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Abstract

This article addresses issues that arise in agency law when agents make contracts
on behalf of principals. The main issue is whether the principal should be bound
when the agent makes a contract with some third party on his behalf which the
principal would immediately wish to disavow. The resulting tradeoffs resemble
those in tort law, so the least-cost-avoider principle is useful for deciding when
contracts are valid and may be the underlying logic behind a number of different
legal doctrines applied to agency cases. In particular, an efficiency explanation
can be found for the undisclosed principal rule, which says that the principal is
generally bound even when the third party is unaware that the agent is acting as
an agent for him.
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1. Introduction

Economistshavelong used the principal-agent model to explain theintricacies
of labor compensation, the organization of hierarchies, the design of securities,
and ahost of other problems. Inthe paradigmatic model, a principal hiresan agent
to exert effort, which he cannot directly observe. The agent is tempted to be dack
in his effort, and the principal triesto overcome this mora hazard by designing a
contract under which agent compensation is based on output.

The terminology of “principal” and “agent” comes from the law of agency,
which has ancient rootsand was formerly considered one of the fundamental ideas
of the common law. Although agency composes a considerable body of law, it
is now rarely taught as a separate course in law schools and as an area of law it
has not attracted the attention of economists. The issues are quite different from
those in the principal-agent model. Instead of the economist’s concern that the
contract will not induce appropriate effort by the agent, the lawyer’s concern is
over what happens when the agent takes inappropriate action, action which may
involve no less effort. The agent places an order with a supplier when he has
been forbidden to do so; he drives the principal’s delivery truck into a schoolbus,
he hires the wrong employee for the principa’s business. For the economist, the
agency problem is how to give the agent incentives for the right action; for the
lawyer, it ishow to mop up the damage when the agent has taken the wrong action.

The economist’s problem involves only the principal and the agent. The
agent’s dlack effort affects both of them: the principal, because the task is done
poorly, and the agent, because the principal, foreseeing the low effort, will not
pay as high a sdlary. The solution is aso internal to the transaction: the parties
voluntarily enter into a contract that ameliorates the moral hazard by basing the
agent’s pay on his output. As with economic transactions in general, the law is
needed only to enforce the contract.

The lawyer’s problem usually does involve a third party.! The agent’s mis-
behavior may not have any direct adverse effect on the principal. The principal
is not in the schoolbus that is wrecked by the agent, and unless the law enforces
the contract, he is unhurt by the agent’s foolish or unauthorized purchases. Third
parties are harmed, however, so government intervention can aid efficiency. When
the agent takes a mistaken action, the damage must be allocated to someone—

LA prominent area of agency law which does not involve third partiesisthe law of fiduciaries:
whether the agent has acted properly on behalf of the principal when the contract between them
is vague, and how much the agent must compensate the principa for mistakes. See Cooter &
Freedman (1991).



principal, agent, or third party.

The best-known issues involve torts: what happens when an agent injures
a third party? The law deals with these involuntary creditors according to the
doctrines of vicarious liability or respondeat superior, which make the principal
liable for torts committed by his agent in the course of the agent’s duties?

The present article will focus on a different problem: an agent who makes
contracts on the principa’s behalf which the principal himself would not have
made. Section 2 will lay out the relevant concepts in agency law and illustrate
them with the classic case of Watteau v. Fenwick. Section 3 will construct amodel
of mistaken contracts, in which the similarities between tort and contract make
the least-cost-avoider principle useful. Section 4 will apply the least-cost-avoider
principle to a variety of illustrations that show when the principal is bound by
contracts and when he is not. Section 5 will analyze a special set of problems
involving contracting when the third party is not aware that the agent is acting for
a principal— the “undisclosed principa” problem.

2. The Law of Agency

The concept of agency has long been an important part of the common law.
When the American Law Institute began to compile the influential summaries of
the common law known as the “restatements,” the Restatement of Agency was
important enough to be second in the series (after contracts). The Restatement
defines agency as “the fiduciary relation which results from the manifestation of
consent by one person to another that the other shall act on his behalf and subject
to his control, and consent by the other so to act.”3

2Economic analyses of vicarious liability include Chu & Quian (1992), Kornhauser (1982),
and Sykes (1984, 1988).

3American Law Ingtitute, Restatement of the Law, Second: Agency 2d, St. Paul, Minnesota
American Law Institute, 1958, 81. All references are to this second restatement, hereafter called
the Restatement. Although | will rely on the Restatement as my guide to the law in thisarticle, it
should be kept in mind that it is not binding on judges, who are supposed to follow the decisions
in their particular state.



According to Roscoe Steffen, a noted authority,

Theessentialsof agency arefew... First, therelationisaconsensual one;
an agent agrees, or at least consentsto act under the direction or control of
the principal. Second, the relation is afiduciary one; an agent agrees to act
for and on behalf of the principal. Heisin no sense a proprietor entitled to
the gains of enterprise-nor is he expected to carry the risks.*

In the present article, we shall take for granted that the agent will not assume
the risks of the enterprise, either because the efficient contract putsthe risk there,
or because the agent lacks the resources to assume liability.> Wewill focusinstead
on contracts made by the agent with athird party on behalf of the principal. The
Restatement’s “ general principle of interpretation” says that

“An agent is authorized to do, and to do only, what it is reasonable for
him to infer that the principa desireshim to do inthelight of the principa’s
manifestationsand the facts as he knowsor should know them at the time he
acts”®

More specificaly, the law provides at least Six reasons why the principal may be
bound by contracts made by the agent:’

1. Actual Express Authority. The principal has entered into an explicit
agreement with the agent authorizing him to take particular action. When the
board of directorsof acompany votesto authorize the president to purchase anew
office building, thisis actual express authority.

2. Actual Implied Authority. The principal has entered into an explicit
agreement to employ the agent, and athough he has not specifically authorized
the particular action at issue, the agent can reasonably infer that authority for that
action has been delegated to him. If the general manager of a department store

4Steffen (1977), p. 26.

SThis limitation is for reasons of length only. Questions involving the agent’s liability for
contracts are both important and interesting, but require a different approach.

SRestatement, §33.

"This discussion is taken from Chapter 1 of Ramseyer & Klein (1994), from Steffen (1977),
and the Restatement. | have adopted the categories of Ramseyer and Klein, and added estoppel as
a separate category.



hiresclerks, the store is bound by his contract even if he wasnot expressy granted
that authority.®

3. Apparent Authority. The principal has no agreement with the agent
authorizing the action, but a third party could reasonably infer that the agent
was authorized.® If a sales manager claims he has authority to sell flour without
confirmation from the home office, and such sales are customary in the flour
business, then he has apparent authority even if other authority is lacking.'® Note
that this differsfrom actual implied authority in that apparent authority may exist
evenif the principal has expressly forbiddenthe agent’saction. Apparent authority
dependsonthebeliefsof thethird party, not ontheactual relation between principal
and agent.

4. Estoppel. The principal is “estopped” from objecting to the agreement
made by the agent if the principal could have intervened to prevent the confusion
over authority; e.g., if the principal overheard the agreement being made and failed
to assert that the agent was unauthorized.

5. Ratification. If no other authority exists, but the principal agrees to
the contract once he learns about it, this ratification binds the principal. If the
flour salesman has no authority to sell wheat, but he makes a contract anyway, that
contract isbinding if the flour company agreesto it uponlearning of the salesman’s
actions.

6. Inherent Agency Power. Thisisthe least well-defined reason for liability.
88a of the Restatement says that “Inherent agency power is a term used in the
restatement of this subject to indicate the power of an agent which is derived not
from authority, apparent authority or estoppel, but solely from the agency relation
and exists for the protection of persons harmed by or dealing with a servant or
other agent.” The agency relationship may give the agent the power to harm third
partieseven if thereis no manifestation by the principal that the agent is acting on
hisbehalf. Vicariousliability isbased oninherent agency power, and these powers
also arisein contract. As an illustration, let us consider perhaps the best-known

8Restatement, §52, 73.

9“Apparent authority is the power to affect the legal relations of another person by transactions
with third persons, professedly as agent for the other, arising from and in accordance with the
other’s manifestations to such third persons” Restatement, 88.

ONorth Alabama Grocery Co. v. J.C. Lysle Milling Co. (1921) 205 Ala. 484, 88 So. 590, as
described in Steffen, p. 128). See also Restatement, 849.

1But see Black (1990) , p. 63, which seems to conflate estoppel with apparent authority:
“Agency by estoppel: When the principal, by his negligence in supervising the agent, leads athird
party to reasonably believe that the agent has authority to act for the principal

4



case involving agency and contracts, Watteau v. Fenwick.

“From the evidenceit appeared that one Humble had carried on business
at abeer-housecalled theVictoriaHotel, at Stockton-on-Tees, which business
he had transferred to the defendants, a firm of brewers, some years before
the present action. After the transfer of the business, Humble remained as
defendants’ manager; but thelicensewasalwaystaken outin Humble' sname,
and his name was painted over the door. Under the terms of the agreement
made between Humble and the defendants, the former had no authority to
buy any goods for the business except bottled ales and mineral waters; all
other goods required were to be supplied by the defendants themselves. The
action was brought to recover the price of goods delivered at the Victoria
Hotd over some years, for which it was admitted that the plaintiff gave
credit to Humble only: they consisted of cigars, bovril, and other articles.
Thelearned judge alowed the claim for the cigars and bovril only, and gave
judgement for the plaintiff for 221. 12s. 6d. The defendants appea ed.”?

This case raises problems for both

standard agency concepts and everyday notionsof fairness. Thereisno actual
authority, either expressor implicit, for theagent to order thecigars, becausehewas
expressly instructed not to order them. There is no apparent authority, because
the principal did nothing to convey the idea that the manager was acting as an
agent. Estoppel and ratification do not apply. All that remainsis “inherent agency
powers’: the ability of the manager, based on his employment by the principal, to
harm third parties by making contracts.

Everyday notions of fairness do not help either. Who should bear the cost of
the mistaken order for cigars? Not the principal, it seems, since he never ordered
the cigars and expressly forbade the agent from doing so. Not the agent, it seems,
since he was not buying the cigars for himself and received no benefit from them.
Not the third party, it seems, since he had no way of knowing that the manager
was an agent who lacked authority.

Asin other areas of the law where morality and legal rulescomeinto conflict,
efficiency may cometo our aid. Section 3 will look at theimplications of different
legal rules on the incentives to avoid entering into mistaken contracts.

\\atteau v. Fenwick, 1 Q.B. 346 (1892). The appeal lost.
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3. A Model of ContractsMade by Agents

The principal wishesto buy agood hevaluesat V,,, which coststhe third party
V; to produce. The principal can either buy the good directly, at transaction cost
Cna, OF hire an agent, at the lower cost c,. With probability f, the agent mistakenly
orders the wrong good, which the principal values at only (V, — R) and which
cannot be resold for more than that amount. The agent error has a probability
given by the convex function f(c,, ¢;) which is decreasing in ¢, and ¢, the care the
principal and the third party take to prevent the error.’® Let us assume that if the
contract is mistaken and the principal is liable, he accepts delivery of the wrong
good, but if heisnot liable, the contract is renegotiated at a price that islower by
amount R, so the third party bearsthe cost of the mistake.

Our focus will be on the choice of the care levels ¢, and ¢;. The principal’s
care has a large number of interpretations. It is he who has made an agreement
with the agent, and at some cost he can incorporate incentivesto deter agent error.
This cost includes the cost of formulating and negotiating the agreement, the cost
of compensating the agent for hisincreased effort to avoid errors, and the cost of
incentives under imperfect information (e.g., increased risk-bearing by the agent
and the real costs of punishments). The principal can aso exert care by choosing
agents carefully and by monitoring them to increase the agent’ sincentivesto avoid
error and to catch erroneous contracts before any reliance costs are incurred. The
care level ¢, incorporatesall these avenues of error avoidance.

The third party has less scope for avoiding agent error because he does not
select or compensate the agent. His chief advantage isthat he is on the spot when
the contract is being formed, so he can detect some errorsmore easily. Even if he
doesnot know the principal’ sdesire perfectly, the third party can detect grossagent
errors, take care to avoid inducing agent error, ask about the agent’s instructions,
and contact the principal directly for confirmation. These comprise the care level
Ct.

Thetransaction price, P, istheresult of bargaining between the buyer and the
seller. We will assume the price is negotiated to split the expected surplus evenly
between the principal and the third party given their common knowledge of the
probability of agent error.

13

Convexity of f impliesthat the second derivativesfy, and fy are positive (so there are diminishing
returnsto care), and fypfy — fpzt > 0 (so the effect of each party’s care on the margina benefit of the
other party’scare is small relative to the diminishing returns).



If no agent is used, and the principal pays the transaction cost, the
payoffs of the principal and third party are

Tp = Vp — P — Cha and my = P — ;. The total surplus from the transaction is
therefore

Surplus(no agent) =V, — V; — Cpa. D
If the price splits the surplus equally between the two parties, it will yield
Vo= =G, @)

The priceisfalling in c,,, o the principal and the third party share any reduction
in thetransaction cost. The principal receivesadirect benefit, paying out asmaller
Cna, and the third party receives an indirect benefit, a higher value for the price P.

P:Vt'*'

If the agent is used, an error may occur, in which caseit is efficient to breach
the erroneous contract and writeanew contract correctingtheerror. Theindividual
payoffs depend on who pays the agent, and on the legal rule. If the legal ruleis
that the principal is bound by an erroneous contract, the expected payoffsare

= (1 —f(c,c))(Vp — P) +f(cr,c)(Vp - P-R —Ca— G (©)
and

m=P—-Vi—¢, 4

for an expected social surplus of

Surplus(with agent) = V, — V; — (¢, c)R— Ca — ¢ — .. (5)

This equation describes the social surplus regardless of the legal rule. It consists
of thegainsfrom trade, (V, — V;), the expected loss due to error, f (c,, ¢;)R, the cost
of the agent’s effort, c,, and the care taken to avoid error, (c, + ¢;). All these exist
regardless of the legal rule, which will only affect the levels of ¢, and ¢;, unlessit
completely chokes off use of the agent.

The socially optimal care levels, ¢ and ¢, are found from the first order
conditions for maximizing the social surplusin (5),



—fo(c, )R—=1=0 (6)
and

~fi(c )R- 1=04 (7)
In the first-best, the agent is used if he reduces expected transaction costs, i.e,, if

F(G5 )R+ Ca G+ G < Cra. ®
The equilibrium price under these care levels will be

Vo — Vi — (G5, G)R— Ca— G+
P=vi+ Pt (pC‘Z) i 9

We will ordinarily assume that the agent will indeed be used.

Because the parties split the surplus, they split the gains from using an agent.
If the probability of agent error falls exogenoudly, the principal receives a direct
gain, bearing the mistake cost of R less often, but the third party receives an
indirect gain, a higher price P. The agent reduces transaction costs, to the benefit
of both parties, and both parties should beinterested in alegal rulethat encourages
efficient monitoring. Itisnot truethat when theprincipal hirestheagent it helpsthe
principal aone: areduction in transaction costs helps both sides of the transaction.

We will consider four legal rules for dealing with mistaken agreements: 1.
Enforce, 2. Void, 3. Split the cost, and 4. Enforce unless the third party was
careless.

Rule 1: An Erroneous Agreement is Enforced. (Strict Liability of the Principal).
Under this legal rule, the principal is always bound by his agent’s contract. The
third party does not bear any of the cost of error, and so will choose zero care.
Predicting this, the principal will choose ¢, to maximize his expected payoff,

mp = (1 —=F(co, 0))(Vp — P) +1(c, O)(Vp — R—P) — Ca — G, (10)
yielding thefirst order condition which characterizes his equilibrium care,

Cy:

14The notation “f,” and “f;” refers to the derivatives of f with respect to ¢, and ;.




— (6, )R~ 1= 0, (11)

The third party’s care to avoid agent error is inefficiently low: 0 < ¢. The
principal’s care may be either higher, lower, or unchanged relative to the first-
best level, depending on how the care levels of the principal and the third party
interact. When they complement each other, the cross-partia fy, is positive, and
the principal’s effort will be low: ¢, < c;. If the third party never reads letters
from the principal, the principal will devote little effort to explaining what the
agent is to buy. When fy, is negative, principal and third party effort substitute
for each other, and principal effort will be high. If the third party never checks
dubious orders with the principal, the principal will hire more able agents than in
thefirst-best. When fy, iszero, the principal’s care will be at thefirst best: ¢, = c;.
If the third party’s effort choice isto not check for scrivener’s errors made by the
agent, the principal’s incentive to clearly explain his preferences to the agent is
close to being unaffected.

Rule 2: An Erroneous Agreement is\oid. (No Liability of the Principal). This
rule puts the entire liability on the third party. If the agent makes an erroneous
contract, the contract isrescinded and the third party bearsthe cost R. The payoffs
are

m=Vo—P—-C—¢ (12)
and

=P -V —f(c,, )R- c. (13)

The principal would choose zero care, and the third party would choose care to
solve

—£(0,6)R—1=0. (14)

The comparison with the first-best is analogous to that under Rule 1, but it is now
the principal who chooses zero care and the third party whose care depends on the
cross-partial.

Rule 3. The Principal and the Third Party Split the Cost of the Error.’> This rule
splitsthe cost of error between the principal and thethird party. Let the share of the

5The closest tort analogy to thisis comparative negligence. Comparative negligence, however,
becomes an issue only if both parties are negligent, whereas Rule 3 splitsthe cost of the error even
if both parties have taken the efficient level of care.
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mistake cost R paid by the principal be some value ¢ between, but not including,
zero and one.

=0 -1 )M —P) +f(G.c)(Mp —R-P)—Ca— ¢ (15)

and

=P -V — (¢, c)(1 - )R- ¢ (16)
The first order conditions for the principal and third party are

— (G C)PR— 1=0 (17)

and

— (G &)L~ HR— 1=0. (18)

One might think that since the two parties are each bearing only a fraction of
theloss from error, each exertsless than the socially optimal level of care. Thisis
not true, because Rules 1 and 2 are just extreme forms of Rule 3, with ¢ = 1 and
6 =0, yet they do not alwaysresult in low care. Consider the case where the care
levels of the two parties are substitutes. If the third party would exert very little
carein the first-best, but must bear most of the cost when an error occurs, he will
increase his level of care, while the principal reduces his care because he bears so
little liability.

Though we cannot predict its direction, choice of careis distorted because

the presence of # makes the first-order-conditions differ from those in the
social optimization problem, equations (6) and

(7). Thisisavariant of the “moral hazard in teams” problem of Holmstrom
(1982). His Theorem 1 implies that any liability rule will be inefficient unless it
does one of two things:

¢ The rule destroys value by imposing punishments on the principal and the
third party following agent error that lead to atotal cost to them of more than R.
This is impractical in the context of contract law because the two parties to the
contract would be unwillingto go to court if they anticipated being punished there.

10



In Holmstrom’s original context of labor contracts, this approach takes the form
of paying the workers zero wages if their joint output is so low as to show that at
least one worker shirked. Workers will agree to this in advance knowing that in
equilibrium nobody will shirk under thisthreat, and if someone did, the employer
would gladly carry out thethreat. Inthe context of an erroneous contract, the court
would impose the entireloss on each partiy. Each would then provide the efficient
care level, but they would have an actual disincentive to enforce the agreement in
court.

e The rule makes use of the care levels ¢, and ¢; in allocating liability. This
iswhat often happensin tort law: liability isallocated depending on which parties
were negligent, and Rule 4 is of thistype.

Rule 4. An Erroneous Agreement is Enforced Unless the Third Party was Careless.
(Strict Liability of the Principal, with a Defense of Third Party Negligence). Under
this rule, the principal is liable under the contract unless the third party took too
little care. In equilibrium, the principal maximizes

=1 =1 &NV = P) +1(Co, ) (Vo —R=P) —ca— ¢,  (19)

and the third party maximizes

Tt :P—Vt—C[ if C[ZC;K

. 2
=(1-f(cgc)(P—W) +f(c, c)(P-R-V) —¢ if c<cf. (20)
The first order condition for the principal is
— fo(Co, 7)R—1=0, (21)

which yields ¢, = ¢;. The third party will choose either ¢, for a payoff of
P — Vi — ¢, or alower care level that solves the first order condition

—fi(cp, c)R—1=0. (22)

This first order condition, however, also has ¢ as a solution. Thus, it is an
equilibrium for both the principal and the third party to choose the first-best care
level.

11



Any rule which imposes liability on a negligent party will result in an equi-
librium with efficient care by both partiesin thismodel, regardless of how liability
is apportioned when no party is negligent.*® Contract law, however, unlike tort
law, rarely looks to the level of care of each party, or splits damages between the
parties.r” If courtsare unwilling to consider carelevels or split damages, the legal
rule must be strict liability, and we are left with a choice between Rules 1 and 2.
The socia surpluses under these two rules are:

Surplus(Rule 1 : Principal liable) =V, — V; — f(,,0)R—ca — G, (23)

and

Surplus(Rule 2 : Third Party liable) =V, — Vi — (0, )R — Ca— & (24)

Rule lispreferred if

£(Goy )R+ G, < (0, )R+ €. (25)

Thisiswhat | will call the least-cost-avoider principle. The easiest interpretation
is when the equilibrium probability of agent error is the same under Rules 1 and
2, 0 f(0,¢,) = f(0,¢). In that case, we need only ask whether ¢, < ¢;; does
the principal have the least cost of preventing agent error? More generaly, if the
equilibrium probabilities of error are different, it may be that

16A variety of other tort-likelegal rules condition on negligence, like Rule 4, but differ in how
they allocate liability due to non-negligent error. The analog of “simple negligence with a defense
of contributory negligence” would be for the principal to be bound by the contract only if he failed
to exert theefficient level of care to avoid agent error, but even then to berel eased from the contract
if the third party aso failed to exert care. The analog of “comparative negligence” would be for
the principal to be bound by the contract only if he failed to exert the efficient level of care, but for
the partiesto share the costs if both failed to exert care.

17Posner (1986, p. 165) suggeststhat unlikein tort, in contract it is usually very clear that only
one party could have prevented breach. The performer failed to perform, which the payer could not
prevent, or the payer failed to pay, which the performer could not prevent. An apparent exception
to the indivisibility of liability is the rule of Hadley v. Baxendal e under which the breacher is not
liable for unforeseeable damages. (Hadley v. Baxendale, 9 Ex. 341, 156 Eng. Rep. 145 (1854))
Since he does pay compensation only for the immediate damages from breach, this splits total
damages. It allocates each type of damage completely to one party or the other, however, and the
unforeseeability of the uncompensated damages from the point of view of the breacher means that
it would be inefficient to make him liable for them.
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even if ¢, > ¢, the principal should be liable because he will prevent more
errors. Suppose, for example, that the principal’s care consists of double-checking
every contract the agent makes immediately, while the third party’s care consists
of trying to guess whether the agent has forged his authorization letter. Thisform
of third party care may be so costly that the efficient level of itisvery low, resulting
inalow ¢ but also alow f (0, ¢).

Even if courts are constrained to use rules of strict liability, they can allow
some flexibility by

thinking of the error probability f(c,, ¢;) as being the sum of the probabilities
of N different kinds of errors, each with their own kind of preventive care and their
own choice between legal rules. The transaction cost is then

N
Cat Y (fi(cpi, Ci)R+ Cyi +Cqi) (26)
i=1
For each of the N mistakes, the court must determine where to put liability. This
is the approach that will be taken in the cases in the following section: for each
situation, try to determinewhether the contract should be enforced or not depending
onthe parties relative cost of and effectivenessin preventing the particular type of
agent error. In accordance with inequality (25), the agreement should be binding
after error i if and only if

fi(Coi, OR+ G <f(0,Ci)R+ Gy (27)

Anentirely different way to avoid harm is for the principal to drop the agent
and deal directly withthethird party. Thesocial surpluswouldthenbeV,—V;—Cpa,
asin equation (1). If Rule 1 is used, the principal may decide to dispense with
the agent altogether rather than risk the agent making a mistake. Abandoning use
of the agent could even be the efficient outcome, if optimal care levels by both
principal and third party still result in high agency costs.!® The same outcome
could occur under Rule 2. If thethird party must bear the cost of agent mistakes,
he may decide to refuse to deal with agents and insist on direct negotiation with
the principa. In looking at the illustrations in the next two sections, it will be
seen that refusal to deal with an agent in dubious circumstances is often the most
efficient meansfor thethird party to prevent mistaken contracts. For both principal

18The point that optimal deterrence should consider the activity level as well as the degree of
the care in the activity is due to Shavell (1980), who made it in the context of torts.
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and third party, the least-cost way of avoiding agent error may be to dispense with
the agent.

Insum, thelegal ruledealing with the consequencesof agreements mistakenly
entered into by agents cannot attain first-best level s of care by the principal and the
third party unlessthelegal rulesassigns liability based on those care levels. Since
contract law principles generally do not allow this, some inefficiency will result,
with too little effort by one party and perhaps too little or too much by the other.
If different types of agent error are prevented by different kinds of care, however,
the legal rule can be improved by placing the liability on whichever party is the
|east-cost-avoider for the particular error.

4. Application of the L east-Cost-Avoider Principle
4.1 The Sources of Authority

The six sources of agent authority described in Section 2 can be derived from
the least-cost-avoider principle. When the agent has actual express authority, as
in lllustration 1, the principal will usually be the least-cost-avoider.

[lustration 1: Actual Express Authority. P hires A to buy goodsfrom T.
A ordersthe goodsfrom T. Soon afterwards, P realizes that he cannot make
use of the goods. Must P accept delivery and pay T?

The role of the agent is trivial: he carries out the wishes of the principal to the
letter, and when the principal is mistaken ex post, it is not because he employed an
agent. It isauseful starting point, however, to explain why P should be bound by
the agreement, because both P and T could conceivably have prevented the harm.

P isthe natural |east-cost-avoider because he should know better than anyone
what goods he wants and how much he iswilling to pay for them. Determining
even one’'s own tastes is costly, but trying to determine someone else’s is usually
moredifficult. Thisis particularly true when an agent is used, because T does not
even meet P faceto face.

Even so simple a point, however, has its exceptions. Although P knows his
tastes best, if T knows the goods he is selling best, it may be T who can most
cheaply avoid mistaken contracts. Thisisthe basis for the formation defenses of
fraud and misrepresentation which a defendant may use when accused of breach
of contract. It is also the basis for many common business practices such as
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warranties and explicit or implicit money-back guarantees. If the legal default is
that P isresponsible, but T is the least-cost-avoider in transactions of a particular
type, the contract can be modified to shift the risk of mistakeonto T.

In Illustration 1, the considerations involved are very little different from
when a contract is made without an agent, except that T's cost of discovering
the tastes of the party with whom he is ultimately contracting are even higher.
When actual implied authority isinvolved, the situation is more special to agency,
because it creates the possibility that the agent acts in away that the principal did
not intend and would repudiate immediately.

[llustration 2: Actual Implied Authority. P hires A as manager for his
grocery store. Aordersfresh fruit from T, but ordersamuch greater quantity
than P desired. IsP liable on the contract?

P isliable on the contract because general managers have the implied authority to
place orders for fruit. This is a more difficult case than Illustration 1, however.
We cannot just say that the buyer is responsible for his contracts, because in
Illustration 2, A isacting contrary to P’swishes. Unlikein Illustration 1, if Awere
not employed, the mistaken order would not have been made, so A is not ssmply
acting in place of P. P has, however, intended for A to make contracts of this
kind, and knows there is some possibility that A will place the wrong order, and
in this sense P intended that A place a certain number of wrong orders. This was
the tradeoff between reducing transaction costs and increasing error modelled in
Section 3. Viewed this way, actual implied authority is close to inherent agency
power: the principal has put the agent in a position where the agent can inflict
harm on third parties.

The least-cost-avoider principle helps clear away some of the confusion over
authority. We must ask what general rule of liability would result in the least cost
of avoiding thiskind of mistake.

The principal has avariety of meansto reduce the risk of agent mistakes. He
hiresthe agent, and so can select an agent with the appropriatetal entsand negotiate
acontract to give him incentive to use those talents properly. Heinstructs the agent
to a greater or lesser extent, choosing the level of detal in light of the cost. He
can expresdy instruct the agent not to take certain actions, and tell third parties
about the restrictions.!® He can monitor the agent, asking for progress reports on
or randomly checking transactions that are in progress. The principal’s control

1f not communicated to the third party, such withdrawal may not affect the manager’s power
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over the agent, a basic feature of the agency relationship, gives him many levers
with which to reduce the probability of mistakes.

Analogs of some of theseleversare availableto the third party. He can refuse
to deal with with an insufficiently talented agent, but this requires incurring costs
to gauge the agent’s talent. Although this may be no more difficult for the third
party than for the principal, the principal often will be able to spread the fixed cost
of testing the agent over many transactionsthe agent will makefor him. Similarly,
the third party could sign a contract with the agent, specifying that the agent will
be punished if the principal disavowsthe contract, but economies of scale are more
available to the principal than to the third party. Or the third party could monitor
the agent by checking with the principal to confirm the transaction. Sometimes
thismay be efficient, but the troubleto which it putsthe principal reducesthevalue
of hiring an agent. In light of this, it makes sense to have the principal liable as a
general rule when the agent has actual implied authority.

The next category,

apparent authority, rests on manifestations made by the principal which rea-
sonably lead the third party to believe that the agent is acting on the principal’s
behalf.

[llustration 3: Apparent Authority. “P discharges A, his general selling
agent, but gives no notice to others. Shortly thereafter, A contracts to sell
goods by separate contracts to X, Y and Z. X had known of A’s former
employment. A showed Y aletter from P to A signed by P, stating that A
isemployed as P's selling agent. Z had not known of A’'s employment and
relied wholly on A’'s oral statement.”?° Do X, Y, and Z have valid contract
clamsagainst P?

The Restatement says that X and Y have valid claims, but Z does not. This
corresponds to the least-cost-avoider principle, because for X and Y to check the
authority of every well-known or documented agent for every transaction would
be more costly than to require P to notify his customers that A has been fired and
to demand return of letters of authority.?! Furthermore, even if the cost to P of
retrieving his letter of authority is high, imposing the liability on P discourages

to take such actions, because he may till have apparent authority, but the principal can punish the
agent for taking forbidden actions, and thisis the chief use of hidden instructions of which the
third party is unaware, such as those in Watteau v. Fenwick.

2ORestatement, §159.

2Thisiscloseto theformer dealer rulein partnership law, that when a partnership is dissolved,
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him from issuing such a dangerous letter in the first place. Some other sign of
authority may be less easily abused. Z, on the other hand, has exerted no care
to determine that A is P’'s agent, and P’'s cost of advertising to every potential
customer that every potential salesman is not his agent is prohibitively high.

The principleof estoppel iseven moreclearly related to the | east-cost-avoider
principle. Estoppel isbased on the ease with which someone could have prevented
harm to himself; having failed to prevent the harm, heis* estopped” from asserting
what would otherwise be avalid claim.

[llustration 4: Estoppel. “P learns that A, who has no authority or
apparent authority to sell P's goods, is negotiating with T as P's agent for
their sale. He does nothing although he could easily notify T. T pays A
for the goods, as is customary in such a transaction.”?? Must P deliver the
goods?

On pure agency grounds, P would be free to refuse to deliver the goods, because
A is not his agent and P's manifestations did not deceive T. Instead, the law
requires him to deliver the goods on grounds of estoppel: he could have prevented
the misunderstanding but did not. Even though P did not hire A, he is the least-
cost avoider because he can prevent the mistake more cheaply than T can. Heis
thereforeliable for the resulting harm.

Estoppel has two special features in contrast to other sources of liability.?3
Firgt, the third party’s recovery is limited to the losses caused by the principal’s
failure to prevent the mistake. Strictly speaking, that failure does not make an
invalid agreement into a contract; it just makes the principal liable for damages.
Second, estoppel isaone-way street. The third party can obtain damages from the
principal, but the principal cannot enforce the agreement against the third party
(unlessitismadevalid by ratification, as discussed below). These features makeit
even clearer that the driving ideaisthat of the |east-cost-avoider, rather than some
ideafrom contract idea.

Ratification, thefifth sourceof liability, occurswhen the principal assentstoan
agreement after it ismade by someone who lacks authority. Ratificationissimilar
to actual express authority, because when the principal ratifies the agreement, he

an erstwhilepartner still has the power to obligatethefirm until former dealers on credit are notified
of the dissolution. See Steffen (1977), p. 51 or U.PA. 835.

2?Restatement, §8B.

23See Steffen (1977), p. 128.
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is saying that it is satisfactory to him and he sees no mistake worth the cost of
renegotiation. The principal will generally be the least-cost-avoider for the same
reason as when the agent has actual express authority.

The last source of liability, inherent agency power, isillustrated by Watteau
v. Fenwick, here abstracted as Illustration 5.

[llustration 5: Inherent Agency Power. P buys A’'stavern and hires him
as manager, instructing him not to buy cigarsfor thetavern. A orderscigars
for the tavern anyway, from T, who believes A to be the owner. Must P honor
the agreement?

A lacks actual authority to buy cigars, because of P’'s instructions, and lacks
apparent authority because T does not believe A to be P's agent. P’s liability is
based on inherent agency power: A has been put into a situation, where he can
impose losses on third parties unless P is made liable.

Theleast-cost-avoider principlereachesthe sameresult, becauseP can control
A more cheaply than can T. Not only do the arguments made earlier for P's lower
cost of mistake avoidance apply, but the fact that P is undisclosed strengthens
the argument because T does not even realize there is an agency problem. Thus,
every one of the six sources of liability can be justified by the least-cost-avoider
principle.

4.2 When Should the Third Party Bear the Cost of Mistaken Contracts?
As Section 3 pointed out,

the transaction benefits both principal and third party. Since both can take
care to avoid agent error,

which party isliable should depend on the type of error. In almost all of the
illustrationsin Section 4.1, the principal was the |east-cost-avoider of error. Since
the principal has more control over the identity and incentives of the agent, it is
usually efficient that hebe liable.

“Usually” is not “invariably,” however, as the illustrations in this section
will show. The third party does have the advantage of being present at the time
of contracting and he does have control over actions of his own which might
lead the agent to make an inefficient contract. In lllustrations 6 through 9, the
least-cost-avoider principle leaves the principal free from liability for the agent’s
contracts.
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Let us begin with the care to check authority, in lllustration 6.

[llustration 6: Not Checking Authority Carefully. “P tells T that A is
authorized to buy sheep for him when the market price of wool in another
country has reached a certain point. T sells sheep to A, relying upon A’'s
untruthful statement that the price of wool has reached the specified point.”*
Is P bound by the contract?

Inlllustration 6, T istheleast-cost-avoider, because his cost of verifying A’'sclaim
is lower than the cost to P of ensuring that A does not make false claims. The
Restatement agrees and P is not bound by the contract. P does have means to
prevent the false claims— through threat of discharge, if nothing else— but the
cost for T to check the claimsis lower.?®

The outcome would be different if it were more costly for T to discover the
information on which A’s authority relies. We have already seen in Watteau v.
Fenwick that secret instructionsdo not protect P. Thisisequally trueof information
known to A but not to P or T. If P authorizes A to buy one sheep, and tells T that
A may be coming by to do so, then P is bound by A's purchase from T even if A
had previoudly terminated his authority by buying a different sheep from someone
else.?® T cannot easily discover the information in these cases.

A second reason why T may be the least-cost-avoider isthat heison the spot
at the time of contracting and can observe the agent’s behavior.

[llustration 7: Incapacity of the Agent. P hires A as an agent to buy
goods from T. While intoxicated, A orders the wrong goods from T, who
knowsthat A isintoxicated. Must P pay for the goods?

P should not have to pay for the goods, because it is T who has the lowest cost of
monitoring A’s sobriety at the time of contracting.?’ If T has no way of knowing

2*Restatement, 8168.

25A case likelllustration 6 isMussey v. Beecher (1849) 57 Mass. (3 Cush.) 511. The defendant
authorized his agent to buy up to $2,000 in books for his store. The agent bought more than that
amount, and ordered even more from the plaintiff, falsely telling the plaintiff that the [imit was not
yet exceeded. Judge Shaw ruled for the defendant.

26Restatement, 8171.

2"Lack of capacity isa standard formation defense for breach of contract.

See Restatement (Second) of Contracts, 818.
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that A isintoxicated, the answer is more difficult.?® Contract law does not premise
lack of capacity on the knowledge of the other party of that lack. Here, however,
P stands behind A, and can take measures to prevent him from contracting while
intoxicated. If P has hired a habitual drunkard as his agent, P surely should bear
theloss from A’s frivol ous agreements.

A third reason to release the principal from liability is if the third party
colludes with the agent against him.

[lustration 8: Collusion With the Agent. “T sellsa horseto A, P's
authorized agent. T represents the horse to be sound. A knows the horse to
be unsound. P does not have thisknowledge” % Is P bound by the contract?

TheRestatement basestheresultinIlustration 8 on whether T and A have colluded.
Note first that T's misrepresentation is not the cause of the erroneous purchase,
which it would have been had he been selling directly to P, because A was not
fooled by it. Therefore, if there was no collusion between T and A, P would be
bound by the contract; he could have goneto thetroubleto hireamore responsible
agent than A. If T had been colluding with A, on the other hand, the contract would
beinvalid, because T could have prevented the harm by refraining from colluding
with A, avery low costto T.

A fourth reason to release the principal from liability isif the agent’s malfea-
sance should be obvious to the third party.

[llustration 9: Obvious Agent Malfeasance. P authorizes A to buy a
refrigerator for him. T haslisted arefrigerator for sale at $400, but A offers
$700if it can be delivered slightly more quickly. T knowsthat Ais an agent
for P and that P would not value speed of delivery at $300. Is P bound by
the agreement?

According to the Restatement, “Unless otherwise agreed, authority to buy or sell
with no price specified in termsincludes authority to buy or sell at the market price
if any; otherwise at areasonable price”® Thisimpliesthat P is not bound by the
agreement in Illustration 9.

28Restatement, §122 seems to say that the contract remains invalid: the agent’s authority to
contract ends after an event which “ deprives the agent of capacity to make the principa a party to
it”.

Regtatement, §144.

30Restatement, 861.
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T has the least cost of controlling the agent’s misbehavior because he is on
the spot, unlike P. The price of $700 is so excessive that it should be easy for T to
see that A is misrepresenting his authority from P.

If the price paid had only been $450, the mistake would not be so clear. An
extra $50 is not an unreasonable premium for speed, and it is not easy for T to
tell that A is misbehaving. The cost to P of preventing overpayment, on the other
hand, islittle different whether the amount is $50 or $300. The least-cost-avoider
principle suggests that P should be liable for small mistakes but not for large
mistakes.

[lustration 9 also raises the issue of the level of damages that P must pay to
T for breaching the contract.

The usual remedy the law provides is expectation damages: if the principal
breaches, he must pay enough to make the third party as well off asif the contract
had not been breached. An aternative is reliance damages. if the principal
breaches, he must pay enough to make the third party as well off asif the contract
had never been written. Expectation damages induce efficient breach by the
promisor, but reliance damages induce efficient reliance by the non-breaching
party.®! In the model of Section 3, those issues did not arise, because the model
was constructed so that breach of contract would take place when efficient and the
reliance expenditure was made exogenous.

In [llustration 9, if the contract price is $700 and the market price is $400,
the expectation damages would be $300. Reliance damages, on the other hand,
would be zero if T incurred no cost in making the contract, and very little more
if T'sloss were limited to the transaction cost. The social cost of making and
breaching the inefficient contract is limited to the transaction cost, since the $300
isjust atransfer, awindfall profit for T. Reliance damages are more efficient than
expectation damages, because expectation damages would lead to excessive care
by P.32 Thissuggests that even if the court finds P liable for acontract made by an
agent, reliance damages may be more appropriate, especialy if P announces his
intention to breach immediately upon discovering what A has done.

What this variety of illustrations has shown is that the least-cost-avoider

31See chapter 5 of Polinsky (1989) for adiscussion of these contract remedies.

32This point is made in Rasmusen & Ayres (1993) in the context of scrivener’s errors. If
contractswith such errors are enforced to the letter, parties making contractswill take overly great
precautions to avoid the errors; it would be more efficient simply to reform the contract once the
error was discovered.
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principle can be useful in guiding agency law. The next section will continue to
use the principle, but in a specia context— the undisclosed principal problem.

22



5. TheUndisclosed Principal Problem and Other |ssues

This section will address the basic problem of the undisclosed principal and
use that context to address a number of other issues in agency law.

5.1 The Undisclosed Principal Problem

The undisclosed principal problem arises when an agent makes an agreement
with athird party who does not realize that the agent is acting as an agent rather
than on his own behalf. The question then arises of whether the third party has a
legal claim against the principal as well as against the agent. Watteau v. Fenwick
is a particularly dramatic example because the agent acted against the express
wishes of the principal, but the problem exists even if the agent is obedient, asin
[llustration 10.

Ilustration 10: The Undisclosed Principal Problem. A agrees to buy
goodsfrom T. A represents P, unknown to T. Is P bound by the contract?

Conventional contract law says that A and T are bound by the contract. Agency
law says that P is also bound, but this is s difficult to justify under the usua
jurisprudential theories of contract law.*® The rule seems to violate the standard
will theory of contract. Asthe Restatement says,

The undisclosed principa rule appears to violate basic principles of
contract law. The relation between principal and a person with whom the
agent has made an authorized contract is spoken of as contractual, although
by definition there has been no manifestation of consent by the third person
to the principal or by the principa to him.3*

Theruleisno better explained by thebargain theory or reliancetheoriesof contract.
The bargain theory looks to whether the two parties bargained with each other. T
did not knowingly bargain with P, and making P liable provides T with a benefit
for which he did not bargain.

33This discussion is drawn from Barnett (1987), who provides references to the case law and
evidence of the discomfort of common law scholars with the undisclosed principa rule. Barnett
briefly discusses efficiency theories of contract, but objects to them as not providing a normative
theory of contractual obligation.

34Restatement, §186.
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The reliance theory looks to whether the two parties reasonably rely on each
other’spromises. T does not rely on P’s promises, because he does not know that
P exists.®

An efficiency theory of contract law has an easier time explaining the undis-
closed principal rule. The least-cost-avoider principle saysthat P should be bound
because T'scost of preventing A from making an inefficient contract isgreater than
P’s. T, who does not even know that A is an agent, should be allowed to take even
less care than if he knew A were an agent. Consider again Illustration 9, in which
A pays $700 for arefrigerator that normally costs $400. The Restatement seems
to indicate that P is released from obligation regardless of whether heisdisclosed
or undisclosed. The least-cost-avoider principle suggests that the court should
think harder about releasing P if heisundisclosed, because T has lessreason to be
suspicious and to investigate. Without knowing that Aisan agent, T has no reason
to doubt that A has some personal reason for paying alarge premium for speedy
delivery.

The rule that undisclosed principals are bound by their agents' contracts is
also useful because it encompasses situations in which the agent has used the
resources of the principal to appear weathier or more dependable. Watteau V.
Fenwick is one such case: the manager seemed more creditworthy because he
appeared to own the tavern. Indeed, the very act of placing an order may make an
agent seem more dependable. If an individual orders ten thousand dollars worth
of replacement partsfor anuclear reactor, it is natural to suppose that he is acting
on behalf of alarger business.

The main objection to making P liable is that it provides a windfall to T,
because T did not rely on P’s credit when entering into the contract. If T has the
option of enforcing the contract against either A or P, he has gained an advantage
for which he had not bargained with A: if Aisinsolvent, T can sue P instead. This
windfall matters not only for fairness but efficiency, as lllustration 11 shows.

IMustration 11’: Windfalls. A, who owns no assets, orders goods on
credit from T which cost $90 to produce. If there is no recession, A can
resell the goods for $105, whileif there is arecession, which occurs with a
10 percent probability, the goods are worth $0. The contract takes the form
of a contract price of $101, and A breaches if a recession occurs.

35Barnett (1987) shows that hisown “consent theory” of contract does explain the common law
rules of the undisclosed principa problem. This theory looks to whether (a) the subject of the
contract isamorally cognizable and aienable right owned by the transferor and (b) the transferor
manifests his consent to transfer theright.
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[ustration 11”: Windfalls’l. The same as 11/, except:

A is backed by undisclosed principa P, who must honor the contract
and will not become insolvent in doing so. T believesthe probability that A
is backed by an undisclosed principal is negligible and so still insists on a
contract price of $101. A contract priceof $101, wouldyield negative profits
for P, so no agreement is reached.

Ilustration 11 Windfalls”. The same as 11", except: The lega rule
isthat P is not a party to the contract, and so need not pay damages if A
breaches. A contract price of $101 would yield positive profitsfor P, and so
agreement is reached.

In each of the variants of Illustration 11, it is efficient for T to sell the goods
to A, but in 11”7, in which the undisclosed principal is bound, agreement is not
reached. Thus, thereisindeed a potential efficiency loss associated with making
undisclosed principalsliable on contracts. Some mutually beneficial contractswill
not be made because T does not know the value of the contract being offered to
him.

Whether because of the windfall problem or for some other reason, there
is one class of undisclosed principa cases where American courts have usually
exempted the principal from liability. This classis described in Illustration 12.

[llustration 12: Principal Pays but Agent Breaches. A agrees to buy
goodsfrom T, and T deliversthe goods. Unknownto T, Aisan agent for P.
P pays A the money for the goods, but A becomes insolvent before paying
T. Can T sue P for payment?

Most American courts would deny T the right to sue P, on the grounds that T
relied only on A's credit, but English courts, and the Restatement, would give T
theright to sue.3® The |east-cost-avoider principle leadsto the English rule. P has
the least cost of inducing A to make an efficient contract, and also has the least
cost of preventing A from losing the payment money before transferringitto T.

5.2 Special Contract Terms

One of the maxims of thelaw and economics of contract isthat if transaction
costsarelow, the partieswill customizetheir contract regardless of thelegal default

36See Barnett (1987), pp. 1973, 1984 and the Restatement §208.
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rule, so an inefficient default rule can cause only alimited amount of harm. This
might seem to be away out of the undisclosed principal problem, asin Illustration
13.

Ilustration 13: Special Contract Terms. A agreesto buy goodsfrom T,
but the contract specifically excludes any liability on the part of anyone but
Aand T. ArepresentsP, unknownto T. IsP bound by the contract?

P hasnoobligationto T here,®” but it may be difficult towrite acontract of thiskind
because asymmetric information creates serious trouble for this contract maxim.3®

If A proposes aterm exempting other partiesfrom liability, T can deduce that
A is backed by a principal, which isinformation that A may not wish to disclose.
Hence, if most agents wished to exempt their principals, it would be important to
make this exemption the default rule, or perhaps even to make it mandatory.

5.3 An Agent Acting Outside of His Authority

Section 4.1 discussed why the principal should be liable when the agent has
various categories of authority. Why should the principa not be liable when the
agent acts without authority? The question may seem vacuous, but the principal
might have the least cost of preventing mistakes by the agent even when the
mistakes are unconnected with the principal’s purpose in hiring him. Illustration
14 isan example.

[llustration 14: An Agent Acting on his Own Behalf. “P authorizes A
to purchase a particular horse in A’s name and gives A the money to do so.
A purchases the horse on his own credit, without disclosing P’s existence,
intending to abscond with horse and money, which he subsequently does.”
IsP liableto T, the seller of the horse?

According to the Restatement, P is not liable, because A is not acting as his agent.
If P were adisclosed principal and A bought the horse on P's credit, A’'smotivation

3"Restatement, §189.

38A number of articles have appeared in recent years showing how parties may be reluctant to
propose special contractua terms, or to object to adding terms, because such actions would revesl
their private information. See Ayres & Gertner (1989) and Spier (1992).

39Restatement, §199.
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would not matter and P would be liable. This makes sense because P can control
A at lower costthan T.

Since P is undisclosed, Illustration 14 seems hard to distinguish from the
ordinary undisclosed principal problem in Illustration 10. In both, the issue is
whether P should be liable for the mistaken contract when T does not know of P's
existence. Why should A’s motivation matter?

The answer may lie in providing efficient incentives for P to decide whether
to hire A.

In Illustration 10, where A is acting on behalf of P, the contract would not
have been made had P not set the processin motion. If contracting by means of an
agent sometimes leads to harm, P ought to bear the cost, or he will be too willing
to use an agent. Illustration 14 is different because P’'s hiring of A in no way
caused the harm. If P had never hired A, A could still have done the same thing,
agreeing to buy the horse from T and absconding. That A’'s action is to abscond
with ahorseisirrelevant; if A had chosen to abscond with T’s bicycle instead, the
problem would be essentially the same. Since the harm does not result from P’s
desire to buy ahorse using an agent, it would be inefficient to impose an extra cost
on that activity by making P liable for A’s misdeeds.

The point that the principal should not be liable for harm caused by an agent
acting without authority can be applied more generally. An argument could be
made using the |east-cost-avoider principle. Perhapsthe principal should beliable
for harm caused by the agent even if all of Section 3's six sources of liability are
lacking, because the principal can still control the agent by means of his contract.
Thismay be easier to seein the context of tort. Thelegal rule of vicariousliability
is that the principal is liable only for torts that the agent commits in the course
of employment.** Imagine going a step further by making the principal liable
even for the agent’sholiday torts. The justification would be that the principal can
control even those torts, by threatening to fire the agent if they occur. Making the
principal liable would be distortionary, however, because it would tend to deter the
hiring of agents. The extraliability on the principal islike atax on hiring agents.
Thus, it is not enough to discover that the principal is the least-cost-avoider in
controlling agents; one must also decide whether imposing the cost of avoiding
the harm might overly deter principalsfrom hiring agentsin the first place.

5.4 Negotiable Instruments

4ORestatement, §219.
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A negotiable instrument is a transferrable written promise to pay money.
Whether an undisclosed principal is bound by a note signed by his agent depends
on whether it is negotiable. Consider Illustrations 15 and 16.

[llustration 15: A Negotiable Instrument. “Chicago, June 1, 1928. On
demand | promiseto pay to bearer $100.” (Signed) “A."4

[llustration 16: A Nonnegotiable Note. “Chicago, June 1, 1928. On
demand | promiseto pay John Smith $100.”(Signed) “A."42

According to the Restatement, A’'s undisclosed principal may be found liable in
[llustration 16, but not in lllustration 15.

It is easiest to explain why the principal could be liable in Illustration 16.
This may just be the payment part of the earlier Illustration 10: the third party,
John Smith, has done something for the principal, and the agent pays Smith with
the note.

The only difference in Illustration 15 is that the promise is to “the bearer,”
yet the undisclosed principal is not liable.

This might be due to the need for transferrability. By asking for anote made
out to “bearer,” T is showing that he may wish to transfer the noteto afourth party,
F. The value of the note depends on the creditworthiness of A, which may make
it difficult for T to receive the full value of the note from F. Thisis a problem of
adverse selection; if T triesto resell the noteto F, F will suspect from that very act
that T has heard something unfavorable about A’'s credit. Anything that increases
the possibility that T is better informed than F about the value of the note will
make it more difficult for T to transfer the note. If theruleisthat Pisliableon A’'s
note, the asymmetry of information between T and F will most likely increase.
Not only will F fear that T has superior information on A’s credit, but also on P’'s
existence and P’s credit. Thus, T should prefer to receive a note from A relying
only on A’s credit (but for a dightly larger face value) instead of a note from A
relying on the credit of both A and a possible undisclosed principal.

5.5 Liability of the Third Party to the Principal

“Restatement, §152.
42Restatement, §152.
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A different part of the undisclosed principal problem is the obligation of the
third party to the principal. Should T be bound contractually to a party he did not
know existed? Illustrations 17 and 18 contrast two Situations in which this might
arise.

[lustration 17: Inadvertent Saleto an Enemy. T agreesto sell goods to
A, who, unknownto T, isan agent for P. T and P are bitter enemies, and T
would never willingly sell goodsto P, as A and P know. T later discovers
that Aisacting for P. Is T bound by the agreement?

Illustration 18: Inadvertent Saleto a Rich Buyer. T agreesto sell goods
to A, who, unknownto T, isan agent for P. P isvery rich, and T would have
held out for a higher priceif he had known P wasinterested in the goods. T
later discoversthat Aisacting for P. Is T bound by the agreement?

In both of theseillustrations, T would have been willing to sell to A at the specified
price, but not to P. Where they differ isin T's motivation. In Illustration 17, T's
motiveisreal, rather than redistributive. T’sutility from holding the goods himsel f
is greater than the sum of his utility from the sale price to P plus the disutility of
knowing that P has bought the goods. The result is analogous to when a purchaser
buys a defective product: the utility he expects from the transaction is less than
the utility he receives. Thus, thereis a strong case for invalidating the sale.*®

In lllustration 18, on the other hand, T's motive is redistributive. T’s utility
from holding the goods himself is less than his utility from the sale price to P,
and he would prefer the agreed sale price to not selling the goods at all. T is
dissatisfied, but that is only because he could have received an even higher priceif
he had known that P was the ultimate buyer. Thus, the transfer of the goods from
T to P isallocatively efficient, and there is no reason to invalidate the agreement.

6. Concluding Remarks

This paper has tried to sort out various aspects of agency law involving the
power of agentsto bind their principalsby contracts with third parties. A unifying

steffen (1977), p. 188 says that if the third party has once refused to deal with the principal,
the principal may not circumvent the refusal by using a secret agent, according to most courts.
When the third party’s desires are less objectively manifested, courts are less likely to intervene.
An example isKelly Asphalt Block Co. v. Barber Asphat Paving Co. (1914) 211 N.Y. 68, 105
N.E. 88, in which Judge Cardozo held for an buyer who had remained an undisclosed principal
because he suspected a competitor would refuse to deal with him.
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theme has been the view of the agent as a means to reduce the transaction cost,
arole in which he is useful to both parties in the transaction, the principal and
the third party. Issues of liability should be related to providing each of the two
transactors with incentive to monitor the agent. After constructing a model of
the interaction between principal, agent, and third party, the least-cost-avoider
principle was applied to avariety of topicsin agency law, including the categories
of authority for the agent to act on behalf of the principal, the undisclosed principal
problem, bribery, criminal agents, negotiable instruments.

Many topicsin agency still await explanation. Thisarticle hasonly attempted
to analyze the main problems that arise, and scholars will find the Restatement
of Agency a stimulating source of further difficulties that arise when one person
actsfor another. This analysis may also be useful for analyzing two other areas of
the law: partnerships, and criminal conspiracies. In both areas, one person bears
responsibility for the actions of another, and the methods used here may be helpful
in understanding and improving the law.
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