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tion than a competing larger, diffuse group, even though the larger group as
a whole may value the legislation more than the small group as a whole.

At first blush this theory seems problematic at best, since a group that
stands to gain the most in total seemingly could expend the most resources
to obtain their preferred legislative rule. Public choice theory, however,
explains this counterintuitive outcome by reference to the problems and
expense of collective action. It simply costs more to form and manage a
large group than it does a small group. Free rider problems® also increase
with the size of the group. Members of large groups become more likely to
hang back, hoping others in the group will commirt sufficient resources to
obtain the preferred outcome, enabling the non—participants to free ride on
the contributions and work of the participating members of the group.

These collective action problems can explain why it is nearly impossi-
ble for investors in unincorporated businesses to obtain, for example, their
preferred standard of care for managers in the uniform acts. The investors’
group would consist of all investors in all unincorporated businesses, which
is obviously a huge group. Concerted action by this group with regard to
rules promulgated by NCCUSL or adopted by state legislatures involves
overwhelming transaction costs and free rider problems.?

Managers of unincorporated business entities, while certainly amount-
ing to a huge group, may have another way to achieve their preferred out-
come with regard to fiduciary duties in uniform acts. Drafters of society’s
rules may be captured by particular interest groups. In its mildest form—
and that is the limit of what I suggest here—this only means that drafters’
professional interests and life experiences cause rule-makers to align with
the preferences of managers. This alignment may result from the fact that
managers (as opposed to investors) are the most likely clients of the draft-
ers. This may suggest that the most apparent basis for a bias may be eco-
nomic interests, since rational drafters may conclude that they can enhance

See also, MicHAEL T. Haves, LospyisTs AND LEGisLaTORs: A THEORY oF PoLiTicaL MARKETS
69~70 (Rutgers University Press 1981) ("Members of the mass public will generally find it
irrational to obrain the information necessary to identify their interest on any given issue
and morcover will be ill-equipped to interpret any information they do obtain™); Farber &
Frickey, supra note 18, at 892; Macey, supra note 18, at 229—32.

21 See, e.g., Farber & Frickey, supra note 18, at 892 (“The ‘free rider’ problem suggests
that it should be nearly impossible to organize large groups of individuals to seek broadly
dispersed public goods. Instead, political activity should be dominated by small groups of
individuals seeking to benefir themselves, usually at the public expense™).

22 To illuminate this point, assume, arguendo, that the standard of care preferred by in-
vestors as a group is negligence. Identifying all or even most of the group seems impossible,
and communication among those members that are identified is expensive. Members may
also individually not be willing to pay much to achieve a negligence standard. Finally each
member has an interest in hanging back, hoping that others will make the expenditures nec-
essary to get the preferred standard, which will then allow them to free ride—to enjoy the
preferred result without expending any resources.
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their client base® by acting in ways that please managers. It may well be,
however, that the more effective capture is of the minds and hearts of draft-
ers by non-economic means. My own experience suggests that the views
and biases of lawyers tend to drift toward those of the clients they serve
over time. It is hard for me to imagine that my representation of the inter-
ests of managers, which is the group I most represented in practice, did not
increase the probability that my views of what amounts to an appropriate
fiduciary standard would be bent toward the preferences of my clients.

Whatever may be the reason, the fiduciary duties in the uniform acts
for unincorporated business entities are substantially flawed by a pro-man-
agement bias. This article, therefore, makes the case for rethinking these
important duties and offers a number of first principles as bases from which
to revise the fiduciary duties respecting partnerships, limited partnerships,
and limited liability companies. The principles I offer are simple and gen-
erally uncontroversial. The principles illuminate the failure of the present
fiduciary standards in RUPA, ULPA (2001) and ULLCA and offer guid-
ance toward better fiduciary duty rules that promote fair and efficient out-
comes.

In Part I of this article, I articulate my first principles, which should be
the bases for fair and efficient fiduciary duty rules. In Parc II, I use those
principles to demonstrate the failings of the fiduciary standards presently
found in the uniform acts and to support the revisions that I offer for those
fiduciary standards.

I. FirsT PRINCIPLES

Fiduciary duties applicable to non—corporate business entities should pro-
mote fair and efficient outcomes and thus should be founded on principles
consistent with these worthy goals.

I offer the following first principles as bases from which to proceed to
such pleasing outcomes. The principles are simple, well-known and rest
comfortably on the morally and economically attractive notion of consent.
In short, these are principles over which there is wide agreement.

Perhaps most fundamental is the principle that managers and investors
in unincorporated entities, if they are able, ought to be permirtted to shape
the terms of their arrangements between or among themselves, provided
that their arrangements do not generate material adverse third-party ef-
fects.? The moral and economic right of parties, in the absence of third-

23 Academics on NCCUSL Commirttees may also be perceived as subject to similar bas-
es for a pro—-manager bias. Academics may continue to have private clients. Also, managers
(or entities they control) may make donations to academic institutions.

24 Third—party effects are also sometimes referred to as externalities. The term means
economic impact to some person not a party to the transaction. See, e.g., RICHARD A. POSNER,
Economic ANALysis oF Law 71 (6th ed. 2003) (hereinafter Posner, Economic ANaLysis)
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party effects, to pursue their own preferences is supported by -their own
consent and thus can be traced to both Kantian moral theory and urili-
tarianism.* Allowing parties to set their own terms is respectful of the
autonomy of rational beings (broadly, a Kantian notion) and promotes the
maximization of overall utility or happiness (a utilitarian goal).?

It is difficult vo identify any material third—party effects generated when
a manager of an unincorporated business entity and the entity’s owners
agree on the terms of the manager’s employment, including the nature and
extent of that manager’s fiduciary duties.?

One might imagine, for example, a case in which a manager and the
owners of a partnership or an LLC are bargaining over the manager’s dury
of care and whether the standard should be negligence or gross negligence.
Whichever of the standards is agreed upon by the parties, the choice affects
only the parties, and they are able to consent to and price the terms of their
arrangement. So, if the agreed—-upon standard is negligence, the owners
get better service, but have to pay the manager a higher fee. If, instead,
the standard they agree to is gross negligence, the owners get somewhat
less careful management, but pay less for it. In either case, the parties have
consented and priced the outcomes, and neither choice seems in any way
materially to affect other persons. Whether the parties choose negligence
or, perhaps, opt instead for a gross negligence standard, it is a private de-
cision between the parties without material third—party effects and thus
should be respected by society.?

(defining externalities in the context of property law matters).

25 In Richard A. Posner, The Ethical and Political Basis of the Efficiency Norm in Common
Law Adjudication, 8 HorsTrA L. REV. 487 (1980), Judge Posner offers a moral defense for the
pursuit of economic cfficiency based essentially on the consent of the parties and thus argues
that pursuing economic efficiency “will produce an ethically attractive combination of happi-
ness, of rights (to liberty and property), and of sharing with less fortunate members of society.”
1d. at 487.

26 See JerrriE G. MURPHY & JuLEs L. CoLEmaN, PHiLosopHy oF Law 7082z (1990) (dis-
cussing and comparing Utilitarianism and Kantianism); sez @/so, JEFFRIE G. MURPHY, KANT: THE
PurLosorny of RigaT (Macmillan 1970) (discussing the philosophy and writings of Kant). For
a more extensive discussion of Utilitarianism, see J.J.C. SMART & B. WiLL1AMS, UTILITARIANISM
(Cambridge University Press 1973) and H.L.A. Hart, Berween Unility and Rights, 79 CoLum.
L. Rev. 828 (1979). The foundations for urilitarianism are found in JEREMY BENTHAM, AN
INTRODUCTION TO THE PRINCIPLES OF MORALS AND LEGIsLATION (J.H. Burns & H.L.A. Hart
eds., Athlone Press 1970) (1789) and Joun Stuart MiLL, UTiLitarianism (E.P. Dutton and
Co., Inc. 1951) (1863).

27 See, e.g., Mark ). Loewenstein, Fiduciary Duties and Unincorporated Business Entities:
in Defense of the Manifestly Unreasonably Standard, Univ. of Colo. Law Legal Studies Research
Paper No. 06-06, at 3, quailable ar huep://papers.ssm.com/sol3/papers.cfm?abstract_id=893213
(“no third parties are adversely affected by their deal” (quoting J. Dennis Hynes, Freedom of
Contract, Fiduciary Duties, and Partnerships: The Bargain Principle and the Law of Agency, 54 WasH.
& LEE L. REv. 439, 443 (1997))).

28 Perhaps one might argue that a gross negligence standard has chird—party effects,
since it increases the likelihood of the entity’s failure, which then might harm non—owner
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In many situations, however, high transaction costs make it impossible
or inefficient for parties to bargain, and in such cases cfficiency may be pro-
moted by an appropriately crafted societal rule. Search costs, negotiation
costs, free rider problems, and bilateral monopolies are examples of factors
that may generate transaction costs when parties attempt to bargain with
one another.” These transaction costs may in some cases exceed the value
created by the transaction, and, obviously in such instances the transaction,
although assumed to be efficient, will not occur.® Even where the transac-
tion will occur, a societal rule that mimics the arrangement that most of the
parties would select in most cases may promote efficiency by eliminating
the need of the parties to bargain and thereby reduce transaction costs.*!

The next principle, therefore, is that in instances where constructing
their own terms is inefficient or impossible for parties, society ought to en-
act broadly applicable rules consistent with those that the parties in most
circumstances would select, if they were able to bargain. This amounts to a
natural extension of the principle that parties, in the absence of third—party
effects, should be permitted to construct their own terms to govern their
private transactions. o

constituencies, for example creditors. Not only is this a quite attenuated argument, but also it
is not at all clear creditors are actually harmed in any macerial way. Creditors can fully protect
themsclves by contract and price. So, for example, a lender to an LL.C with a gross negligence
standard, if it faces increased risk, can insist on protective covenants or a higher price for
its loan. In extending credit, of course, fully informed creditors always price the risk of the
economic failure of the entity to which they loan money. Banks, for example, demand more
interest for loans that have higher default risk.

29 A good example outside the business entity area is pollution. The parties impacted
by pollution are, on the one hand, the polluter, and, on the other, the many people adversely
impacted by the effects of the pollution. Bargaining between these parties is impossible
because it is functionally impossible for the poliuter to identify and bargain with all the par-
ties adversely impacted by pollution. Even if it were possible for the parties to identify each
other, each of the parties adversely affected by the pollution would be inclined not 1o bargain
with polluter in hopes that all the other adversely affected parties would arrive at a solution
with the polluter that is pleasing to the particular non-bargaining party, thus relieving him of
the costs and inconvenience of bargaining himself. For an excellent discussion of transac-
tion costs (i.e., free rider problems, bilateral monopolies, etc.) in the context of pollution, ses
Posner, EcoNOMIC ANALYSIS, supra note 24, at 60—62.

30 Consider the following simple example. Assume A has an antique table that he val-
ues at $10,000 and that B values at $11,000. If transaction costs (perhaps the costs of hiring
a lawyer to negotiate the transaction and draft a contract governing the terms of the sale)
amount to $1,100, the sale will not occur, even though B values the table more than A. See
Posner, EcoNnoMic ANALYSIS, supra note 24, at 61 (“If transactions costs are . . . higher than
the value of the transaction . .. they won’t be incurred; the parties will be better off foregoing
the transaction”).

31 Assume that ten sets of parties would engage in a particular rransaction and that with-
out a societal rule governing the terms of the transaction, transaction costs would amount to
$10 per transaction, or $100 total. If society can enact a rule that approximates the terms the
parties would select, parties will no longer have to expend $10 on each transaction, arriving at
efficient outcomes with fewer expenditures.



