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OREGON LAW REVIEW

lations have occurred. Their chances are improved because the
nature and extent of the violation are easily ascertainable, and
because the entrustors' bargaining position is stronger. Similarly,
waivers of bonding requirements by executors, especially family
members or friends of the testator, are likely to be upheld be-
cause the testators presumably knew the executors well, and be-
cause the waivers are specific and limited to a particular function.
A broad waiver of the underlying duties of the executors, how-
ever, might not be enforced.76 Similar reasons apply to waivers
of the duty of loyalty in other contexts.7 7 Overall, the courts are
not likely to uphold bargaining around the broad duties of fiduci-
aries far in advance when the fiduciaries have substantial discre-
tion over the entrustors' power or property.

In sum, if the specific procedures and conditions of fiduciary
law are followed and entrustors consent to the bargain, the fidu-
ciaries' duties will be changed or eliminated pursuant to the bar-
gain. There should be no objection to the contractarian
argument for opting out of fiduciary duties in these
circumstances.

76 Presumably, if asked, entrustors would have waived their rights to sue their
fiduciaries for negligent services that caused a loss of one dollar, but would hesitate
to waive if the negligence were to cause losses of a substantial amount of assets, and
would probably refuse to waive their rights on a loss of all the entrusted assets.

If the waiver related not only to mere negligence but to gross negligence as well,
the legal effect of this waiver would be even more questionable. It would be ex-
tremely doubtful that the beneficiary would have contemplated all the situations and
rights that he had so broadly waived. Cf Henry Hansmann & Reinier Kraakman,
Toward Unlimited Shareholder Liability for Corporate Torts, 100 YALE L.J. 1879,
1921 (1991) (making a similar point with respect to tort claimants).

77 See, e.g., Bassan v. Investment Exch. Corp., 524 P.2d 233 (Wash. 1974) (en
banc) (holding that a general partner who sells real estate that he owns to the lim-
ited partnership must notify the limited partners to whom he owes a duty of loyalty
of the particular property he sold and the profits he made on the sale, despite the
fact that the limited partners had agreed to such sales in conflict of interest in the
past with respect to particular properties). But see id. at 239 (Rosellini, J., dissent-
ing) (finding that the pattern of consents by the limited partners was sufficient to
cover this particular sale: Because "[nJo authority is cited" for the propositions that
(1) partners are not bound by an agreement, (2) the general partner "may make a
fair and reasonable profit on a transaction with the partnership unless the agreement
spells out the method of determining the amount of such profit," and (3) the terms
of an agreement may not be established by the course of dealing between the par-
ties, and "if any such authority exists, it is contrary to the general principles of con-
tract law").

In my opinion, the facts of Bassan might fail to support a contract because of lack
of specificity. In any event, the dissent looked to the wrong body of law (contract) to
resolve the issue. For a marvelous discussion of the different views of effective
shareholders' consent, see Coffee, No Exit, supra note 8, at 933-36, 950-53.
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d. A Fair and Reasonable Bargain

Even if above requirements are met, courts will generally not
enforce an unfair or unreasonable bargain, but will require a
showing that the transaction is fair and reasonable.78 Although
this requirement appears to be grounded in the reality that courts
will not enforce unfair deals between fiduciaries and entrustors,
the requirement is often based on a general presumption that en-
trustors' consent to unfair or unreasonable terms is uninformed
or not independent.7 9 Similar presumptions operate in other ar-
eas. Consents to tortious acts have been struck down because
their substance indicated the likelihood that they were not
voluntary.8 °

A second reason for doubting the voluntariness of an apparent
consent to an unfair transaction could be a lingering suspicion
that generally, when entrustors consent to waive fiduciary duties
(especially if they do not receive value in return) the transforma-
tion to a contract mode from a fiduciary mode was not fully
achieved. Entrustors, like all people, are not always quick to rec-
ognize role changes, and they may continue to rely on their fidu-
ciaries, even if warned not to do so. 81 Lack of fairness may also
signal the absence of more or less equal bargaining power by the

78 See ScoTT & FRATCHER, supra note 41, § 170.1, at 317-18. The fairness require-
ment is a new requirement that substituted the court's decision for the consent of
the entrustors. Before the courts acted as surrogates for the entrustors, no such
requirement was imposed because the entrustors may give consent arbitrarily, while
the courts may not. See, e.g., Stewart v. Lehigh Valley R.R. Co., 38 Court of Errors
& Appeals 505, 523 (N.J. 1875), reprinted in DETLEV F. VOGTS, BASIC CORPORA-
TION LAW 241 (1979) ("It matters not that the contract [entered into in conflict of
interest] seems a fair one. Fraud is too cunning and evasive for courts to establish a
rule that invites its presence."); see also Harold Marsh, Jr., Are Directors Trustees?,
22 Bus. LAW. 35 (1966).

79 See, e.g., In re Boone, 83 F. 944, 957 (N.D. Cal. 1897) (it is "grossly improba-
ble" that a client would fully understand a consent releasing his attorney from all of
his fiduciary duties). In the corporate context courts might ask: Why would share-
holders consent to pay corporate directors or officers more than the market price for
property that the directors desire to sell to the corporation? Does the higher price
represent a saving of intermediation costs, and if so, is the saving equally or fairly
divided among the parties? Why would a shareholder consent to the directors' use of
corporate information to enrich themselves without compensating the shareholders?

80 See, e.g., Robinson v. Moore, 408 S.W.2d 582, 583 (1966); see also RESTATE-
MENT (SECOND) OF TORTS § 61 (1965).

81 This is the underlying assumption in the cases. See SCOTT & FRATCHER, supra
note 41, § 170.1, at 315 (stating that the trustee "must not take advantage of his
position as trustee by failing to make a full disclosure, by exerting improper influ-
ence because of his position, or by failing to pay an adequate price for the
property.").
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entrustor.82 When the parties are sophisticated, however, 83

courts are likely to refrain from examining the content of the
transactions and uphold consents, as tort cases have
demonstrated.8'

A third reason for the requirement that the bargain between
fiduciaries and their entrustors be fair and reasonable relates to
the role of the courts. When the courts, rather than the entrus-
tors, determine on the merits the validity of transactions made in
conflict of interest or when the courts pass on the validity of
waivers by representatives or surrogates of entrustors, the courts
need such standards by which to make the judgments. If the en-
trustors themselves consent to bargain around fiduciary duties or
waive them, the courts need not pass judgment on the substance
of the transaction; they only examine the quality of the consent.
Although entrustors are entitled to give their fiduciaries gifts, or
consent to transactions on the basis of a whim, the entrustors'
surrogates and the courts cannot make decisions without stan-
dards against which their decisions (to approve the transactions
or the approval of other surrogates for the entrustors) will be
tested.8 5

It should be noted that even though the rules governing con-

82 See Anderson, supra note 1, at 760 ("Where bargaining power is roughly equal,
specific fiduciary duties can be waived by the parties on the basis of full disclosure
and consent by the client.").

83 Many of the conditions for consent to the tortious behavior of another are simi-
lar to those that apply to consent to the breach of fiduciary duties of loyalty and
care. Cf Martin Marietta Corp. v. International Telecom. Satellite Org., 763 F.
Supp. 1327, 1331-33 (D. Md. 1991), aff'd in part, rev'd in part, 991 F.2d 94 (4th Cir.
1992) (finding no tort liability for negligence based purely on contract-especially if
the parties were equally sophisticated; and finding no duty of care absent a special
relationship of trust because an existing statute demonstrates that "public policy
strongly favors . . . waivers of all tort claims, including those for gross negligence").
Id. at 1333.

84 See Hudson v. Craft, 204 P.2d 1 (Cal. 1949) (holding that consent to an unli-
censed boxing match does not relieve the participant from liability); Williams v. Cox
Enters., Inc., 283 S.E.2d 367 (Ga. Ct. App. 1981) (holding that an entrant who
waived the right to claim injuries as a result of a footrace after being informed of all
hazards in connection with the race could not sue for subsequent injuries); Hart v.
Geysel, 294 P.2d 570 (Wash. 1930); Tynes v. Bankers Life Co., 730 P.2d 1115, 1123-
25 (Mont. 1986) (finding that fiduciary relationship existed between an insurance
company and its insured, and stating that sufficient evidence existed for jury to find
that insurer waived its rights to deny coverage on grounds that insured was not an
employee eligible for group health plan coverage, where insurer had made in-
dependent investigation of insured's employee status and had found insured to be
eligible employee); ScoT-r & FRATCHER, supra note 41, §§ 892, 892A.

85 See infra part IV.
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sents may be similar in contract and fiduciary laws, the burdens
of proof regarding flawed consents differ. In contract law, the
burden of proving that a transaction is unfair and unreasonable is
on the party asserting that its consent to the transaction is unen-
forceable. In contrast, the burden of proving that the transaction
in conflict of interest is fair and reasonable and therefore binding
the entrustors is usually on the fiduciaries.8 6

2. The Bargain: Entrustors' Independent Will

To bargain in the contract mode, entrustors must be capable of
independent will. If their dependence on their fiduciaries is
chronic, no bargain can be reached and no waiver of fiduciary
duties will be recognized. For example, if entrustors who are mi-
nors or who act under the undue influence of the fiduciaries 87

bargain around fiduciary rules, the bargains will be unenforce-
able. If the parties act under a mistake of fact the bargains also
will be flawed.8 8 Further, courts generally will not enforce waiv-
ers that are so open-ended as to suggest either fraud or lack of
informed or independent consent.89

One may criticize this legal scheme of waivers as imposing on
fiduciaries much of the cost of contracting around fiduciary rules.
However, the costs are lower to the fiduciaries than to the en-

86 The fiduciaries' burden of proving the fairness of the transaction may differ
depending on the extent of their power and entrustment and the nature of the en-
trustors' consent. Trustees have a greater burden than agents, and agents may have a
lower burden than corporate directors. See ScoTT & FRATCHER, supra note 41,
§ 496, at 501.

87 Id. § 496, at 500 (stating that when a trustee purchases trust property with the
beneficiary's consent,

the transaction cannot be set aside by the beneficiary if he was not under
an incapacity, and the trustee made a full disclosure to him, and did not
induce the sale by taking advantage of his position or by other improper
conduct, and if the transaction was in all respects fair and reasonable).

See also FARNSWORTH, supra note 42, § 4.20, at 444 (stating that undue influence
renders a contract voidable and may serve as a defense or as a basis of a claim in
restitution); id. § 4.4 at 379 ("a minor's contract is "voidable" at the instance of the
minor").

88 FARNSWORTH, supra note 42, § 9.3, at 509 (paraphrasing RESTATEMENT OF
CONTRACTS (SECorO) § 152) (parties may avoid legal consequences of a contract if
it can be shown that the mistake upon which both parties made the contract consti-
tuted a basic assumption, that the basic assumption had a material effect on the
agreed exchange of performances, and that the party seeking avoidance of contract
did not bear the risk of the assumption).

8 9 CORBIN ON CONTRACTS, VOL. 1. § 95 (1963) (stating that "indefiniteness and
uncertainty as to any of the essential terms of an agreement, have often been held to
prevent the creation of an enforceable contract").
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trustors because, notwithstanding the uncertainty about the
rules, fiduciaries have better information about fiduciary law,
about the cost (to them) of the rules that they wish to avoid, and
about the transaction with respect to which they seek the waiver
or consent of the entrustors. In addition, some rules reduce the
fiduciaries' cost of obtaining consent.90 In some circumstances
entrustors' silence or inaction after the fiduciaries' disclosures
will be deemed binding and enforceable consents.91

In sum, if the procedures of fiduciary law are followed, its con-
ditions are met, and the entrustors consent to the bargains, the
fiduciaries' duties will be changed or eliminated in accordance
with the bargain.

III

FIDUCIARY RULES AS MANDATORY RULES.

LIMITATIONS ON WAIVERS OF RIGHTS TO

FIDUCIARY DUTIES

A. Rationales for Limitations

Even if the procedures described above are followed, and even
if entrustors' consents are informed and independent, courts and
legislatures might refuse to enforce entrustors' waivers, fully or
conditionally. Thus, Professor Scott states:

[E]ven where the beneficiaries consent, the transaction is not
like one between persons dealing with each other at arm's
length, which can be set aside only for fraud, duress, undue
influence, or mistake.

In a number of states there are statutes that expressly pro-
hibit self-dealing by fiduciaries [and by] corporate fiduciaries.
By the Uniform Trusts Act § 5, it is provided that "[n]o trustee
shall directly or indirectly buy or sell any property for the trust
from or to itself or an affiliate; or from or to a director, officer,
or employee of such trustee or of an affiliate; or from or to a
relative, employer, partner, or other business associate." 92

90 For a discussion of entrustor consent in the commercial fiduciary context, see
infra part IV. Another example is a corporation. The corporation is the entrustor
and its board of directors owes it a duty of loyalty. Therefore, the corporation's
consent must be obtained for any violation of that duty. Corporate law provides for
various representatives of the corporation to express the consent when the corporate
statutory agent (the board of directors) is disqualified because of conflicts of inter-
ests with the corporation. The independent or disinterested directors or the majority
of the disinterested shareholders can constitute such representatives. See JOEL SE-
LIGMAN, CORPORATIONS: CASES AND MATERIALS 415-17 (1995).

91 See infra part IV.
92 See Sco-mr & FRATCHER, supra note 41, § 170.1, at 312-13.
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The Act allows some waivers of fiduciary duties ex ante, and
some, such as conflict of interest transactions, only after viola-
tions have occurred. Under section 18 of the Uniform Trusts Act
a beneficiary

if of full legal capacity and acting upon full information, by
written instrument delivered to the trustee [can] relieve the
trustee as to such beneficiary from any or all of the duties,
restrictions, and liabilities which woutld otherwise be imposed
on the trustee ... except as to the duties ... imposed by Sec-
tions 3, 4 and 5 .... Any such beneficiary may release the
trustee from liability to such beneficiary for past violations of
any of the provisions of this Act. 93

Similarly, the Model Rules of Professional Conduct regulating
lawyers do not permit lawyers to opt out of certain fiduciary du-
ties, such as (1) the prohibition on preparing instruments under
which the client is granting them or their close relatives a legacy;
(2) the prohibition on negotiating an agreement for literary or
media rights based on information relating to representation,
prior to concluding representation; (3) the prohibition on acquir-
ing proprietary interests in a cause of action or subject matter of
litigation (except for lien for fees or contingent fee); and (4) the
duty of keeping clients' property separate from their own.9 4

Denial of entrustors' waivers can be based on a variety of
reasons.

1. Paternalistic Protections

Paternalistic protections, that is, protections of members of a
class regardless of their own express and clear intent, are not lim-
ited to fiduciary law. Such protections are grounded in many and
diverse principles, and exist in the law of contracts as well.95 Pa-
ternalistic attitudes can derive from the observation that most
members of a particular class lack competence or sufficient bar-
gaining power and are therefore incapable of independent con-
sent to waive their legal protections or bargain around them.96

93 UNIFORM TRUSTS Acr, §18, 7B U.L.A. 790 (1985) (emphasis added).
94 MODEL RULES OF PROFESSIONAL CONDUCT, Rules 1.8(c) (1983).

95 For a wonderful discussion of the subject, see Anthony T. Kronman, Paternal-
ism and the Law of Contracts, 92 YALE L.J. 763 (1983). For a discussion of waiver of
consent of statutory protections in the Securities Acts, see infra part IV.A.1 and
n.144.

96 Presumably, people who need money to survive but have no job options or few
job options will agree to waive their claims against an employer for work-related
accidents, no matter how dangerous the work and the machinery that they will oper-
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Further, members of a protected class may be "rationally apa-
thetic" and fail to protect themselves.97 If the disappointment of
members of a class, such as investors, can affect the system, for
example, by a "run" on the financial markets, the investors' waiv-
ers may be ignored. Similarly, there is an exception to the rule
that, if a crime constitutes a tort, the victim's consent to the com-
mission of the crime is an effective bar to recovery in tort (on the
assumption that the victim should not be allowed to claim com-
pensation for the commission of a wrong to which he consented).
The rule will not apply if the purpose for "criminalizing" the
wrongful action was to protect the class of persons to which the
consenting person belongs.98 Courts may also refuse to enforce
agreements whose substance conflicts with the fundamental pro-
tection of all members of society, such as agreements to enslave
oneself, or the protection of a group of persons, such as agree-
ments to refrain from bringing a divorce suit or a petition in
bankruptcy. 99 In such cases, the consenting persons' waivers of
their rights are not enforceable.

In contract law there are non-waivable rules as well. These
rules can be deemed efficient because they provide standard
terms;100 those terms help prevent fraud, where the parties' infor-
mation is asymmetric and the remedy of avoiding the binding re-
lationship upon the discovery of the fraud is inadequate. 10 1

Similarly, in fiduciary law, the duty of loyalty is grounded in
asymmetric information. Indeed, upon discovering the fraud en-
trustors may terminate the relationship. However, termination is
less valuable for entrustors than such a remedy is for contract

ate. The wealthy can afford to place a higher value on their lives. There is also a
question of whether those fortunate enough to pick safe jobs wish to live in a society
in which the poor bargain their safety cheaply. See, e.g., Ex parte Southeastern
Homes, Inc., 374 So. 2d. 344, 346 (Ala. 1979) (holding that a union contract cannot
operate as a waiver of unemployment benefit rights in light of a statute that avoids
such a waiver); In re Boone, 83 F. 944, 954-57 (C.C. Cal. 1897) (finding it grossly
improbable that a client would fully understand a consent releasing his attorney
from all of his fiduciary duties); see also Securities Act of 1933, § 14, 15 U.S.C. § 77n
(1994) ("Any condition, stipulation, or provision binding any person acquiring any
security to waive compliance with any provision of this subchapter or of the rules
and regulations of the Commission shall be void."); Securities Exchange Act of 1934,
§ 29(a), 15 U.S.C. § 78cc(a); Investment Company Act of 1940, § 48(a), 15 U.S.C.
§ 80a-47(a).

97 See infra part IV.
98 RESTATEMENT (SECOND) OF TORTS § 496F (1965).
99 See Kronman, supra note 95, at 786.
100 Id. at 765-67.
101 Id. at 767.

[Vol. 74, 1995]



Fiduciary Duties as Default Rules

parties, because under fiduciary law each party to a fiduciary re-
lationship, except the beneficiary of a trust, can always terminate
the relationship. By the time the fraud is discovered and losses
incurred, termination is rarely a remedy. Furthermore, in fiduci-
ary relationships fraud cannot easily be proved. In such situa-
tions, it may be more efficient to make the terms of the
arrangement, such as the duty of loyalty, mandatory. Arguably,
it is reasonable to assume that by their very entry into fiduciary
relationships the parties have agreed in advance to limit their
power to waive fiduciary duties. To the extent that we believe
rational entrustors would not otherwise enter the relationship, it
is important to make mandatory the fiduciary duties protecting
them.

2. Level Playing Field for Fiduciaries

Another reason for mandatory fiduciary duties is the policy to
provide fiduciaries with a level playing field, and to deter them
from competing by dishonest treatment of entrustors or by pro-
viding less-than-acceptable quality of services. For example, the
Securities Acts put market fiduciaries and contract actors on
such a level playing field by prohibiting waivers of rights under
the Acts.10 2

3. Fundamental Tenets of Society

The mandatory effect of some rules can be grounded in funda-
mental tenets of our society. Courts refuse to enforce waivers of
such legal rules, regardless of the parties' desires. 10 3 For exam-

102 Securities Act of 1933, § 14, 15 U.S.C. § 77n ("Any condition, stipulation, or
provision binding any person acquiring any security to waive compliance with any
provision of this subchapter or of the rules and regulations of the Commission shall
be void."); Securities Exchange Act of 1934, § 29(a), 15 U.S.C. § 78cc(a); Investment
Company Act of 1940, § 37(a), 15 U.S.C. § 80a-47(a).

103 For examples of congressional public policy guiding a court in evaluating the
waiver of claims for tort liabilities, see Martin Marietta Corp. v. International
Telecom. Satellite Org., 763 F. Supp. 1327 (D. Md. 1991), affd in part, rev'd in part,
991 F.2d 94 (4th Cir. 1992); New York State Urban Dev. Corp. v. Marcus Garvey
Brownstone Houses, Inc., 469 N.Y.S.2d 789 (N.Y. App. Div. 1983) (holding, over a
very strong dissent, that even though a homeowner was aware that the plaintiff had
no license and can be presumed to have waived the requirement of the license, pub-
lic policy requires that the waiver be ignored, and that the plaintiff be entitled to
assert legal protections against unlicensed construction companies); Moore v. Re-
gents of the Univ. of Cal., 793 P.2d 479 (Cal. 1990), cert. denied, 499 U.S. 936 (1991);
see also Recent Developments, supra note 12, at 812-13 (stating that Moore in-
volved conflicting public policy considerations, including the policy of providing in-
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pie, waivers of rights for the purpose of facilitating illegal acts are
unenforceable. 1°4 No person, whether or not compensated, may
consent to enslave himself or to be hunted and killed to amuse
another person.105 In such cases, peoples' freedom of choice is
curtailed to further the protections of peoples' other fundamen-
tal freedoms. Similarly, courts should not enforce waivers of fi-
duciary duties that result in fraud on entrustors. More
importantly, I believe that like every civilized society, we must
provide a legal model of a trust relationship. Broad and sweep-
ing waivers of fiduciary duties that could undermine such a trust
model should not be enforced. This notion is discussed more
fully in part V of this Article.

B. Carrying the Concept of Waivers to Its Logical Conclusion:
The Parties' Choice of Legal Classification

Until now, I discussed waivers of fiduciary duties with respect
to particular transactions. The question is whether the concept of
default rules should be expanded to cover the whole set of rules
that would apply to their relationship: under what conditions, if
any, should courts defer to the parties' legal classification of their
relationships?10 6 Allowing people to classify their actions and

centives for medical research and the policy of protecting patients; criticizing the
scope of the court's view of a patient autonomy and dignity; noting that a physician
need not disclose to the patient future research interests that are insignificant to the
decision to recommend medical treatment; and arguing that a patient's rights should
include not only the right to proper treatment but also to dignity).

104 FARNSWORTH, supra note 42, § 8.5; see, e.g., 47 E. 74th St. Corp. v. Simon, 69
N.Y.S.2d 746, 748 (N.Y. App. Div. 1947) (per curiam) (holding that a landlord can-
not waive his right to remove a tenant for conducting a business in violation of the
zoning laws).

105 For an explanation of judicial refusal to enforce the party's consent in such
cases, see Kronman, supra note 95, at 774-75 (1983).

106 For example, parties could agree that instead of fiduciary law, another body of
law would govern their relationships. If they do so clearly and explicitly, courts
would enforce the parties' choices. Under such a regime courts would enforce cor-
porate charters which specify that managements will be subject to contract law and
to any prohibition such as embezzlement or duty such as disclosure of conflict of
interest transactions expressly provided for in the charter, but to no other fiduciary
rule. Courts would also enforce charters that allow corporate management to act as
they wish, and only be liable in tort with respect to some activities, and in criminal
law with respect to other activities. Needless to say, any proposal allowing the par-
ties to apply default rules of their choice must exclude third-party rights, unless the
third parties agreed to this choice or at least were put on notice and acted to show
their consent. To the extent that their choice of default rules will affect the rights of
others, their choice must be subject to principles other than mere choice. See
Kronman, supra note 95, at 764-65.

[Vol. 74, 19951
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determine the rules applicable to them is not a revolutionary
idea. Except for mandatory laws, most people do establish and
live by their own rules and their own classifications of the rules.
Many people do not even know, and do not care to know, what
the legal rules are.10 7 Further, people should be free to design
their relationships as they wish, unless there is a good reason to
prevent them from doing so. I believe that there are good rea-
sons for the courts to insist that they have the last word on legal
classifications.

A rule that treats a legal classification as a default rule and
requires the courts to enforce the classification for which the par-
ties bargained raises a fundamental question about the role of
the courts in designing a legal system. Similar issues arise in
cases of choice of law in contracts, but in the context of fiduciary
law, the impact of the parties' choice of law on the legal system
would be even greater. The parties' freedom of choice would be
broader (because fiduciary law imposes greater constraints on fi-
duciaries than does contract law) and the impact on judicial dis-
cretion would be greater (because fiduciary law vests broader
discretion in the courts than does contract law).

The default rule that we discuss here would allow people to
establish a legal system under which they would relate, and
would require the courts and the state to enforce this legal sys-
tem. If we accept the proposed expanded default rule, the par-
ties could trump the courts' current powers.

Presently, the courts determine the class to which legal rules,
particular activities, and relationships belong, taking into account
what the parties intend to do, and sometimes how the parties
perceive their relationship in legal terms.10 8 For example, if a
trust instrument allows the trustee to do with the trust property
as he wishes (e.g., give it away to whomever he wishes) and re-
lieves him from accounting to the beneficiary, a court is likely to

107 See, e.g., ROBERT C. ELLICKSON, ORDER WITHOUT LAW: How NEIGHBORS

SETTLE DISPUTES (1991) (describing how neighbors settle some disputes pursuant to
legal rules and others pursuant to differing, non-legal rules).

108 Emle Indus., Inc. v. Patentex, Inc., 478 F.2d 562, 574 (2d Cir. 1973) (a private
party may not limit the court's power to regulate an attorney's conduct); see Ian
Ayres & Robert Gertner, Filling Gaps in Incomplete Contracts: An Economic The-
ory of Default Rules, 99 YALE L.J. 87 (1989); ScorT & FRATCHER, supra note 41, at
§187.4 ("Even if the settlor does intend to confer upon ... [the trustee] power to act
in bad faith, the trustee will not be permitted to do so."); see also Juliet P. Kostrit-
sky, Bargaining with Uncertainty, Moral Hazard, and Sunk Costs: A Default Rule for
Precontractual Negotiations, 44 HASTINGS L.J. 621 (1992-93).

1247
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reclassify the relationship as a gift, notwithstanding the parties'
use of the term "trust." If the broad waiver of fiduciary duties is
part of the original agreement creating the trust, the court may
avoid the trust as inchoate, because the agreement is not suffi-
ciently instructive to the fiduciary. The trust will be dissolved,
and the assets will revert to the estate of the trustor.1°9 As one
court stated in the context of determining whether a partnership
exists:

Assuming some written contract between the parties, the
question may arise whether it creates a partnership. If it be
complete, if it expresses in good faith the full understanding
and obligation of the parties, then it is for the court to say
whether a partnership exists. It may, however, be a mere sham
intended to hide the real relationship. Then other results fol-
low .... Mere words will not blind us to realities. Statements
that no partnership is intended are not conclusive. If as a
whole a contract contemplates an association of two or more
persons to carry on as co-owners a business for profit, a part-
nership there is.11°

109 Morice v. Bishop of Durham, 32 Eng. Rep. 947, 947 (1805) (where testator left
remainder in trust "for such objects of benevolence and liberality as the trustee in
his own discretion shall most approve," trust classification failed because the court
could not exercise supervisory power, and remainder passed intestate); Scorr &
FRATCHER, supra note 41, § 125; see also Anderson, supra note 1, at 756 (arguing
that the extent of nonwaiver rules may depend on the evaluation of the benefits that
the entrustor may gain from the fiduciary's self dealing, and the costs of ensuring
that there actually will be benefits).

Facially, this example can be explained by the theory of penalty default rules in
which the courts penalize parties for failing to specify terms of their agreements
when the costs of such specification are far below the costs to the courts of determin-
ing the terms ex post facto. See Ayers & Gertner, supra note 108, at 91-93. But see
Kostritsky, supra note 108. This explanation, however, does not comfortably fit the
trust situation discussed above because the parties did not omit from their agree-
ment a provision that the courts were required later to fill in at higher costs. In this
case, the parties stated explicitly the rules of behavior which apply to the fiduciary-
trustee, and the rules relieved from his accountability. The question here is whether
the courts should trump this express choice of the parties.

110 Martin v. Peyton, 158 N.E. 77, 78 (N.Y. 1927) (emphasis added). While
Professors Bromberg and Ribstein describe the economic realities of arrangements
as the parties' "objective intent," they admit that "[elven where the parties explicitly
and intentionally characterize their relationship as a partnership or nonpartnership,
... this characterization may be disregarded where the indicia of objective intent

clearly point in the opposite direction." 1 ALAN R. BROMBERG & LARRY E. RiB-
STEIN, BROMEERO & RiBSTEIN ON PARTNERSHI § 2.05, at 2:37 (1991). The authors,
however, hasten to add that the cases in which the courts ignored the parties' subjec-
tive intent all involved the rights of third parties. Id. at 2:38. Presumably the rights
of third parties would justify judicially overruling the parties' characterization of the
relationship. But the authors also add: "[E]ven in cases wholly among... partners,
the courts have held that the characterization was not controlling where the facts
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To some extent courts allow the parties to establish the law
that governs their agreements,111 arbitration,' 12 and judicial set-
tlement. Even so, the final decision on legal classification is with

indicated a contrary intent." Id. at 2:39. Yet, here the authors offer a criticism: the
courts should have held that "the parties did not intend the particular consequence
at issue rather than that they did not intend partnership at all." Id. at 2:39-:40. In
fact, the whole discussion and structure of the treatise is built on the parties' intent,
both subjective and objective. I question the authors' conceptual structure and anal-
ysis of judicial decisions. In my opinion the courts meant what they said both in
cases that involved third parties and in cases that involved the partners only: courts,
not parties, determine the characterization of the relationships, based on what the
parties said and did and on their subjective and objective intents. In short, the model
of the relationship is designed by law and interpreted by the courts, not by the
parties.

111 See, e.g., Hellenic Lines Ltd. v. Rhoditis, 398 U.S. 306, reh'g denied, 400 U.S.
856 (1970) (holding that despite the contract provision that the contract will be en-
forced under Greek law, the Jones Act applied where the transaction involved
United States contacts); Exxon Corp. v. Burglin, 4 F.3d 1294, 1298 & n.5 (5th Cir.
1993) (while sitting in diversity, following "Texas choice of law rules," which

recognize the parties' autonomy to select the law to be applied to their
contract.... A Texas court will enforce a contractual choice of law provi-
sion unless (1) the contract bears no reasonable relation to the chosen state
or (2) the law of the chosen state violates a fundamental public policy of
Texas.

Id. at 1298 & n.5; Northern Ill. Gas Co. v. Airco Indus. Gases, 676 F.2d 270, 274-75
(7th Cir. 1982) ("Notwithstanding the parties' choice of law provision in their con-
tract calling for application of Illinois law, and irrespective of the fact that this is a
diversity case, federal arbitration law governs the analysis of arbitration provisions
in any contract evidencing a transaction in interstate commerce."); J. Alexander
Secs., Inc. v. Mendez, 21 Cal. Rptr. 2d 826, 880 (Cal. Ct. App. 1993), cert. denied, 114
S. Ct. 2182 (1994) (upholding an arbitrator's punitive damage award and decision to
not follow the law chosen in the contract because "[tihe choice of law provision [in
the contract] merely designates the substantive law that the arbitrators must apply in
determining whether the conduct of the parties warrants an award of punitive dam-
ages; it does not deprive the arbitrators of their authority to award punitive
damages").

112 When parties determine the set of rules under which their differences will be
arbitrated, they create a legal system for themselves. The courts, however, usually
retain the final say. See William W. Park, Private Adjudicators and the Public Inter-
est: The Expanding Scope of International Arbitration, 12 BROOK. J. INT'L LAW 629,
659-64 (1986) (illustrating national legal systems, and citing Wilko v. Swan, 346 U.S.
427, 436 (1953) (annulling an arbitration decision for "manifest disregard of the law"
and noting that notwithstanding the fuzziness of this concept "few cases involve an
arbitrator ignoring the correct governing law")). As to Britain, Professor Park cites
a suggestion that "[n]o manner of legislation, however, will remove ... the profes-
sional zeal of London solicitors and barristers who transplant into arbitration pro-
ceedings the habits acquired in the courts." Park, supra, at 662 (quoting Herman,
FIN. TIMES, Oct. 20, 1983, at 38, cols. 5-8). Arguably, one reason why American
courts today deem arbitration more acceptable is that arbitration has embraced-
not rejected-judicial classifications, for example, the choice of forum and gov-
erning laws, such as ICC and AAA or NASD. Thus, arbitrations do not tend to
undermine legal classifications.
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the courts, and for good reason. Allowing the parties to deter-
mine the categories of laws that apply to their relationship would
undermine the enforceability of mandatory rules. If we wish to
maintain mandatory rules, then the parties should not be allowed
to reclassify them as default rules. More importantly, if the par-
ties can reclassify the laws they can eliminate the impact of other
signals and consequences that accompany the classification. For
example, rules within crime and tort categories that are default
rules carry with them social stigma' 1 3 and other serious conse-
quences to violators-violations of some criminal rules can result
in disqualifications from the practice of certain professions, such
as law and medicine.114 Similarly, violation of fiduciary law rules,
aimed at deterring activities akin to the crime of embezzlement
and the tort of conversion carry with them social stigma-few
would equate breach of contract with breach of trust; most would
consider breach of trust far more morally corrupt and socially
harmful. If society is going to put a stigma on disloyal fiduciaries,
the stigma should apply regardless of the parties' own level of
morality or social judgment. Similar to some crime and tort vio-

See Rew R. Goodenow, Comment, Securities Arbitration-The Supreme Court
Resolves the Issue of Enforceability of Mandatory Arbitration Clauses in Broker-In-
vestor Contracts: Shearson/American Express, Inc. v. McMahon, 73 IOWA L. REV.
449 (1988).

113 See Richard A. Posner, An Economic Theory of the Criminal Law, 85 COLUM.
L. REV. 1193, 1227 (1985) (dealing with choice of deterrence as punishment:

part of the "kick" of criminal punishment comes from its stigmatizing ef-
fect, an effect enhanced by such sanctions as taking away a convicted
felon's right to vote, but more deeply grounded in the sense that criminal
punishment is reserved for serious wrongdoing-for what in economic
terms is socially more costly conduct than is characteristically dealt with by
tort law. Stigma has no incapacitative effect; it is therefore wasted on the
undeterrable).

Toni M. Massaro, Shame, Culture, and American Criminal Law, 89 MIcH. L. REV.
1880 (1991) (dealing with ostracizing of sex offenders and arguing that shaming sanc-
tions are not a solution to an effective punishment).

114 In re Stephenson, 10 So. 2d 1 (Ala. 1942) (attorney's full pardon from convic-
tion of forgery did not warrant reinstatement into the bar); In re Webb, 602 P.2d 408
(Alaska 1979) (attorney's conviction for the felony offense of accessory after the fact
of first degree murder warranted disbarment); Alaska Bar Assoc. v. Benton, 431
P.2d 146 (Alaska 1967) (attorney's conviction on plea of guilty of grand larceny
warranted disbarment); Weiss v. Board of Dentistry, 798 P.2d 175 (N.M. 1990) (den-
tist, convicted of four counts of making or permitting a false claim for reimburse-
ment for public assistance services, was denied his license); Zimmerman v.
Commonwealth, 423 A.2d 34 (Pa. Commw. Ct. 1980) (doctor's petition for reinstate-
ment of his medical license, revoked by the State Board of Medical Education and
Licensure because he was convicted of a felony and found guilty of immoral and
unprofessional conduct, was denied).
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lations, some breaches of fiduciary duties also result in disqualifi-
cations from the practice of certain professions. 1 5 Regardless of
the weight which the courts might give to the parties' legal classi-
fication of their relationship the last word on the classification of
fiduciary relationships should be with the courts. 116

In addition, law should be structured and predictable to guide
would-be actors. We are incapable of remembering all detailed
items without a road map-a classification. Classifications serve
to point to the group of rules that apply to particular cases.
When parties can classify rules differently, it will be nearly im-
possible to identify the applicable categories and rules. If the
same fact situations are resolved not only by different rules that
the parties designed for themselves to produce different results,
but also by rules that are classified differently, law would be less
effective in guiding future actions.

IV
DEFAULT RULES IN PUBLIC FIDUCIARY LAW

A. Private and Public Fiduciaries

The principles governing fiduciary rules as default rules were
discussed above in the context of private fiduciary relationships,
that is, relationships with few entrustors that are likely to be cus-

115 See, e.g., N.Y. JUD. LAW DR 9-102 (McKinney 1992) (disciplinary rule impos-
ing fiduciary duty of care on lawyers in possession of funds of another); In re Rubi,
652 P.2d 1014 (Ariz. 1982); Florida Bar v. Padgett, 481 So.2d 919 (Fla. 1986); Attor-
ney Grievance Comm'n v. Boehm, 446 A.2d 52 (Md. 1982); see generally STEPHEN
GILLERS, REGULATION OF LAWYERS: PROBLEMS OF LAW AND ETHIcS (4th ed.
1995).

116 Recently, a chorus of analysis critical of the contract model and its erosion of
fiduciary duty has sounded. See, e.g., Douglas M. Branson, Assault on Another Cita-
del: Attempts to Curtail the Fiduciary Standard of Loyalty Applicable to Corporate
Directors, 57 FORDHAM L. REV. 375 (1988); William W. Bratton, Jr., The "Nexus of
Contracts" Corporation: A Critical Appraisal, 74 CORNELL L. REV. 407 (1989);
Victor Brudney, Corporate Governance, Agency Costs, and the Rhetoric of Contract,
85 COLUM. L. REV. 1403 (1985); Thomas L. Hazen, The Corporate Persona, Contract
(and Market) Failure and Moral Values, 69 N.C. L. REv. 273 (1991); Paul N. Cox,
Reflections on Ex Ante Compensation and Diversification of Risk as Fairness Justifi-
cations for Limiting Fiduciary Obligations of Corporate Officers, Directors, and Con-
trolling Shareholders, 60 TEMPLE L.Q. 47 (1987); see also, Deborah A. Demott,
Beyond Metaphor: An Analysis of Fiduciary Obligation, 1988 DUKE L.J. 879; Melvin
A. Eisenberg, The Structure of Corporation Law, 89 COLUM. L. REV. 1461, 1486-87
(1989); Oliver Hart, An Economist's Perspective on the Theory of the Firm, 89
COLUM. L. REV. 1757 (1989); Lewis A. Kornhauser, The Nexus of Contracts Ap-
proach to Corporations: A Comment on Easterbrook and Fischel, 89 COLUM. L.
REV. 1449, 1451-57 (1989).
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tom-made. How would the principles apply to public fiduciaries
in commercial relationships, that is, mass-produced, non-per-
sonal relationships with numerous public entrustors? 117

Both private and public fiduciary relationships deal with en-
trusted power or property, and both involve problems that fiduci-
ary law is designed to solve. Yet, the relationships differ. For the
purpose of examining whether rules governing private and public
fiduciaries should be treated as default rules to the same degree,
I distinguish them by two features. One relates to the power with
which fiduciaries are entrusted. The other relates to the entrus-
tors' ability to bargain with their fiduciaries around fiduciary
duties.

I maintain as to the first point that the powers entrusted to
public fiduciaries are greater than those entrusted to private fidu-
ciaries: (1) by the nature of their function as providers of central-
ized management for numerous entrustors; (2) by the fact that
public entrustors are rationally passive; (3) by the availability of
markets for public fiduciary relationships. I believe that markets'
discipline of public fiduciaries is less than it seems and yet mar-
kets do allow public entrustors to terminate their relationships by
transferring them to others. This "exit" leaves public fiduciaries
with powers over other peoples' property, and sometimes helps
them acquire the properties that were entrusted to them; and (4)
by the impact of public fiduciaries on the economic and financial
system and on society in general.

When public and private fiduciaries are required to perform
the same services, the power of public fiduciaries will be greater
because public entrustors are less able to control their fiduciaries
or give informed and deliberate consent to conflict of interest

117 At the outset, it is helpful to distinguish between two similar types of public
fiduciaries. The difference may be grounded in images, but they result in different
laws. One type is viewed as personal fiduciary managing property pooled for effi-
ciency (e.g. commingled funds, trust funds, pension funds). This view is grounded in
private relationships that expand to mass-services. The second type is viewed as a
fiduciary towards an entity owned by numerous entrustors. This view is grounded in
public relationship at the outset, where small shares in managed enterprises are sold
to public investors by promoters of enterprises. These types are treated differently
under the law. The first type is more likely to be regulated as private fiduciaries; see
Sco-r & FRATCHER, supra note 41, § 2.5 at 43 (defining relationship between
trustee and beneficiary as fiduciary relationship); the second as public fiduciaries;
see Investment Company Act of 1940, 54 Stat. 789 (codified as amended at 15 U.S.C.
§§ 80a-1 to -64 (1994)); REVISED MODEL BUSINESS CORP. AcT (1994).

[Vol. 74, 19951



Fiduciary Duties as Default Rules

transactions.11 Therefore, to protect public entrustors we can
either find reliable consent surrogates for them, or make
mandatory the rules governing public fiduciaries. Other solu-
tions that do not relate to the issue of default rules are discussed
in part V.

1. Public Fiduciaries Are Entrusted with Relatively More
Power than Private Fiduciaries

a. Increased Power for Centralized Management

As compared to private fiduciaries, public fiduciaries that pro-
vide similar services have greater powers for a number of rea-
sons. First, the function of public fiduciaries for numerous
entrustors is often to provide centralized management, which re-
quires limits on the entrustors' control over their fiduciaries in
the day-to-day operations.11 9

In the private fiduciary relationship of agency, principals use
agents to enter into binding legal relationships with third parties
(e.g., sell or buy stocks). To perform these functions, agents need
power to bind their principals legally; often they need to be
vested with either title or possession of the principal's property.
These services, however, can be performed under the control of
the principal without affecting any other entrustors. That is why
the definition of an agent includes the principal's control in the
performance of his fiduciary's functions.

An agent to many principals, such as corporate management,
is not, and indeed cannot be, controlled by each shareholder in
the performance of management's function. That is why share-
holders are precluded from interfering in the day-to-day opera-
tions of the corporation. Directors are subject to control of the
shareholders only on select decisions which are very important to
the shareholders and justify the cost of special procedures to as-
certain the will of the shareholders who hold the majority of the
shares.

Thus, at least in theory, agency is less risky to entrustor-princi-
pals than directorship is to entrustor-shareholders. Further,
while principals can terminate the agency relationship, share-
holders are not allowed to do so except on specific occasions
when the will of the shareholders' majority can be ascertained,

118 ROBERT C. CLARK, CORPORATE LAW 2 § 1.1 (1986); see also ALBERT 0.
HIRSCHMAN, Exrr, VOICE, AND LOYALTY 102 (1970).

119 CLARK, supra note 118, at 2.
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