approximately one-third (perhaps one-half) of its
way through developing the Restatement (Third) of Agency. This edition
makes numerous references to the Restatement (Third), but readers
should keep in mind that the referenced provisions are merely tentative
and remain subject to change until an ALI Annual Meeting gives final ap-
proval to the entire Restaternent (Third).

Unless otherwise indicated, “person” means “legal person” and includes not
only human beings but also organizations, such as partnerships, limited
liability companies, and corporations.

2. The ALL is a private, nonprofit organization whose members are distinguished

lawyers, judges, and law professors. The ALI has published a number of Restatements,

each of which attemps to state and explain the law in a particular field. Each Restate-

ment contains a large number of “black letter” propositions, accompanied by explana-

tory comments and illustrations. Adopted in 1958, the Restatement (Second) of

zgxgcncy has been and continues to be very influential in courts throughout the United
tates.
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