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Editor’s Note

This is Volume 5, Issue No. 2 of Spencer’s Art Law
Journal. This Winter issue contains three essays,

which will become available on Artnet, March 2015.

The first essay: (Mistakes Were Made) discusses the
often made claim of mutual mistake by both seller
and buyer about the authenticity of art sold, and
whether the sale can be rescinded by the
disappointed buyer.

The second essay: (It May Be Becoming Easier to
Get Your Consigned Art Back from the Bankrupt
Gallery) examines consigning art to a gallery. One
of the risks is the bankruptcy of the gallery (think
Salander-O’Reilly). Getting your art back from the
bankruptcy trustee may be getting easier.

The third essay: (Liability of Art Experts. Is
Insurance a Solution. . .?). This kind of protection
should encourage opinions from experts.

Three times a year, this Journal addresses legal
issues of practical significance for institutions,
collectors, scholars, dealers, and the general art-
minded public. — RDS
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MISTAKES WERE MADE

Ronald D. Spencer
o o o

This essay is about a legal doctrine — mutual mistake of fact, which allows a contracting party to rescind a contract and
thereby be returned to the pre-contract position. For a sale of art, rescission (for example, after the sale, the art was
discovered to be fake) would result in the purchase price going back to the buyer and the seller taking back the art. The
courts have had difficulty dealing with this doctrine, in part, because the consequence of its application (contract rescission)
is so drastic for one of the contracting parties. —RDS

RoNALD D. SPENCER is Chairman of the Art Law Practice at the New York law firm of Carter Ledyard & Milburn LLP. He
is expert in the legal aspects of art authentication issues and has written and edited, The Expert Versus the Object: Judging
Fakes and False Attributions in the Visual Arts, (Oxford University Press, 2004).

o 06 o
As Between a Buyer and Seller, Who Bears the Risk of Mistake?

Puzzle: An art collector sells another collector a drawing which they both believe was created by Picasso. After
the sale, facts came to light which make it clear that the drawing is a fake. Both buyer and seller were mistaken as
to the authorship of the drawing and the buyer wants his money back. Will a court rescind the sale on grounds of
their mutual mistake?

Answer: See below

The law of mutual mistake of fact, resulting in rescission of the agreement (usually a sale agreement), has had a
long history of hard-to-reconcile court decisions. And, at least in New York, two decisions in the early 1990’s
involving the authenticity of art only increased the confusion.

The doctrine of mutual mistake of fact applies where the parties to a contract have reached an agreement which
does not allocate the risk of a fact or circumstance of which both parties were unaware at the time of contracting.
A contract entered into under a mutual mistake of fact is subject to recession, that is, upon demand of one of the
contracting parties, the contract is ended or reversed and the parties are thereby returned to their pre-contract
positions. The “mutual mistake” must exist at the time of contracting and must be substantial. Thus, post-
agreement, a fact comes to light that neither party anticipated or even thought about. (Seller and buyer thought
they were dealing only with a cornfield but, post-sale, oil is discovered under the field.) A party alleging mutual
mistake must come forward with a “high order of evidence” to overcome the presumption that the contract (sale
of a cornfield) evidenced the intent of the parties.! 1t should be noted, however, a number of cases incorrectly
analyze mutual mistake doctrine in terms of contract formation, (‘meeting of the minds”) as opposed to contract
interpretation in the following kinds of language:

... acontract entered into under a mutual mistake of fact is voidable and subject to rescission.

... The mutual mistake must exist at the time the contract is entered into and must be
substantial. The idea is that the agreement as expressed, in some material respect, does not
represent the “meeting of the minds” of the parties.’

But a “meeting of the minds” quite clearly formed the contract in question. The real issue for mutual mistake
analysis is how the contract allocates the risk of the mistaken or unknown fact between the parties.

Naturally enough, “a party bears the risk of a mistake when the risk is allocated to him by agreement of the
parties.”® Therefore, there can be no rescission on the ground of mutual mistake when the contract itself (or
circumstances at the time of contracting) indicates the parties acknowledged and allocated the risk. And several
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courts have held that where the parties to a contract identified or allocated a risk, there was no basis for rescission
on the ground of mutual mistake.*

In determining whether rescission is warranted in a given circumstance ‘there must be
excluded from consideration mistakes as to matters which the contracting parties had in mind
as possibilities and as to the existence of which they took the risk.”

... the parties contemplated the possibility that the representations and warranties may not be
completely accurate. ... In doing so ... [one party] contractually agreed to assume risks
associated with the possibility that the seller’s representations and warranties were erroneous.
Thus, [that party]... waived its right to now claim mutual mistake.”

Great Difficulty for Courts in Formulating Rules for Mutual Mistake Cases

Farnsworth, (Farnsworth on Contracts’) notes that “courts have had great difficulty in formulating rules for
mutual mistake cases ..”. We can see this in two contradictory decisions described below.

A landmark case on mutual mistake arose from of a contract for the sale of a cow, “Rose 2d of Aberlone.” Both
seller and buyer believed that Rose was barren and so the price was fixed at $80, about one-tenth of what Rose
would otherwise have been worth. When the seller discovered that Rose was with calf, he attempted to rescind
the contract and refused to deliver Rose to the buyer. The Supreme Court of Michigan held that the seller was
entitled to rescind if “the cow was sold, or contracted to be sold, upon the understanding of both parties that she
was barren, and useless for the purpose of breeding, and that in fact she was not barren, but capable of breeding.?

But, in another classic court decision,® a bull calf sold as a breeding bull was, upon maturity, found to be sterile.
The seller had warranted only that “[a]ll animals are believed to be straight and right.” The court held that there
was no mutual mistake of fact because “where the parties know that there is doubt in regard to a certain matter
and contract on that assumption, the contract is not rendered voidable because one is disappointed in the hope that
the facts accord with his wishes. The risk of the existence of the doubtful fact is then assumed as one of the
elements of the bargain.”*

Mutual Mistake in the Art World

Legal disputes in the art world often involve a claim that buyer and seller were mutually mistaken in believing in
the art’s authenticity, and therefore their contract of sale should be rescinded — the art returned to the seller and
the purchase price to the buyer. At the time that they entered into the contract, both parties shared the same
erroneous belief. The obvious and drastic real-world result of court-ordered contract rescission is that the buyer
gets his money back and the seller is left with a problematic piece, while a court’s refusal to rescind leaves the
buyer stuck with the piece.

Not surprising, then, that courts are often reluctant to order a contract rescinded based on a doctrine of mutual
mistake and have developed a number of rules which limit the right of one party to reverse the bargain. A recent
federal court decision in New York, ACA Galleries, discussed below, has applied some of these limitations to the
doctrine of mutual mistake and got it quite right.

But before this essay addresses ACA Galleries, it is useful to examine why mutual mistake of fact claims are
made, when, in most art sales, a warranty of the seller allocates the risk of forgery or mistaken attribution.

Why Make a Mutual-Mistake-of-Fact-Claim in the Age of Warranties, Express and Implied?

Most sales of art involve contractual promises (warranties) by the art merchant seller that the art has been created
by the named artist. Even if (as is often the case) the contract or invoice is silent, warranties are implied (i.e.,
incorporated into the sale terms) by operation of state law.

Uniform Commercial Code Section 2-313 provides that “[a]ny description of goods which is made part of the
basis of the bargain creates an express warranty that the goods shall conform to the description.” A representation
that a work is by a named artist should trigger this warranty. In sales by art merchants, Uniform Commercial Code
Section 2-314 provides that a “warranty of merchantability” is implied in any contract of sale (unless it is
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explicitly waived or modified), which requires that the goods “must be at least such as ... pass without objection
in the trade under the contract description.”

In addition, under New York’s Arts and Cultural Affairs Law, an art merchant’s provision of “a certificate of
authenticity or any similar written instrument” to a non-dealer collector will be deemed an express warranty of
authorship (and not just the seller’s opinion).** This warranty of authenticity will be deemed breached by the
seller unless he had a reasonable basis in fact for his warranty.'® Thus, if the seller might be able to show he had a
reasonable basis in fact for his warranty of authenticity, but the buyer, nevertheless, believes the piece is not
authentic, the buyer might make the alternative claim of mutual mistake of fact, if that is the buyer’s only viable
claim, other than fraud (a notoriously difficult claim to prove). Warranties also do not provide a remedy for
seller’s remorse, when a seller wants to rescind because the parties incorrectly believed the work was by an
unimportant artist.

Another reason for a disappointed buyer to bring a mutual mistake of fact claim, is that, under the Uniform
Commercial Code, the statute of limitations for a warranty claim is four years from the sale. A buyer wishing to
bring a warranty claim more than four years after his purchase will need to find another legal theory for his claim.
Thus, art buyers almost always include a contract rescission claim against their merchant-seller based on mutual
mistake of fact — such a claim being a contract claim, with a six year statute of limitations in New York. At least
in New York, the buyer will have another two years to bring his claim.™

ACA Galleries Case Gets It Right

In ACA Galleries v. Kinney, ACA sued Kinney for selling it a forged Milton Avery painting — demanding
rescission of the sale and return of its purchase price under the doctrine of mutual mistake.** ACA had inspected
the painting, determined it was a work by Milton Avery and agreed on a purchase price of $200,000 which was
duly paid based on a bill of sale describing the painting as “Milton Avery Oil on Canvas.” Soon after the sale,
ACA had the painting examined by the Milton & Sally Avery Arts Foundation which determined that the painting
was not authentic — whereupon ACA demanded, and was refused, the return of its purchase price.

Judge Cedarbaum described the limitations on the doctrine of mutual mistake as follows:

. . . the doctrine of mutual mistake “may not be invoked by a party to avoid the consequences
of its own negligence.” ... Mutual mistake is further limited if the party wishing to invoke the
doctrine bears the risk of the mistake because he was aware of his limited knowledge but acted
anyway. Under §154 of the Restatement (Second) of Contracts, a party bears the risk of a
mistake when “he is aware, at the time the contract is made, that he has only limited
knowledge with respect to the facts to which the mistake relates but treats his limited
knowledge as sufficient.” ... “Contract avoidance on the grounds of mutual mistake is not
permitted just because one party is disappointed in the hope that the facts accord with his
wishes.” . . . In such situations, it is sometimes said that in a sense there is no mistake at all,
but rather “conscious ignorance.” Restatement (Second) of Contracts §154 (1981). . ..

Courts have found that the failure to investigate constitutes negligence® sufficient to bar the
application of the mutual mistake doctrine. For example, ... the First Department denied
rescission based on mutual mistake where the corporate seller of a residential cooperative unit
failed to investigate its own property before sale and thus failed to discover that the unit had
been unoccupied, which made it more valuable. ... The uniqueness of the subject of the
transactions is considered when assessing the risk a party bears. For example, when a civil
engineering company turned out not to have the earning potential that it had been presumed to
have before the defendant agreed to purchase it, the Second Circuit found no mutual mistake.
... The court reasoned that a civil engineering business is “personalized, highly technical, and
extremely risky” and that “neither party could safely assume that the projected earnings would
be realized.”
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It is undisputed that Kinney gave ACA access to the painting at a New York City storage
facility before the purchase. It is also undisputed that [ACA] inspected the painting and
believed it to be authentic, but ACA waited until after the purchase to have the painting
examined by the Avery Foundation. ACA’s failure to take advantage of its opportunity to
consult tli;e Avery Foundation before buying the painting precludes it from claiming mutual
mistake.

On appeal the Second Circuit Court of Appeals, affirmed Judge Cedarbaum’s judgment in the following
language:

It is uncontested that ACA made out a prima facie case of mutual mistake under New York
law. However, ACA cannot obtain rescission because of its failure to investigate the
authenticity of the painting at issue. Although Kinney ensured the availability of the Milton &
Sally Avery Arts Foundation to inspect and authenticate the painting prior to its sale, ACA
instead elected to ask the Foundation to inspect the painting following its purchase. ACA was
aware that its self-conducted pre-purchase inspection provided it with “only limited
knowledge with respect to the facts to which the mistake relates but treat[ed its] limited
knowledge as sufficient.” Restatement (Second) of Contracts § 154(b). Moreover, ACA was
aware that an authentication by the Foundation “would make the painting more saleable at a
higher price.” . . . ACA could have accepted the higher price that accompanies certainty of
authenticity, but chose instead to accept the risk that the painting was a forgery. The contract
is not voidable merely because the consciously accepted risk came to pass.*’

Interestingly, ACA did not assert a breach of the warranty under U.C.C. 2-313, which might have been successful.
The Feigen Decision Gets It Wrong

Thirteen years before Judge Cedarbaum’s decision in ACA Galleries, a New York court applied the law of mutual
mistake of fact to issues of authenticity of visual art, and reached a result that seems inconsistent with both the
law of mutual mistake and with art world practice (but which was unanimously affirmed on appeal).

In 1989, the art dealer, Richard Feigen purchased a drawing signed “H. Matisse ‘47" for $100,000 from Frank
Weil, a collector (not a dealer), and soon after sold the drawing for $165,000. In early 1990 the buyer brought the
drawing to Acquavella Gallery which wrote the administrator of the Matisse Estate, Wanda de Guebriant, about
the drawing’s authenticity. She responded that the drawing was a forgery. Feigen returned his buyer’s $165,000
and asked Weil to return Feigen’s $100,000 purchase price. When Weil refused Feigen sued Weil for rescission
of the sale contract on grounds of mutual mistake.*®

Justice Moskowitz framed the issues as follows:

Although ... both parties to the transaction at issue honestly assumed the drawing’s
authenticity, Weil argues that the law requires that this court hold Feigen and Co. to the
bargain it struck. Weil seeks to impose the cost of the mutual mistake on Feigen & Co. and
avoid rescission [because] Feigen was “consciously ignorant” of the drawing’s
authenticity; . ... "

Justice Moskowitz reasoned as follows:

The doctrine of mutual mistake retains its vitality today. Where a mistake in contracting is
both mutual and substantial, there is an absence of the requisite meeting of the minds, and
relief will be provided in the form of rescission. (citations omitted) The facts about which the
parties are mistaken must be material. The parties’ mistake also must relate to facts in
existence at the time of contracting.

The very purpose of the doctrine is to prevent the injustice that would arise when one party to
a contract, realizing that a mutual mistake is to its advantage, seeks enforcement. By allowing
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rescission of unintended contracts, the parties can return to the status quo. Simply put, it is
unfair to enforce a contract that neither party intended to make.?

Weil argued that Feigen was “consciously ignorant” of the authenticity of the drawing, that is, Feigen had not
made a mistake at all but had intentionally chosen not to investigate the drawing’s authenticity, even though
Feigen could have easily checked with the Matisse estate, and Feigen thereby assumed the risk of forgery. Justice
Moskowitz’ response to Weil’s argument was that “Feigen and Weil both honestly believed that the drawing was
a Matisse and neither assumed the risk that it was a fake. ... both parties assumed a certain fact and both were
mistaken.”

Weil had also argued that because Feigen was an art dealer and Weil was not, Feigen should bear the risk of
mistake. But, said Justice Moskowitz, in a contract between an expert and non-expert, there is no authority for the
proposition that rescission based on mutual mistake is not available to the expert. And Weil also argued that the
risk of mistake should be imposed on Feigen because Feigen had ample opportunity to discover the facts to which
the mistake relates, and chose not to do so. Indeed, Feigen had the drawing in his gallery for a month. To which
the Justice responded, ““ . . . mutual mistake . . . is not modified by a showing that one party could more easily
detect a mistake.*!

Critique of Feigen Decision
Justice Moskowitz in her Feigen decision stated:

... , the cases cited by Weil all arise where the parties to a contract have in their bargain
assumed a risk as to the facts underlying the transaction. They do not apply to transactions —
such as the agreement here — where both parties, far from assuming any risk, mistakenly
assumed facts underlying the transaction. ...%

... Feigen and Weil both honestly believed that the drawing was a Matisse and neither
assumed the risk that it was a fake.?

But the Justice misstates the law of mutual mistake (as well as the nature of a sale of art). That is to say, in all
“mutual mistake” cases the parties mistakenly assume facts. The whole law of mutual mistake turns on which
party should bear the risk of the mistaken assumption. Yet the Justice concludes that “neither [Feigen nor Weil]
assumed the risk that it was a fake.” The Justice’s statement was accurate in the most literal sense that the sale
contract did not expressly discuss whether the sale could be rescinded if the work turned out to be fake. But
Feigen well knew the Matisse fakes were very common and knew how to verify authenticity by checking with the
Matisse Estate. He had both the means and opportunity to determine whether his assumption of authenticity was
correct. Every sale of art involves assumptions about its authenticity. Simply because the sale contract was silent
on the subject did not mean that Feigen had not assumed a risk that the piece was a forgery.

The well-established exception to mutual mistake doctrine means that a party can rescind a contract on the
grounds of a mutual mistake only when the mistake is not one for which he bears the risk. And, one recognized
situation where the party asking for rescission bears the risk and cannot rescind, is when he enters into a contract
knowing that he has only limited knowledge of the important facts. Feigen argued that the conscious ignorance
exception to the mutual mistake doctrine did not apply because “knowledge is limited in all contracts.” But the
conscious ignorance exception does not arise merely because of mutual limited knowledge. It arises when the
party requesting rescission of his contract has both the means and opportunity to learn the missing fact and,
nevertheless, contracts in the face of his limited knowledge. This party is taking the risk of mistake upon himself.

Indeed, all mutual mistake cases involve “limited knowledge” on the part of both parties on the same important
issue, but it does not follow that court must return the parties to status quo when the mistake comes to light.
Justice Moskowitz failed to address who bears the risk and simply assumed that, if there were a mutual mistake,
(as there certainly was) rescission must follow — thereby allocating the authenticity risk to the seller, Weil.

The Feigen court concluded:
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Weil’s arguments against the application of the mutual mistake doctrine all relate to Feigen’s
status as an art dealer and are not applicable on this set of facts.**

The Feigen court’s conclusion that Feigen’s status as an expert art dealer was not “applicable” resulted in its
misapplication of the mutual mistake doctrine. Feigen’s knowledge of Matisse, of Matisse fakes and of ways to
authenticate Matisse works, and his status as an expert art dealer are critical to any application of the mutual
mistake doctrine. An expert art dealer should not be granted relief (by way of rescission) from a bad bargain
where the expert dealer makes, at most, a cursory inquiry into the authenticity of the art the dealer buys from a
collector.

Mutual Mistake — Its Relation to Contractual and Statutory Warranty Claims

Since Weil was not an art merchant selling to a non-merchant, the New York Arts and Cultural Affairs Law did
not imply a statutory warranty of authenticity from seller, Weil. And, since Feigen had not gotten a contractual
warranty of authenticity from Weil (and, perhaps, had not even requested a warranty), Feigen’s claim to rescind
his purchase was mutual mistake. This absence of a seller’s warranty suggests (by itself) that Feigen took on the
authenticity risk as buyer.

Oddly enough, if buyer, Feigen had gotten an explicit contractual warranty from seller, Weil, Weil might have
argued under the 1978 Dawson v. Malina decision (discussed above), that Weil might have had a reasonable basis
for his seller’s warranty (even if the Matisse drawing turned out to be a fake) and, therefore, Weil had not
breached his seller’s warranty. Feigen would be left to argue that, under the mutual mistake doctrine, Feigen and
Weil allocated the authenticity risk by means of Weil’s contractual warranty. But it seems more odd for a buyer
to be able to “plead around’ the seller’s contractual warranty by alleging mutual mistake. After all, the very
purpose of the contractual warranty is to allocate the authenticity risk between the buyer and seller, and this same
risk allocation (as discussed above) is at the heart of the mutual mistake doctrine.

Therefore, when there is a seller’s express or implied warranty, and, indeed, even when there is not (and the sale
is on an “as is” basis), this analysis suggests that the parties have allocated the risk of authenticity, the mutual
mistake doctrine either should not apply at all on the question of attribution to the named artist, or at the very
least, the warranty’s allocation of risk should be taken into account. However, New York courts have not
explicitly stated such a rule, and unless and until they do, disappointed buyers will continue to assert mutual
mistake claims, especially when their warranty claims are expired.

Two Mistakes: One by the Buyer, One by the Judge: the Feigen Decision Is Followed

A year after the Feigen decision another New York court” ordered rescission of a sale of a painting said to be by
Bernard Buffet which has been purchased by Uptown Gallery from a private collector and then discovered to be a
forgery. The collector refused to return the purchase price on the ground that the Gallery buyer had assumed the
risk that the painting the Gallery purchased was not what both buyer and seller believed it to be.

Justice Lobis in Uptown Gallery reasoned as follows:

Here, it is undisputed that both parties to the sale believed that the painting which was being
sold was a genuine Bernard Buffet and that the purchase price for the painting was based on
that understanding. It is also undisputed that the painting is a forgery and therefore has little
value. Thus, there has been no meeting of the minds® between the parties as to the sale of a
Bernard Buffet painting.

Defendant argues that the doctrine of mutual mistake is inapplicable based on the “conscious
ignorance” exception. According to defendant, plaintiff was consciously ignorant of the
authenticity of the painting and thus cannot claim that the mistake was mutual. This very
argument was raised in a similar case before Justice Moskowitz and was rejected. The seller
of the painting in Feigen argued that the buyer, an art dealer, acted with conscious ignorance
because it failed to authenticate a forged Matisse before purchasing it. Justice Moskowitz held
that the conscious ignorance exception to the mutual mistake doctrine was inapplicable as this
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was not a case where “the parties to a contract have in their bargain assumed a risk as to the
facts underlying the transaction. [The exception] does not apply to transactions—such as the
agreement here—where both parties, far from assuming any risk, mistakenly assumed the
facts underlying the transaction.” This court agrees with and adopts the reasoning of Feigen.
This is not a case where the parties were uncertain as to a crucial fact, consciously ignored it
and despite this uncertainty contracted. To the contrary, both parties entered into the contract
based on the assumption that the painting being purchased was an authentic Bernard Buffet.

Nor does this court accept defendant’s argument that it would be more reasonable under the
circumstances to place the risk of loss on the buyer. There is no reason why defendant should
be entitled to a windfall based on its sale of a painting which was not what either party
believed it to be. The painting was clearly not worth the contract price and there is no basis
for allowing defendant to receive much more for the painting than what it is worth.*’

But in 2001, The New York Courts Finally Get It Right (about Art Sales and Mutual Mistake) by Taking
into Account the Parties Knowledge and Expertise — Hence, Informed Allocation of Authenticity Risk

The court decided that the parties, two sophisticated art dealers, had allocated the risk of mutual mistake to the
buyer, and therefore the sale contract would not be rescinded.”® The gallery buyer had paid $100,000 to the
defendant gallery for a half interest in a painting believed by both buyer and seller to be an authentic work of
Thomas Dewing. After the purchase, an expert consulted by the buyer determined the work not to be authentic.
In rejecting the buyer’s claim of mutual mistake, the court said:

.. .they [buyer and seller] all believed . . . that this was a legitimate Dewing painting, and this
was so substantial and fundamental to the deal, that in learning it wasn’t a Dewing, that that
fundamentally defeats the object of the contract . . .

As to mutual mistake, . . ., I don’t think that applies here, . . ., based on the fact that we are
dealing with sophisticated individuals and knowledgeable art dealers who it is clear by their
various letters exchanged here were acknowledging that there are risks inherent in any such a
deal vis-a-vis the authenticity of art.*

In sum, the court correctly evaluated how the parties had allocated the risk of a mistake.
Providing Context to Art-Related Cases: Mistakes in Non-Art Transactions

A brief review of court decisions involving issues, other than authenticity of visual art, will serve to further clarify
the law of mutual mistake, as applied to art transactions.

The Restatement (Second) of Contracts® takes the view that the party (buyer or seller) requesting rescission bears
the risk of mutual mistake “when the risk is allocated to him by the court on the ground that it is reasonable under
the circumstances to do so.” The parties’ expertise, knowledge, skills, ability and opportunity to discover the fact
to which the mistake relates contribute to a court’s decision allocating the risk of the mutual mistake — factors
explicitly rejected by the Feigen decision discussed above.

Thus, Farnsworth on Contracts® cites four land-use/sale cases. In the first, a builder contracted with the
landowner to construct a building, and discovered the land contained rock ledge that made the construction much
more expensive than both parties had anticipated. The Court held that where the builder made no investigation
into subsurface conditions, the builder could not rescind his contract with the landowner. *

In the second Farnsworth case, the owner of farmland agreed to sell and then discovered that the land he was
selling contained mineral deposits that made it much more valuable than both parties supposed. The court held
that the landowner’s ignorance about the real value of the land did not entitle him to rescission on the ground of
mutual mistake.**

Farnsworth, thought it
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“more reasonable for the builder to bear the risk of mistake as to the presence of rock than to
pass the risk on to the landowner, especially in light of the builder’s generally greater
expertise in judging subsoil conditions [but thought it] ‘more reasonable for the landowner to
bear the risk of the mistake as to the presence of minerals than to pass the risk on to the buyer
particularly in light of the policy favoring finality of real estate transactions.””®

And, a contractor made a bid for construction of a state highway, based in part on the State’s estimate sheet
concerning where supplies of a stone could be found and their cost. After making his bid the contractor
discovered that the cost of stone on the State’s estimate sheet was mistaken and stone (a major cost of highway
construction) could only be obtained at much higher cost. The contractor sought relief from his contract and a
return of money deposited with his bid. The New York Court of Appeals rejected the mutual mistake claim,
reasoning that the bidder had the same opportunity as the State to discover the facts.®

In the fourth Farnsworth case, the New York Court of Appeals granted rescission against New York City and in
favor of the contractor. Before contracting, the contractor did not have the means or opportunity to discover the
existence of bedrock because the City’s engineers had themselves done the bedrock investigation and had asked
for bids according to highly inaccurate plans based solely on the City engineers” own examination.*’

Rose, the Cow and the Bull Calf Cases, Explained — Maybe

Expertise, knowledge, skills, ability and opportunity to discover the fact to which the mistake relates — factors
which clearly played an important role in the four Farnsworth cases discussed above may also provide the
explanation for the contradictory results in Rose of Aberlone and bull calf. The bull calf was found to be sterile
only on maturity — and perhaps only at that time were the means and opportunity available to the buyer to
discover the accurate facts — so, aware of his limited knowledge at the time of sale, the buyer thereby assumed the
risk and the court refused rescission, when risk became fact. With respect to Rose the cow, we do not know what
the judge thought about the state of bovine scientific knowledge at the sale date in 1887, hence, what the judge
thought the owner could have known about Rose before he sold Rose as a barren cow. But based on the analysis
in this essay, we might assume that the judge thought that Rose’s owner did not have the ability or opportunity at
the sale date to determine Rose was capable of breeding, and so, to the relief of her owner/seller, he rescinded her
sale.

New York, New York
February 2015

Ronald D. Spencer

Carter Ledyard & Milburn LLP
Two Wall Street

New York, NY 10005

Email: spencer@clm.com
Website: www.clm.com

NOTES
! Chimart Assocs. v. Paul, 66 N.Y.2d 570, 574 (1986).

2 Gould v. Bd. of Ed. of the Sewanhaka Central High School Dist.., 81 N.Y.2d 446, 453 (1993).

® Restatement of Contracts 2d § 154(a).

*FSP v. Societe General, No. 02-CV-4786 (GBD), 2005 U.S. Dist. LEXIS 3081 (S.D.N.Y. Feb. 28, 2005).
® Beecher v. Able, 575 F.2d 1010, 1015 (2d Cir. 1978).

® FSP, 2005 U.S. Dist. LEXIS 3081 at *48.

"E. Allen Farnsworth, Contracts §9.3 (Mutual Mistake) (1982).
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% Backus v. MacLaury, 278 A.D. 504 (4th Dep’t 1951).
19See also Leasco Corp. v. Taussig, 473 F.3d 777, 781-82 (2d Cir. 1972).

1 New York Arts and Cultural Affairs Law § 13.01. For multiples such as editioned prints, photographs and sculpture, the
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IT’S BECOMING EASIER TO GET YOUR CONSIGNED ART BACK
FROM THE BANKRUPT GALLERY

Aaron R. Cahn

This essay is about the fraught circumstance wherein an art owner finds that the gallery to whom he has consigned his art for
sale has become bankrupt. If the owner had properly filed a UCC-1 financing statement (and it hasn’t expired five years
later) the owner has minimal risk. But, if not, the rest of this essay addresses what happens, or should happen, in the owner’s
dispute with the bankruptcy trustee. — RDS

AARON R. CAHN, is a member of Carter Ledyard & Milburn LLP’s Insolvency and Creditors’ Rights Group where he often
advises on art-related matters.

The ever-present but rarely litigated issue of whether an owner who consigns art to a dealer for sale is entitled to
get the work back if the dealer goes bankrupt and the owner hasn’t taken proper steps to protect himself is gaining
some new attention. In this essay, we analyze new developments in the recent case of Jacobs v. Kraken Inv. Ltd.
(In re Salander-O'Reilly Galleries, LLC)" and provide some thoughts on where this issue can go, and where it
ought to go. We have discussed this case previously? but the United States Bankruptcy Court for the Southern
District of New York has now finally determined the issue of whether the owner/consignor which failed to protect
its ownership by filing a UCC-1 financing statement is nevertheless entitled to get the work back from the
bankruptcy trustee. The court held that it may, but in doing so, the court has raised more questions than it
answered — particularly with regard to whether the current consignment provisions of the Uniform Commercial
Code make sense in today’s business world.

In its March 2014 decision, the bankruptcy court told the trustee that if he wanted to hold onto the Botticelli
painting that had been consigned by the Plaintiff, he would have to prove that a form UCC-1 financing statement
should have been filed by the Plaintiff. That’s because, as defined in the Uniform Commercial Code, a
consignment requires a public filing only if the consignee (here, the gallery) “was not generally known by its
creditors to be substantially engaged in selling the goods of others.” So if the trustee could prove that a majority
of the creditors of the gallery did not in fact know that the gallery was substantially engaged in selling works on
consignment, he could retain possession as against the owner who had failed to follow the statutorily-required
method of perfecting an interest in consigned goods.

The March bankruptcy court decision, however, did not tell the trustee how he was supposed to prove this critical
element. And although the court did not issue a written opinion following the October 2014 hearing, and there is
no transcript of that hearing available, we have been provided with a summation of the hearing and the court’s
oral decision by Dr. Ronald Fuhrer, a noted Israeli art expert and museum director who acted as a consultant to
Kraken in this proceeding. According to Dr. Fuhrer’s analysis, the Trustee provided no testimony concerning the
knowledge of those creditors who were not involved in the art business, but instead simply asserted that such non-
art-savvy creditors had no reason to know that the inventory of art dealers in general, and the Salander Gallery in
particular, consists largely and in some cases almost exclusively, of consigned works. The court, however, was
unwilling to accept such an assertion without actual proof, and accordingly awarded the Botticelli to its owner,
Kraken.

So far as it goes, this decision makes perfect sense. Just because creditors of an art gallery are not themselves in
the art business, there is no reason to assume that such creditors (who may be caterers, car services, utility
providers and the like) are unaware of the manner in which that business operates. But requiring proof of the state
of knowledge of these various creditors may be ruinously time-consuming and expensive for a bankruptcy trustee.
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A bankrupt business may and very likely will have hundreds if not thousands of creditors. If a trustee is required
to conduct formal discovery proceedings of each creditor as to the state of its knowledge on this point, the time
and money expended on such a quest could outstrip the value to the bankrupt estate of pursuing such a claim. And
a less formal method of gauging the state of knowledge — a questionnaire sent to all creditors, for instance — could
easily be attacked as not being a reliable method of collecting evidence.

But the real question here is whether or not the state of knowledge of creditors should be the determining factor in
deciding whether a consignor’s failure to file a financing statement may be excused. The “knowledge of
creditors” standard derives from statutes dating back to at least 100 years, to the turn of the 20™ century - a time
when trading partners might realistically be thought to be making decisions on whether to do business with a
retailer by walking into the store and examining the inventory on display. Indeed, until the 2001 overhaul of the
Commercial Code, the relevant statute still provided that another method by which a consignor could protect its
merchandise from the claims of the consignee’s creditors was to require that the retailer display a sign informing
customers that the goods next to the sign were there on consignment (1), so that potential vendors or lenders
would know that the goods so identified could not be seized to satisfy claims of creditors of the retailer.

In our opinion, no state of affairs could be less descriptive of the way in which 21st-century companies decide
whom to do business with. The globalization of business drastically reduces the likelihood that consignees will be
ordering goods and services from other businesses in their neighborhood. Potential lenders, and some others,
demand detailed financial statements and very often specifically request information about the level of consigned
goods in a prospective borrower’s inventory. Smaller vendors may be happy enough to have the business and not
do any checks. In any event, it is unrealistic to think that any creditors make business decisions by examining
whether their counterparty sells consigned goods or purchases their wares outright.

This discussion necessarily implicates the question of whether it makes any sense to retain the “knowledge of
creditors” standard as an alternative to a consignor simply filing a financing statement. The real lesson of the
Kraken case appears to be that although a creditor may be able to invoke the “knowledge of creditors” element as
an excuse for having failed to file a financing statement, any attempt to actually litigate the issue quickly becomes
prohibitively expensive and difficult. And while the art owner, Kraken, prevailed because a bankruptcy trustee
was unwilling to spend the time and money to provide the proof that the court demanded, there remains a
substantial possibility that the owner would have lost its art had evidence rather than supposition been presented
to the court. So, other than as a negotiating point, permitting a consignor, who has failed to protect its interests by
filing, to claim, nevertheless, that it didn’t need to file because everyone knew that the gallery was selling works
on consignment, would seem to have little value from either a legal or a societal perspective.

Under such circumstances, eliminating the outmoded and irrelevant “knowledge of creditors” prong of the
consignment test would seem to be very much in order. While that action would deprive careless consignors of a
fallback position when they neglect to properly protect their interests, it might also serve to impose greater
discipline and awareness of commercial realities on a business that has been slower than most to free itself of the
illusion that business can still be done on a handshake.

But this result seems both unduly harsh on consignors and, perhaps more importantly, just as disrespectful of
modern commercial realities as is the current “knowledge of creditors” test. As we’ve discussed, the only
creditors in this day and age who are likely to concern themselves with the manner in which an art gallery
acquires its inventory are either lenders whose business it is to understand the operations of their borrowers, or
those who are already engaged in the art business and thus likely to understand or at least be sensitive to the
consignment versus purchase dynamic. All other creditors — caterers, utilities, maintenance companies and so
forth — may or may not know but most certainly will not care how the dealer acquired the works in his display
rooms. So it is perhaps worthwhile to enunciate a test here that, while still encouraging consignors to protect
themselves with the available statutory tools, nevertheless provides them with a reasonable and more user-
friendly escape hatch if they don’t.

A salutary proposal is to gear the need to file a financing statement to an identification of the usual customs and
practices in the industry in which the consignee is engaged. Thus, instead of providing that a delivery of goods to
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a merchant is a consignment requiring a consignor to file a financing statement if the merchant is “not known by
its creditors to be substantially engaged in the selling the goods of others,” the statute could provide that a
delivery of goods is a consignment if the custom and practice in the consignee’s industry is generally not to sell
goods on consignment.

Such a standard would be much more readily provable than is the current requirement, which, if the Kraken
decision is followed, would mandate the individual examination of each of hundreds or even thousands of
creditors. It would reflect the commercial reality of the art business, where those who are engaged in and follow
it know that virtually all dealers sell on consignment. And as discussed earlier, those creditors not involved in the
industry and for whom the gallery is just another customer for general goods and services are not likely to care
where the dealer’s inventory came from, so they should not be heard to complain about, or seek to obtain a
litigation advantage against, a consignor who fails to file a UCC-1 financing statement.

The realities of today’s legal system are such that it always pays for a consignor to file a financing statement. The
cost and burden on the filer are minimal, and there are enough litigants out there determined to press a perceived
advantage against a non-filer to make the effort of filing worthwhile, if only for the peace of mind. But changing
the standard of proof to determine what is or is not a statutory consignment would reduce the burden of litigation
to an acceptable level in the case of someone who, for whatever reason, fails to file.

New York, New York
March 2015

Aaron R. Cahn

Carter Ledyard & Milburn LLP
Two Wall Street

New York, NY 10005

Email: cahn@clm.com

Website: www.clm.com

NOTES
1506 B.R. 600; 2014 Bankr. LEXIS 1101; 59 Bankr. Ct. Dec. 82 (decided March 21, 2014)

2 Aaron R. Cahn, A Funny Thing Happened on the Way to the Gallery — A4 Bankruptcy Fable (Or Not); Spencer’s Art Law
Journal, Vol. 2, No. (Spring 2011).
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LEGAL LIABILITY OF ART EXPERTS - IS INSURANCE A
SOLUTION AND WILL OPINIONS BE LESS DANGEROUS THINGS
TO GIVE?

Judith Wallace

This short essay is by way of a simplified introduction to the use of insurance as protection for the art expert rendering
opinions, both formal and informal, on the authenticity of visual art. The nature and availability of the kind of insurance is
well worth the expert’s examination — and the world of art scholarship would be better off for it. (And, by the way, don’t
forget about “no-sue ” agreements.) — RDS

JUDITH WALLACE is a member of the Art Law Group at Carter Ledyard & Milburn LLP. She represents collectors,
foundations, artists and scholars in matters of art ownership, authenticity, authorship, consignment and sales, foundation
governance and other art-related matters. She writes frequently on art law issues.

Introduction

We regularly hear that experts (scholars, estates, executors, galleries, foundations and their consultants) are
concerned about the legal risks associated with issuing opinions on the authenticity of art, and are reluctant to
state their opinions on the record. The most pernicious side-effect of the fear of litigation is the increased
likelihood that some experts will speak only off the record or in coded comments to the effect that they “like” or
“don’t like” a picture—a situation that is rife with potential for ambiguity and misunderstanding.

One longstanding and cost-effective option has been for experts to require owners of artwork to sign an agreement
not to sue on account of the expert’s opinion (a “no-sue agreement”), recognizing that the expert’s opinion is not a
warranty of authenticity, is subject to change if new information comes to light, must be disclosed by the owner to
purchasers, and may be publicly disseminated by the expert. Such agreements have been recognized by the courts
as enforceable, and a lawsuit by the art owner would be a breach of the no-sue agreement, with the expert having
a right toldamages for breach of contract (the damages being chiefly the legal fees required to defend the

lawsuit).

Nevertheless, such agreements, while very important, are not a complete solution. Some experts fail to uniformly
require agreements, and informally offer opinions to dealers and auction houses. Estates and heirs that are
protective of the artist’s legacy sometimes police the market against fakes — meaning, effectively, that there is no
counter-party to sign a no sue agreement with the expert. Experts actively seeking works for a catalogue raisonné
may feel the need to attract submissions and publish a comprehensive catalogue trumps their liability concerns.
Hence they do not insist on a no-sue agreement. And some disappointed owners are not deterred by the risk of
attorneys’ fees for violating the terms of the no-sue agreement.”

In recent years, insurers have been marketing professional liability insurance for art experts to manage the risk of
issuing opinions about the authenticity of art. One significant benefit of such policies is that they offer coverage
for attorneys’ fees, since a dispute with the owner, entailing legal fees, is far more likely than a court-ordered
damage award, and can be a significant burden on an independent scholar without institutional resources.

Challenges of the Underwriting Process

The main challenge to insurance coverage has been the difficulty in tailoring art authentication activities to the
criteria that insurers traditionally use to evaluate risk in their errors and omissions policies.
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The process of obtaining approval and a price quote is quite involved as each policy is tailored to a detailed
review of the expert’s activities, including the artists in which the expert specializes, the number of opinions
rendered per year, the value of the artwork, and the procedures of the expert. This review may be helpful to
experts who are not affiliated with an institution, do not have legal counsel to review their contracts and
procedures, and may welcome the suggestions for their procedures.

Another reason the underwriting process is time-consuming is that it requires experts to thoroughly describe their
activities in advance (a “protocol”), and to be prepared to stay within the scope of those activities as a condition of
coverage. Insurers look more favorably on experts that set forth a basis for their opinions. Fortunately, insurers
seem to be satisfied with general descriptions of procedures rather than a listing of specific technical or aesthetic
criteria used to evaluate artwork.

Nevertheless, insurers do not always have an accurate grasp on what factors are actual indicators of risk. For
example, insurers offer this coverage through their miscellaneous professional liability coverage, and define
“professional” services as work performed for a fee. It can be difficult to overcome this fee requirement, though,
curiously, it does not seem to matter whether the fee is ten dollars or five hundred dollars. Some foundations
rightly view their opinions as a public service, and since experts in the United States generally charge a nominal
flat fee, not a fee pegged to the value of the artwork at issue, the amount of the fee charged per opinion is not a
significant source of income and does not necessarily reflect liability risk. Some experts charge a fee only to
avoid being bombarded with frivolous requests. If formality is the goal, a contractual agreement should be
sufficient, especially since insurers generally require written agreements between owner and expert.

Insurers do generally insist that experts view artwork in person, and not rely on images alone. Some experts are
very confident that they can identify a fake based on an image, though they may need to view a work in person to
feel confident that it is authentic. Insurers prefer an expert to prepare a list of the reasons underlying a decision,
either for the opinion letter or possibly for a memorandum to file. Insurers are unhappy when experts physically
label works as fake.

In other ways, insurance carriers are surprisingly tolerant. Interestingly, despite their attachment to a technical
definition of professional services, they do not require that the expert perform the services on behalf of a
corporation or institution — they will cover college or university-affiliated academics that provide opinions outside
the scope of their duties to their institutions. Insurers also seem willing to issue coverage for opinions even
though the insured is “interested” in the transaction, such as dealer opinions for works they are selling, and estate
opinions on art that they own. Since the expert who owns and sells artwork would be the target of a warranty
claim, insurance may be a particularly good investment if this is part of the expert’s activities.

Coverage might not be available for the very common occurrence of an auction house or gallery contacting an
expert for an informal opinion, without a no-sue agreement from the owner, sometimes based on an emailed
image. Nevertheless, some experts may feel it is worthwhile to preserve their province as the leading authority on
a particular artist, or may be more concerned about problematic works being offered for sale than they are about
their own litigation risk.

Covering the Cost

Experts will be concerned about the cost of insurance. However, it is generally acknowledged that fear of
litigation is deterring some experts from issuing formal opinions at all. A fee that covers the cost of the insurance,
making it possible for experts to feel comfortable issuing opinions, should be viewed as an acceptable, and
ethical, practice. The College Art Association guidelines® should formally acknowledge that this is

permissible. The annual policy amount for individual experts is fairly modest and could be recouped by fees for
five to ten opinions. (Policy premiums for catalogues raisonné, in contrast, can easily run into five figures, and
need to be maintained for the period in which claims are likely to be made.) Informal, ambiguous opinions that
are susceptible to misinterpretation may be riskier and more costly in the end.
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Summary and Trends

In sum, insurance carriers strongly disfavor ad hoc processes, both in determining whether to issue coverage at all
and in setting the premium amount. It will cover experts that informally provide opinions, or provide opinions
that were not solicited by the owner, only if that activity is expressly approved in advance. Insurance companies
generally require, as a condition of coverage, that insureds undertake procedural safeguards to manage risk,
including formal, written agreements and written procedures. Accordingly, insurance is not a substitute for
standardized, formal procedures, and agreements with collectors submitting art for authentication, such as those
recommended by the CAA guidelines, but a supplement to such programs.

Furthermore, after a period in which insurers seemed to be rushing to invest excess insurance capacity in this area,
we now understand that insurers may be backing away from issuing new coverage, making it more difficult to
obtain comparative quotes. This may be a trend that can be reversed by discussions with insurers to more
accurately identify their risk.

There have also been efforts to develop coverage limited to attorneys’ fees defending a claim against the expert,
and not covering the underlying liability for authenticity opinions. Such limited coverage is already available for
dealers on claims relating to title. By tailoring the retention amount (i.e., deductible) and limiting the coverage to
legal fees, which are arguably more predictable than art values, insurers may be able to offer policies at lower
premiums, increasing the number of applicant experts, and increasing insurers’ understanding of this area.

New York, New York
February 2015

Judith Wallace

Carter Ledyard & Milburn LLP
Two Wall Street

New York, NY 10005

Email: wallace@clm.com
Website: www.clm.com

NOTES

! Lariviere v. Thaw, Index No. 100627/99, 2000 N.Y. Misc. LEXIS 648 (Sup. Ct. N.Y. County June 26, 2000) (Ronald D.
Spencer represented the Pollock-Krasner Foundation in Thaw).

2 Simon-Whelan v. The Andy Warhol Foundation for the Visual Arts et al., No. 07 Civ. 6423, 2009 WL 1457177 (S.D.N.Y.
May 26, 2009) (Swain, J.). (The authors were among the attorneys representing the Warhol Foundation and Warhol
Authentication Board in that case).

% College Art Association, Standards and Guidelines, Authentications and Attributions, adopted Oct. 25, 2009, available at
http://www.collegeart.org/quidelines/authentications. (Ronald D. Spencer was part of the task force that submitted these
guidelines)

*Giving of opinions that were unsolicited by the art owner is an activity that would need to be discussed with the carrier.
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