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When Is It Legal to Lie

in Negotiations?

G. Richard Shell

The Wharton School

IF YOURE NEGOTIATING to sell your business and you lie about its debts, that's illegal, right?
But what if you begin negotiations with everything squarely on the table. The new quarterly
reports come in and they're not as rosy as the previous ones. You don't disclose them to the
prospective buyer. Illegal or just unethical? Surprisingly, as this article reports, business negoti-
ations law is increasingly infused with ethical considerations. Shell outlines the basic elements
of legal fraud, illustrating the evolving concepts with numerous cases in which negotiators have
been penalized for what some consider merely unethical behavior. He argues that when enter-
ing into negotiations, your conscience may be your best guide.

OMMERCIAL NEGOTIATIONS seem to re-
quire a talent for deception. In simple, dis-
tributive bargaining, when someone asks,

“What is your bottom line?” few negotiators tell
the truth. They dodge, they change the subject,
or they lie." In more complex, multi-issue negoti-
ations, even relatively cooperative bargainers of-
ten inject straw issues or exaggerate the importance
of minor problems in order to gain concessions
on what really matters.? In nearly all bargaining
encounters, a key skill is the ability to communi-
cate that you are relatively firm on positions when
you are, in fact, flexible —in short, to bluff about
your intentions.

The apparent necessity for misleading conduct
in a process based on cooperation and coordina-
tion makes bargaining deception a prime target for
ethical theorizing and empirical investigation. Given
the high degree of academic interest, one would
think that the investigation of deception would have
included by now a detailed look at what one of
our most powerful social institutions—the law—
has to say on the subject. Curiously, academic stu-
dents of negotiation have essentially ignored the
law. Ethical discussions of deception either over-
look it completely or assume that it proscribes only
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the most clear-cut types of fraud, leaving moralists
to distinguish, and in some instances justify, the
finer points of deceptive conduct.® Behavioral
studies of bargaining deception, meanwhile, usu-
ally take place in academic laboratories where the
problems are not subject, as are actual transactions,
to legal limits or consequences.*

This article fills the existing gap in the bargain-
ing literature. As the recent legal cases discussed
here will demonstrate, what moralists would of-
ten consider merely “unethical” behavior in negoti-
ations turns out to be precisely what the courts
consider illegal behavior.® In light of the rather
broad legal standards that are beginning to govern
bargaining, behavioral investigators should consider
research on how legal incentives affect negotiator
conduct. Business negotiators and teachers of
negotiation skills in business schools and execu-
tive training programs need to be aware of the le-
gal consequences of deceptive bargaining tactics.

Legal Fraud: The Basics

American law disclaims any general duty of “good
faith” in the negotiation of commercial agreements.
As the United States Court of Appeals for the Sev-
enth Circuit recently stated:

In a business transaction both sides presumably
try to get the best deal. That is the essence of
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bargaining and the free market. . . . [N]o legal
rule bounds the run of business interest. So one
cannot characterize self-interest as bad faith. No
particular demand in negotiations could be
termed dishonest, even if it seemed outrageous
to the other party. The proper recourse is to walk
away from the bargaining table, not sue for “bad
faith” in negotiations.”

This general rule assumes, however, that no one
has committed fraud. As we shall see, fraud law
reaches deep into the complexities of negotiation
behavior.

The elements of common law fraud are decep-
tively simple. A statement is fraudulent when the
speaker makes a knowing misrepresentation of a
material fact on which the victim reasonably re-
lies and which causes damages.® A car dealer com-
mits fraud when he resets an odometer and sells
one of his “company” cars as brand new. The dealer
knows the car is not new; he misrepresents its con-
diton to the buyer; the condition of the car is a
fact that is important, or “material,’ to the transac-
tion; the buyer is acting reasonably in relying on
the dealer’s assertions that the car is new; and
damages result. Similarly, a person selling her busi-
ness commits fraud when she lies about the num-
ber and kind of debts owed by the business.

Lies about important facts are not unknown in
business negotiations, but most negotiators know
to avoid them. The interesting questions about ly-
ing come up on the margins of fraud law. What
if the dealer says you had better buy the car today
because he has another buyer ready to snatch it
away tomorrow? That is a statement of fact. Is it
fraudulent if it is a lie> What if the person selling
her business says that a large account debt might
be renegotiated if you buy the business? That is
not really a statement of fact; it is an opinion. Could
it nevertheless be deemed so misleading as to be
fraudulent when she knows that the creditor would
not consider renegotiation? Below, I address these
and other questions by exploring in depth each ele-
ment in the legal definition of fraud with refer-
ence to recent cases that have extended the bound-
aries of the law.

Knowing

The common law definition of fraud requires that
the speaker have a particular state of mind with
respect to the fact he misrepresents: the statement
must be made “knowingly” This generally means

that the speaker knows what he says 1s false. One
way of getting around fraud, therefore, might be
for the speaker to avoid contact with information
that would lead to a “knowing” state of mind. For
example, a company president might suspect that
his company is in poor financial health, but he does
not yet “know” it because he has not seen the latest
quarterly reports. When his advisers ask to set up
a meeting to discuss these reports, he tells them
to hold off. He is about to go into negotiations
with an important supplier and would like to be
able to say, honestly, that so far as he knows the
company is paying its bills. Does this get the presi-
dent off the hook? No. The courts have stretched
the definition of “knowing” to include statements
that are “reckless” that is, those made with a con-
scious disregard for their truth. Thus, when the
information that will give the speaker the truth
is close at hand and he deliberately turns away in
order to maintain a convenient state of ignorance,
the law will treat him as if he spoke with full knowl-
edge that his statements were false. A recent case
applied this concept, complete with a punitive dam-
age award, against a company that negotiated a
sale of computer and other equipment based on
reckless assertions of performance capability.
Nor is reckless disregard for truth the limit of
the law. Victims of misstatements that were made
negligently or even innocently may obtain relief in
the proper circumstances. These kinds of misstate-
ments are not deemed fraudulent, however. Rather,
they are a way of recognizing that a deal was based
on a mistake. If someone sells land relying, either
carelessly or without any fault whatsoever, on a
deed that contains incorrect notations of the land'’s
proper boundaries, the buyer may be able to have
the sale rescinded or the boundaries reformed. But
if the seller knows that the deed is incorrect and
does not tell the buyer, she has committed fraud.

Misrepresentation

In general, the law requires the speaker to make
a positive misstatement before it will attach liabil-
ity for fraud. Thus, a basic rule for commercial
negotiators is to “be silent and be safe” As a practi-
cal matter, of course, silence is difficult to main-
tain if one’s bargaining opponent is an astute ques-
toner. In the face of inconvenient questions,
negotiators are often forced to resort to verbal feints
and dodges such as, “I don't know about that, or,
when pressed, “That is not a subject I am ar lib-
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erty to discuss”

There are circumstances when such dodges will
not do, and it may be fraudulent to keep your peace
about an issue. When does a negotiator have a duty
to frankly disclose matters that may hurt his bar-
gaining position? Under recent cases, the law im-
poses affirmative disclosure duties in the follow-
ing four circumstances:

1. When the nondisclosing party makes a partial dis-
closure that is or becomes misleading in light of all the
facts. If you say your company is profitable, you
may have a duty to disclose whether you used ques-
tionable accounting techniques to arrive at that
statement. If you show a loss in the next quarter
and negotiations are still ongoing, you may be re-
quired to disclose the loss. One way to avoid this
is to make no statements on delicate subjects in
the first place. Then you have no duty to correct
or update yourself.

2. When the parties stand in a fiduciary relationsbip
10 ome anotber. In negotiations involving trustees and
beneficiaries, parties must be completely frank and
cannot rely on the “be silent and be safe” rubric.
Note, however, that courts have recently broadened
the notion of a “fiduciary” to include banks, fran-
chisors, and other commercial players who deal
with business partners on a somewhat-less-than-
arm’s-length basis. In short, it is becoming increas-
ingly risky to withhold important information in
negotiations with parties who depend on you for
their commercial well-being.

3. When the nondisclosing party bas “superior infor-
mation” vital to the transaction that is not accessible
to the otber side. This is a slippery exception, but
the best test is one of conscience. Indeed, courts
often state that the legal test of disclosure is whether
“equity or good conscience” requires that the fact
be revealed.’® Would you feel cheated if the other
side didn't tell you about the hidden fact> Or would
you secretly kick yourself for not having found it
out yourself? If the former, you should consult an
attorney. A recent case applying this exception held
that an employer owed a duty to a prospective em-
ployee to disclose contingency plans for shutting
down the project for which the employee was
hired."* In general, sellers have a greater duty than
buyers to disclose things they know about their
own property. Thus, a home seller must disclose
termite infestation in her home.'? But an oil com-
pany need not disclose the existence of oil on a
farmer’s land when negotiating a purchase.'

4. When special transactions are at issue, such as in-

surance contracts. Insurers must fully disclose the
scope of coverage, and insureds must fully disclose
their insurance risk. If you apply for a life insur-
ance policy and do not disclose your heart condi-
tion, you have committed fraud.

If none of these four exceptions applies, you are
not likely to be found liable for common law fraud
based on a nondisclosure. Beware of special statu-
tory modifications of the common law rules, how-
ever. For example, if the sale of your company in-
volves a purchase or sale of securities, state and
federal antifraud rules may impose a stiffer duty
of disclosure than may apply under the common
law. Companies repurchasing stock from employee-
shareholders in anticipation of a lucrative merger,
for example, have been held liable for failing to
disclose the existence of the merger negotiations
to their employees.** And companies selling their
securities are required to disclose important adverse
facts about their business to prospective buyers.

Material

Most people lie about something during negotia-
tions. Often they seek to deceive others by mak-
ing initial demands that far exceed their true needs
or desires. Sometimes they mislead others about
their reservation price or “bottom line” Of course,
demands and reservation prices may not be “facts”
One may have only a vague idea of what one really
wants or is willing to pay for something. Hence,
a statement that an asking price is too high may
not be a true misrepresentation as much as a state-
ment of preference. Suppose, however, that a
negotiator has been given authority by a seller to
peddle an item for any price greater than $10,000.
Is it fraud for the negotiator to reject an offer of
$12,000 and state that the deal cannot be closed
at that price? In fact, the deal could be closed for
that price so there has been a knowing misrepresen-
tation of fact. The question is whether this fact
1s material in a legal sense. It is not.

Lies about reservation price are so prevalent in
bargaining that many professional negotiators do
not consider such misstatements to be lies.! In-
deed, some social science researchers, noticing that
exaggerated demands and misstatements about
reservation price seem to be the norm across cul-
tures, have hypothesized that they serve a ritual
function in negotiation. Lies about initial demands
enable the parties to assert the legitimacy of their
preferences and set the boundaries of the bargain-
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ing range without risk of loss.'® Misleading state-
ments about reservation prices enable parties to
test the other side’s commitment to their expressed
preferences.

The USS. legal profession has gone so far as to
enshrine this practice in its Model Rules of Profes-
sional Conduct. These rules provide that “estimates
of price or value placed on the subject of a transac-
tion and a party’s intention as to an acceptable set-
tlement of a claim” are not material facts for pur-
poses of the rule prohibiting lawyers from making
false statements to a third person.”

There are thus no legal problems with lying about
how much you might be willing to pay or which
of several issues in a negotiation you value more
highly. Demands and reservation prices are not,
as a matter of law, material to a deal.

Some experienced negotiators may be surprised
to learn, however, that there are legal problems
when negotiators try to embellish their refusals to
accept a particular price with supporting lies. Lies
about “other offers” are classic problem cases of this
sort. For example, take the following relatively older
but still leading case from Massachusetts.’® A com-
mercial landlord bought a building and proceeded
to negotiate a new lease with a toy shop tenant
when the tenant’s lease expired. The proprietor of
the toy shop bargained hard and refused to pay
the landlord’s demand for a $10,000 increase in
rent. The landlord then told the shop owner that
he had another tenant willing to pay the amount
and threatened the current tenant with immedi-
ate eviction if he did not promptly agree to the
new rate. The tenant paid, but learned several years
later that the threat had been a bluff; there was
no other tenant. The tenant sued successfully for
fraud.

In a more recent case, this time from Oklahoma,
a real estate agent was held liable for fraud, includ-
ing punitive damages, when she pressured a buyer
into closing on a home with a story that a rival
buyer (the contractor who built the house) was will-
ing to pay the asking price and would do so later
that same day.'® In these cases, the made-up offer
was a lie; it concerned an objective fact (either some-
one had made an offer or they had not), and the
courts ruled that the lie could be material given
all the circumstances. Note that such lies are not
always illegal. Rather, the law is content to leave
the ultimate question of liability to a jury, with
all the expense and risk of a full trial. Of course,
victims of such conduct may decide that litigation

1s not worth the trouble.

Fact

On the surface of the legal doctrine, it appears that
only misstatements of objective fact are illegal.
Negotiators seeking to walk close to the legal line
are therefore careful to couch their “sales talk” in
negotiation as opinions, predictions, and statements
of intention, not statements of fact. Moreover, the
law views a good deal of exaggeration or “puffing”
about product attributes and likely performance
as “part of the game” Buyers and sellers cannot take
everything said to them art face value.

The surface of the law can be misleading, how-
ever. Courts have found occasions to punish state-
ments of intention and opinion as fraudulent when
faced with particularly egregious cases. The touch-
stone of fraud law is not whether the statement
at issue was one of pure fact, but whether the state-
ment was designed to conceal a set of facts
detrimental to the negotiator’s position.

Is it fraud if you misstate an intention —state that
you are going to spend a loan on new equipment
if you are really going to pay off an old debt? Yes.
In the memorable words of a famous English judge,
“The state of a man’s mind is as much a fact as
the state of his digestion° Lies regarding inten-
tion even have a special name in the law: promis-
sory fraud. All but a handful of states judicially
recognize the tort of promissory fraud.?' The key
element in such a case is proof that the speaker
knew he would not live up to his promise az the
time the promise was made, that is, that he made
the promise with his fingers crossed behind his back.
Strict proof requirements would make this claim
a legal rarity, because subjective intent can rarely,
if ever, be conclusively proven. But the courts have
not been uniformly strict in the proof required to
show an intent not to keep a promise. Fraudulent
intent cannot be inferred solely from nonperfor-
mance of the promise,** but circumstantial evidence
such as “sharp” dealing throughout the transaction®
or a refusal to acknowledge that a contract was
made®* is enough to get to the jury.

A particularly vivid example of this sort of con-
duct was litigated in Markov v. ABC Transfer &
Storage Co.*> A commercial tenant entered into
negotiations to renew its lease on a warehouse and
railroad yard. The warehouse was vital to the
tenant’s continued business relationship with its
main client, the Scott Paper Company, because
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Courts bave trouble swallowing the idea that
overt fraud should go unpunisbed just because

victims are lazy or fools.

Scott used the warehouse as a regional product dis-
tribution facility. At a meeting during contract
renewal negotiations, the landlord assured all par-
ties, including Scott, that the tenant’s lease would
be renewed for a three-year term.

Unbeknownst to the tenant, the landlord was
secretly negotiating to sell the property to the Boe-
ing Company at the same time it was negotiating
the lease renewal. The sale went through, and the
landlord notified the tenant that it would have to
vacate within twenty days. As a result, the tenant
lost the Scott Paper contract and incurred extraor-
dinary relocation expenses. The court found that
the landlord’s promise regarding the lease renewal
was fraudulent, essentially made to string the ten-
ant along in case the sale did not go through. It
awarded damages for the tenant’s lost profits from
the Scott Paper contract and required the defen-
dant to pay the tenant’s extra moving expenses.

What about statements of opinion? Self-serving
statements about the value of your goods or the
qualifications of your product or company are stan-
dard fare at the negotiating table. However, when
negotiators offer opinions that are flatly con-
tradicted by facts known to them about the sub-
ject of the transaction, they may be liable for fraud.
In one recent New York case, for example, the seller
of a machine shop business opined to a prospec-
tive buyer that the buyer would have no trouble
securing work from his largest customer.?® In fact,
the seller was in debt to his customer, intended
to pay off the debt from the sale’s proceeds, and
had virtually no work there due to his reputation
for poor workmanship. The buyer was able to prove
that the sale was induced by the seller’s fraudulent
statement of opinion.

In summary, the seemingly strict requirement
that fraud be based on statements of fact is, in real-
ity, a flexible concept informed by a notion that
parties must take responsibility for the impression
they create by the words they use. What is impor-
tant is not whether some verifiable object exists
that corresponds to the speaker’s statement. What
matters is whether a statement so conceals the true
nature of the negotiation proposal that a bargain-

ing opponent cannot accurately assess an appro-
priate range of values or risks to price the trans-
action.

Reliance and Causation

Negotiators who lie sometimes defend themselves
by saying, in effect, “Only a fool could have be-
lieved what I said. He had no business relying on
me to tell him the truth!” The standard elements
of fraud give some support to such defenses. The
burden of proof is on the fraud victim and, among
other things, the victim is supposed to prove she
relied on the misstatement that caused damages.
Surprisingly, however, most courts do not inquire
too deeply into the reasonableness of the victim’s
reliance when the defendant is shown to have made
a positive misrepresentation of fact. Courts have
trouble swallowing the idea that overt fraud should
go unpunished just because victims are lazy or fools.
Where statements of opinion or mere non-
disclosures are concerned, however, courts are more
sympathetic to defendants. When the facts were
obvious or the truth was accessible to the com-
plaining party, courts will reject their claims of
fraud.

Finally, in cases of promissory fraud, victims of
false promises have particular trouble proving rea-
sonable reliance when the speaker can show that
the final written contract language flatly contradicts
his earlier statements. So long as the contract docu-
ment accurately corrects the representation alleged
to be fraudulent, negotiators may escape liability.?”
If the misstatements are quite specific, however,
and the contract terms negating them are only
general, vague disclaimers, the negotiator may be
in trouble. Two examples will help illustrate the
legal limits on fraud in these circumstances. A seller
named Turner negotiated the sale of his company’s
principle asset, an electronic thermometer, to John-
son & Johnson. The detailed contract included, as
part of the purchase price, a promise of future royal-
ties from thermometer sales.?® During the negoti-
ations, Johnson & Johnson assured Turner that it
would aggressively market the thermometer. The
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contract as signed, however, specifically stated that
Johnson & Johnson had the legal right to shelve
the product if it wished. Johnson & Johnson elected
to stop marketing the product soon after the sale
in favor of another thermometer it had acquired,
and Turner sued for fraud. The court held that,
even if Johnson & Johnson made its promise with-
out intent to keep it, the plaintffs were not enti-
tled to rely on it after seeing that the final written
contract negated the promise. “[I]f a jury is allowed
to ignore contract provisions directly at odds with
oral representations allegedly made during negoti-
ations,” the court said, “the language of a contract
simply would not matter anymore. . . . And the
give and take of negotiations would become mean-
ingless if, after making concessions in order to ob-
tain other contractual protections, a knowledgeable
party is later able to reclaim what it had given away
by alleging that it had, in fact, relied not on the
writing but on the prior oral statements’®

By contrast, when the contract says only that
the subject of the transaction is being sold “as is’
such language does not provide ironclad protec-
tion to a seller for exaggerated or false negotiation
claims about the condition of the property.®® As
one federal appeals court explained, “When a con-
tract contains an ‘as is’ clause or other ambiguous
language, the agreement is to some extent left
undefined, and the plaintiff's understanding of the
agreement logically may be colored by the defen-
dant’s prior statements, fraudulent or otherwise.
Moreover, there is nothing on the face of the con-
tract to trigger alarm ™' Courts have similarly held
that fraud victims may sue even if the contract con-
tains language integrating all pre-contract represen-
tations into the final written document.3?

The lessons of these cases are twofold. First, read
contracts carefully before you sign and do not accept
assurances that changed contract language is “just
a technicality” or is “required by the lawyers” Sec-
ond, if you have made some bold assurances in
negotiations that you cannot live up to, make sure
the fimal contract document negates them specifically.
A general disclaimer may not protect you from

fraud liability.
The Boundaries of Bad Faith:
Implied Fraud

Although U.S. law disclaims a general duty of good
faith in negotiations, it will nevertheless stretch to

punish clear instances of bad faith. In such cases,
even though the strict legal elements of fraud are
missing, the courts will “imply” a promise or mis-
representation and will bend the usual rules to
achieve a desired result.

For example, buyers usually have no duty to dis-
close the value of the object a seller is selling. Mis-
representations of value are considered nothing to
get excited about because they are neither facts nor
material to the seller’s estimate of what the trans-
action is worth. However, if an elderly widow is
selling an old painting thar is, unknown to her,
a museum piece, and a professional art dealer as-
sures her that he is buying the work “primarily for
the frame” he may run afoul of fraud law.>> Mis-
representations of value may conceal an important
fact to a relatively helpless seller, and the law is
flexible enough to respond to such abuses in ex-
treme cases.

Occasionally, negotiators use the bargaining pro-
cess itself to get what they want, then walk away
from the table. The law has a variety of ways of
penalizing such bad faith conduct. In Skycom Corp.
v. Telstar Corp., for example, a company negotiat-
ing a sale of all its assets agreed, as part of prelimi-
nary negotiations, to let the prospective buyer take
over ongoing negotiations with a third party for
a valuable license.** The prospective buyer suc-
ceeded in getting the license but ultimately refused
to go forward with the asset purchase. The disap-
pointed seller sued. The court held that the par-
ties' “letter of intent” left too many issues open to
be construed as a completed contract, but it let
the seller sue for the value of the lost license. The
court said the buyer “may have induced [the seller]
to turn over the negotiations and that [the seller]
may have relied in a commercially reasonable way
on representations made to him’”

Courts have similarly ruled in favor of inventors
and others who have disclosed trade secrets in the
course of negotiations to sell their discoveries.*®
The prospective buyers in these cases have, in effect,
attempted to use the negotiation process to get
something for nothing, and the law is not sym-
pathetic to such breaches of common good faith
and trust. In essence, the courts have held that the
buyer assumes an implied duty of confidentiality
when it undertakes to review ideas or inventions.
It can be fraudulent to breach this duty by trying
to misappropriate the inventor’s property during
negotiations.
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Unethical bargaining practices are, as often as not,
illegal or become so after they are brought to light.
The law simply expands to include them.

Conclusion: Business Ethics
and the Law

When business theorists ask if lying in business
negotiations is “ethical they assume that decep-
tive conduct is often legal and argue that ethical
sensibilities should govern one’s negotiating be-
havior. As it turns out, this perspective on law and
ethics is distorted. As this review of cases has shown,
business negotiation law is infused with the norms
of ethical business conduct. Indeed, the leading legal
treatise writers on fraud candidly admit that “a new
standard of business ethics” has resulted in com-
plete shifts of legal doctrine in the past fifty years.>®
Unethical bargaining practices are, as often as not,
illegal or become so after they are brought to light.
The law simply expands to include them, defini-
tions notwithstanding. However, when ethically
acceptable conduct such as lying about reservation
price appears to run foul of legal definitions, the
law adjusts and refuses to penalize it. Thus, an ethi-
cal sensibility, far from being a “luxury” in busi-
ness negotiations, may be a negotiator’s best coun-
selor.

In commenting on Michael Milken's recent guilty
plea to securities law violations, financier H. Ross
Perot gave this advice to young businesspeople:
“Don't govern your life by what's legal or illegal,
govern it by what’s right or wrong” It turns out
this is good legal as well as business advice, at least
insofar as negotiation is concerned. In negotiation,
people who rely on the letter of legal rules as a
strategy for plotting unethical conduct are very
likely to get into deep trouble. But people who
rely on a cultivated sense of right and wrong to
guide them in legal matters are likely to do
well m
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