Econ 522 – Lecture 12 (Oct 16 2008)
HW 2 due next Thursday

Tuesday, we discussed a number of doctrines under which a contract might not be enforced – formation defenses and performance excuses
· Derogation of public policy – when performing on a promise would require breaking the law (or interfere with government policy)

· Incompetence, which excuses children and the legally insane from contracts that are not in their best interests (but does not save people who signed a contract wile drunk)

· Dire constraints – in particular, duress (where you are being threatened by the other party) and necessity (where you are in a precarious situation and the other party can take advantage of you)

· We mentioned that when a contract is renegotiated under duress, the original contract will generally be enforced; but when a contract is negotiated under changed circumstances, the new contract is valid

· And we saw that a contract is generally enforceable if it was extracted as the price of cooperating to create value; but not if it was extracted by a threat to destroy value

· (Following Friedman, we looked closely at the incentives that would be created if contracts signed under duress or necessity were enforceable, and concluded that the doctrines make sense)

· Impossibility – the question of whether someone is liable for a promise they made when it becomes impossible to fulfill

· Efficiency would suggest assigning liability to the party who can bear the risk at the least cost
· No iron-clad rule – courts look for hints in the contract itself, or industry norms

· When no way to infer, the promisor will typically be liable for breach, but not always – sometimes excused if circumstances destroyed “a basic assumption on which the contract was made”

· Four doctrines which excuse breach (make a promise unenforceable) when the promise was premised on bad information
· Fraud – when one party misinformed the other (for example, lying about the condition or history of a used car)
· Failure to disclose – a seller has a duty to disclose information which makes a product unsafe (but in general, not information which makes a product less valuable); some states impose greater duty to disclose in certain situations; civil law generally imposes greater duty to disclose than common law

· Frustration of purpose – when an unexpected contingency makes performance pointless

· Mutual mistake – neither the buyer nor the seller knew the house burned down the day before the contract was signed; or they disagreed which car was being sold
· We discussed the fact that unilateral mistake – one party being wrong about the object being sold – does not void a contract, and discussed two reasons that this makes sense

· First, that it’s generally efficient to enforce contracts which unite knowledge and control
· And second, that this creates an incentive to gather better information, which is generally good (especially if it is productive information, not so much if it is purely redistributive information)

Today, we’ll look at a few final situations where a contract might not be enforced, and then move on to the remedies available when a valid contract has been breached.
Courts will generally not enforce terms of contracts that are overly vague.

· For example, a promise to give one’s “best efforts” toward some goal are often not enforceable.

· In some cases, the parties might want the court to enforce these terms

· They may leave terms vague because they cannot foresee all contingencies, but hope the court will insert its judgment after the fact.
· However, courts generally set aside vague promises

· This can be thought of as a penalty default, as in Ayres and Gertner

· it is difficult for the court to figure out the intent of vague terms, so they supply a default the parties would not want – refusing to enforce them – to force the parties to be more specific in the contract.
· However, there are some situations where a court may at least partially enforce such terms

· For example, a term requiring the parties to renegotiate the contract “in good faith” under certain contingencies might be held against a party who broke off negotiations without giving a good reason.

We said earlier that under the bargain theory of contracts, courts generally do not ask whether a contract is fair, just whether it was given as part of a bargain.

Thus, contracts that are unequal because one party had more bargaining power are generally upheld.

Monopoly, while often viewed as unfair, is not generally ruled out by the common law, and contracts signed with monopolists are generally binding.  However, specific laws – antitrust statutes – have been passed which rule forbidding monopoly and cartels in many instances.

Nonetheless, there are two doctrines in the common law giving performance excuses to get out of what Cooter and Ulen refer to as monopoly contracts: adhesion and unconsciability.

When you rent a car, you don’t stand at the counter negotiating each particular detail of the agreement; they hand you a standard contract, off a large pile of contracts, and you sign it or you leave.

Standardized contracts, and in particular contracts offered as “take-it-or-leave-it” deals, are sometimes referred to as “contracts of adhesion”.  Arguments are sometimes made that standardized contracts make it easier to stifle competition – if Avis, Hertz, and other rental car agencies all use standard contracts, they are more committed to not competing against each other.  It’s not really that strong an argument – Friedman refers to adhesion as “bogus duress”.  If a market is really competitive, competition still limits what the companies can get away with in their standard contracts, even if they are offered as being non-negotiable at the time.

Cooter and Ulen offer a couple of defenses of standardized contracts.  First, by standardizing all the other terms of the agreement, they may make price competition fiercer, because companies can no longer obscure prices by varying other parts of the deal.  And second, they may reduce transaction costs, again by fixing most parts of the deal and leaving fwer to bargain over.  They suggest worrying about adhesion only in situations of genuine monopoly.

In genuine monopoly situations, however, a monopolist may use a standardized contract to strengthen their monopoly position (say, by forbidding resale of their product, or by requiring it to be purchased with other products).

Contracts of adhesion can also be used to take advantage of a buyer’s ignorance, by specifying terms he would not know to challenge, or counting on him not to read the fine print.  Again, Cooter and Ulen argue that as long as the market itself is competitive, the “problem” is not the absence of bargaining, but the buyer’s ignorance, and argue the contract should be enforced.

Finally, we come to unconscionability, the doctrine that an overly one-sided contract may be set aside if its terms “shock the conscience of the court”.

(Traditionally, unconscionability was defined as terms "such as no man in his senses and not under delusion would make on the one hand, and as no honest and fair man would accept on the other." Later it was restated as when "the sum total of its provisions drives too hard a bargain for a court of conscience to assist."  The current standard, I believe, is terms which would “shock the conscience of the court.”)

The civil law tradition has a similar concept, called lesion.  

One well-known case is Williams v Walker-Thomas Furniture (California District Court, 1965).  Over the course of several years, Williams bought durable goods on credit.  Each time she bought more goods, the previous goods (some of which were already paid off) were used as “add-on” collateral, in place of a down payment.  Eventually, Williams missed a bunch of payments on the newest goods, and the furniture company repossessed everything; she sued.  The contract was deemed unconscionable.

Quoting from the decision:

...we hold that where the element of unconscionability is present at the time a contract is made, the contract should not be enforced. ... Unconscionability has generally been recognized to include an absence of meaningful choice on the part of one of the parties together with contract terms which are unreasonably favorable to the other party. ... In many cases the meaningfulness of the choice is negated by a gross inequality of bargaining power. 

... The manner in which the contract was entered is also relevant to this consideration. Did each party to the contract, considering his obvious education or lack of it, have a reasonable opportunity to understand the terms of the contract, or were the important terms hidden in a maze of fine print and minimized by deceptive sales practices? Ordinarily, one who signs an agreement without full knowledge of its terms might be held to assume the risk that he has entered a one-sided bargain. But when a party of little bargaining power, and hence little real choice, signs a commercially unreasonable contract with little or no knowledge of its terms, it is hardly likely that his consent, or even an objective manifestation of his consent, was ever given to all the terms. In such a case the usual rule that the terms of the agreement are not to be questioned should be abandoned and the court should consider whether the terms of the contract are so unfair that enforcement should be withheld.

Cooter and Ulen make the case that add-on collateral may be reasonable in some situations.  You want to buy furniture worth $1000 today, but once you get it home, if the furniture company had to repossess it, it would only be worth $800.  If you have $200 on hand for a down payment, no problem.  If not, and you had poor credit, they might refuse to sell you the furniture.  So linking payments on one piece of furniture to other furniture may be reasonable, even desirable, in some instances.  Cooter and Ulen argue that by invalidating the contract, the court served Williams, but harmed lots of other people in similar situations, since now they might not be given credit at all.

Unconscionability tends to be invoked not in the usual circumstances of monopoly, but in “situational monopolies,” that is, particular circumstances that limit one’s choice of trading partners to a single person.  This was the example in Ploof v Putnam – Ploof was sailing on a lake when a storm appeared, and Putnam was the only person who could give him safe harbor, becoming a monopolist in this situation even though he normally would not have been.
That’s all for ways to invalidate a contract.  Next, we’ll consider the remedies that are available when a contract is breached.
There are three general types of remedies for breach of contract:

· party-designed remedies

· court-imposed damages

· specific performance

The contract itself may specify what the remedy should be for violation of particular terms – for example, a construction contract might stipulate a particular daily fee if completion of the building is delayed.

Second, the court may impose the payment of some sort of damages.

And third, the court may require specific performance – basically, force the breaching party to live up to the contract.  (This is what the dissenting opinion in Peevyhouse proposed – rather than calculating monetary damages, he said that the coal company should be required to do the restorative work as promised.)

Remedies that are stipulated in the contract are fairly clear-cut (although we’ll come to an example of some that are often not enforced).  Specific performance is also fairly clean, although we’ll discuss it a bit more later today.  The difficult one is when the court has to step in and calculate the appropriate level of monetary damages.

There are a number of different standards which can be used for this.  We’ve already seen one: expectation damages.

Expectation damages are meant to compensate the promisee for the amount he expected to benefit from performance of the promise.  In the airplane example we did a while back, you contracted to buy an airplane from me for $350,000, and you expected to derive $500,000 of benefit from it; so under expectation damages, I would owe you that benefit.  ($500,000 if you had already paid me, or $500,000 - $350,000 = $150,000 if you had not.)

The civil law refers to these as positive damages, as they compensate you for the positive benefit you anticipated from the contract.

When they are calculated correctly, expectation damages make the promisee indifferent about whether the promisor performs or breaches.  Thus, under perfect expectation damages, the promisor internalizes all the costs of breach, and therefore makes the efficient decision about breach.

A second type of damages are reliance damages.  These compensate the promisee for any investments he made in reliance on the promise, but not for the additional surplus he expected to gain.  Reliance damages, therefore, restore the promisee to the level of well-being he would have had if he had not received the promise in the first place.

In the airplane example, if I chose not to deliver the plane but you had built yourself a hangar, reliance damages would require me to reimburse you the cost of the hangar, but not the surplus you expected to earn from owning the plane.  In the rich uncle example – the rich uncle promises his nephew a trip around the world, then changes his mind – reliance damages would pay for whatever supplies the nephew had purchased in preparation for the trip (minus whatever price he could resell them for), putting him back in the position he was in before the promise.

The civil law tradition refers to these as negative damages, as they undo the negative (the harm) that actually occurred in response to the promise.  If no investments were made in reliance on the promise, reliance damages would be 0 – sort of a “no harm, no foul” rule.

A third type of damages are opportunity cost damages.  These recognize that, if you contract to buy a plane from me, you may therefore pass up another chance to buy a plane from someone else; and if I breach our contract, that other option may no longer be available.  Opportunity cost damages are set to restore the promisee to the level of well-being he would have had if he had not contracted with this promisor, and instead had gone with his “next-best option”.

Opportunity cost damages can be seen as an extension of reliance damages, where now turning down another opportunity is seen as a form of reliance, that is, as an investment you make in reliance on the promise that was made.

Thus, opportunity cost damages leave the promisee indifferent between breach of the contract that was signed and fulfillment of the best alternative contract.

In the airplane example, you contracted to buy a plane worth $500,000 for $350,000.  Suppose someone else had an equally attractive airplane for sale at $400,000.  Opportunity cost damages would be $100,000, since this is the surplus you would have realized by foregoing the contract with me and instead buying that plane.

The textbook works through a couple of not-particularly-compelling examples of calculating the three types of damages.  We’ll adapt one of them.

Suppose I decide I want to go to the Wisconsin-Illinois game in a week and a half.  One of you has a roommate with an extra ticket, and so you agree to sell it to me for $50.  At the last minute, your roommate decides to go to the game, and you breach your promise.

Expectation damages are supposed to make me as well-off as if you had indeed sold me the ticket for $50.  It may be hard to measure exactly how well-off the football game would have made me.  But once you tell me my ticket is gone, I could show up at the stadium before the game and buy a ticket from a scalper.  Say this costs $150.  This gives us an easy way to compute expectation damages: if you had lived up to your promise, I’d be $100 better off, because I’d have gotten the same good (a ticket) for $50 instead of for $150.  So expectation damages might be set at $100.

(If I actually paid a scalper and went to the game, expectation damages would definitely be set this way.  If I didn’t, but could have, expectation damages should be at most $100, but are hard to calculate exactly.)

Now consider reliance damages for the same contract.  Going to a football game doesn’t involve a lot of substantial investments.  It’s possible reliance damages would be 0.  If I had already gone out and bought red-and-white face paint or a stadium seat, reliance damages might reimburse me for these purchases, but would not give me the benefit I expected to get.

Finally, suppose that early in the week, when we made the deal, there were lots of people offering tickets on Craigslist for $75.  By the end of the week, these tickets were gone, so all I could do was pay a scalper $150 for a ticket.  The actual payoff I got was G – 150, where G is the value of attending the game.  If I had signed the best alternative contract, my payoff would have been G – 75.  So while the contract we signed would have made me $100 better off, the best alternative would have made me $75 better off.  Opportunity cost damages, then, would be set at $75, to compensate me for having passed on that opportunity.

(Also note that these are all remedies for seller breach.  We could calculate what I would owe you if I changed my mind and decided not to go to the game – that is, the remedy for buyer breach – in the analogous way.)

In this example, a football ticket is a good with many substitutes – there are lots of tickets to the game, and they’re all worth about the same amount – so it made sense to calculate damages based on the market price of a replacement ticket.  When a contract is for a unique good, this doesn’t always work; but conceptually, the analysis is almost the same.

In this example,
Expectation Damages >= Opportunity Cost Damages >= Reliance Damages

It turns out, as long as all three are computed correctly – that is, “perfectly” – this should always be true.  The reason is simple.

If I am rational and choose to sign a particular contract, it must be because that contract is at least as good for me as my best alternative.  Of course, doing nothing is always an option, so it stands to reason that both the contract I sign, and the next best alternative, are at least as good as doing nothing.  So

Contract I sign >= Best Alternative >= Doing Nothing

But following breach, expectation damages restore me to the value of performance of the contract I signed; opportunity cost damages restore me to the value of performance of the next-best alternative; and reliance damages restore me to the value of having done nothing.  So

Breach + Expectation Damages >= Breach + Opp Cost Damages >= Breach + Reliance D

If we subtract off the value of the breached contract in each case, we see that

Expectation Damages >= Opportunity Cost Damages >= Reliance Damages

(Of course, damages are not always calculated perfectly, so there may be instances in which this is violated.  Example to follow.)

Subjective value

In the examples so far, damages were calculated using market prices.  In some cases, the value of a contract is subjective, making things a bit harder.  Still, the principle is the same, it’s just a question of how to actually do the calculation.

A dramatic example of this is a 1929 case from New Hampshire, Hawkins v McGee, “the hairy hand case.”  George Hawkins had a scar on his hand from touching an electrical wire when he was young.  A local doctor, McGee, approached him about having the scar removed, and promised to “make the hand a hundred percent perfect hand.”  Skin from Hawkins’ chest was grafted onto his hand, but the surgery was a disaster: the scar ended up bigger than before, and covered with hair.  Hawkins successfully sued McGee; the issue on appeal was how high to set the damages.

To get a view of what’s going on, consider Hawkins’ preferences over two types of goods: his hand, and money.  (Indifference curves.)

[image: image1]
He started out at the red dot – with a scarred hand, and some initial amount of money.
The doctor promised him the green dot – a perfect hand (but less money, since he would have to pay for the surgery)

The next-best doctor might have gotten him to the orange dot – a pretty good hand.

Now he’s stuck with a hairy hand.  And more money (damages).

Reliance damages would get him back to the same level of well-being as before.  Opportunity cost damages would get him to the level of well-being he would have had by going to the next-best-doctor.  Expectation damages would get him to the level of well-being he expected from the successful operation.

(There is, of course, the question of how to calculate these indifference curves, since they are clearly subjective.  There is also the question of whether it even makes sense to think that money can compensate for something like a disfiguring injury.  But this is at least the principle.)

Once again, we see that the promised benefit (performance) is better than the next-best option which is better than doing nothing; so expectation damages are bigger than opportunity cost damages, which are bigger than reliance damages.

This ranking should hold whenever all three damage levels are calculated correctly.  However, there are instances when this may not occur, leading to a different ranking.

The book gives an example where someone promises to deliver to me a tiny diamond from my great-grandmother’s engagement ring.  The diamond is very small, and worth very little objectively, but it has a great sentimental value to me.  In anticipation of receiving it, I commission a very expensive setting for the stone.  I’m motivated by sentimental value, but the market value of the ring, even with the stone, is less than its cost.  Now, after I’ve bought and paid for the setting, the promisor breaches.

Perfect expectation damages should get me back to the level of well-being I expected to be at with the diamond.  But that level is based on a high subjective valuation; a court might refuse to enforce that level of damages, and instead base expectation damages on the market value of the ring in its setting, which is less than the price I paid for the setting.  On the other hand, reliance damages would at least reimburse me the cost of the setting.

(This is sort of what’s going on in Peevyhouse: the Peevyhouses’ subjective valuation for their farm, in its original condition, appeared to be very high; the court refused to base damages on this subjective value, instead limiting damages to the reduction in market value, which was only $300.)

Another way the damages can be mis-ordered is with a futures contract.  I contract to buy oil from you at a fixed price in three months time.  Over that time, the price of oil drops below that level – so now I’m actually worse off than without the contract.  Expectation damages would actually be negative.  (Of course, you would never choose to breach this contract, since you could just buy oil at the market price and deliver it to me at a higher price.)  Reliance damages would presumably be 0.

There are three other types of damages that are sometimes ordered, which aren’t all that interesting, but are worth knowing.

Restitution is basically just forcing someone to pay back whatever money they’ve already received.  I contract to buy a house and make a down payment, and then the seller breaches; if nothing else, he is required to return my down payment.  This is sort of a minimal remedy, but it at least is very easy to implement.

Disgorgement is a similar concept, requiring someone to give up whatever profits they have wrongfully gained.  Directors of a corporation have a duty to stockholders to act in a certain way.  This is a very vague duty, not a list of specific things they are required to do.  Suppose a director acts in a disloyal way, which is costly to the company but profitable to himself.  Disgorgement damages would require the director to give up whatever profits he earned to the victim, in this case, the stockholders.  Perfect disgorgement damages take away the director’s incentive to commit fraud.

Specific Performance is when, instead of ordering money damages, the court orders the promisor to live up to the promise.  This is often the remedy when the contract involves sale of a unique good with no substitutes.  I contract to buy a particular house from you – it’s a beautiful house, in a historical neighborhood, and there are no others like it available.  After we sign an agreement, you find a more eager buyer, and try to breach our agreement.  The court might order you to follow through with the sale to me – specific performance.

In some civil law countries, specific performance rather than monetary damages is the traditional remedy for breach of contract.  Specific performance can also be seen as an analog to injunctive relief in property law – your promise now belongs to me, so you’re not allowed to get out of it unless I choose to release you.  In common law, specific performance is sometimes ruled for sale of goods without any substitutes; when a good has substitutes, money damages are traditionally the remedy, since the promisee can use that money to buy a substitute good if he so chooses.

Specific performance is also a reasonable remedy choice when it is very difficult for the court to compute the appropriate level of damages, such as when the valuation of the good is very subjective.  This is what the dissenting opinion in Peevyhouse suggested.  The Peevyhouses’ subjective valuation for their property in its original condition was clearly high, and hard to assess; rather than take a stab at computing damages, the dissent would have ordered the coal company to clean up its mess as promised.  (As always, the two sides could have then negotiated around the ruling if transaction costs were low.)

(Of course, specific performance is sometimes impossible – in the Hawkins case, it was impossible for the doctor to undo the damage to Hawkins’ hand, much less restore it to the promised level, so only monetary damages were sensible.)

Finally, we come back to the possibility that the remedy for breach was built directly into the contract.  Some contracts stipulate an amount of money that a promise-breaker would have to pay.  Others might specify a “performance bond” – an amount of money deposited with a third party, that would be paid to the promisee upon breach.  Or a contract might specify a different process for resolving any disputes, such as agreeing to submit to binding arbitration or some other process.  (This is what happens with disputes among diamond merchants, which are never resolved in court.)
For some reason, courts tend to be more skeptical of enforcing remedy terms in contracts than other terms.  Rather than enforce the contract as written, courts sometimes set aside remedy clauses and impose their own remedies.

One area where this happens is with penalty damages.  Under the common law, courts are generally hesitant to enforce damages that are greater than the actual harm that occurred, even when these damages are specified in the contract.  

“Liquidated damages” refer to party-specified damages that do not exceed the actual harm done by breach, or are a reasonable estimate of it.  “Penalty damages” are damages that go beyond that; common law courts often set aside penalty damages and only enforce liquidated damages.  (Civil law courts generally uphold penalty damages.)

It’s unfortunate that penalty clauses are often not enforced, because they can be helpful in some instances, in particular, when one party to a contract places a high subjective value on performance.  Go back to the Peevyhouse example – the Peevyhouses only wanted their farm strip-mined if the land could be restored to its original condition, and did not want to agree to a contract that specified anything less.  They seemed to value the condition of their farm much more highly than “market value”.  One way to address this would have been to write into the contract a $30,000 penalty in the event that the restorative work was not completed.  If this was enforceable, it would ensure that the mining company followed through with the restorative work.  But a court might not have upheld the penalty, and might have simply awarded the same small compensatory damages.

Another example: suppose you’re hiring a contractor to build a house, and you place a very high value on its being completed by a particular date.  You are happy to pay $200,000 to get the house built, but insist on a $50,000 penalty if it’s not ready on that date.  Now suppose there are lots of contractors who could potentially build the house.  If you offer this deal to lots of them, the ones who accept are likely the ones who are most confident in their ability to finish the house on time; since you value this highly, this may be efficient, and it may be the easiest (or the only) way to elicit this information.  (Obviously, if there is no penalty clause, every contractor will try to convince you he’s 100% certain he’ll finish on time; but if someone accepts the $50,000 penalty clause, they’re probably pretty sure.)

Of course, it’s also easy to come up with examples where penalty clauses seem excessive and nasty.  Imagine if Blockbuster set late fees of $1000 per day.  You go to rent a video, they tell you it’s yours for a week, but it’s $1000 if it’s a day late.  You might rent the video anyway, thinking it’s within your power to return it on time; but if the event that something happens (your daughter gets sick, or you get called out of town on business), you’re going to be pretty upset to be charged $1000.  Similarly, a rental car company that attached a $50,000 fine to any damage to their $10,000 car would look pretty mean-spirited.

Still, in some instances, penalty damages seem beneficial, especially if one party would not agree to a mutually beneficial contract without them.  One way around the fact that penalty damages are often not enforced is the fact that many things you can accomplish with penalties, you could also restate with an equivalent contract with a performance bonus.  Go back to the house example, where I’m happy to pay $200,000 to get the house built by a certain date, but insist on a $50,000 penalty if it’s not ready on time.  We could alternatively write the contract to be: I pay $150,000 for the building of the house, plus a $50,000 performance bonus if the house is completed by a certain date.  Courts generally have no problem enforcing contracts with bonuses in them, so this would likely be enforced as written; but it is materially the same contract as the one with a penalty.  (The builder gets $200,000 for finishing the house on time, and $150,000 for finishing it late.)

If we look again to Peevyhouse, instead of a $30,000 penalty that might not be upheld, the Peevyhouse contract also could have been rewritten as a bonus.  I don’t know what the mining company paid the Peevyhouses, but suppose it was $10,000.  Instead of paying $10,000 to mine the land and agreeing to a $30,000 penalty if they failed to restore it, they could have agreed to pay $40,000 to mine the land, and receive a $30,000 bonus if they completed the restorative work.  In this case, though, the intent of the contract might have been so transparent that it still might not have been enforced.

Those are remedies.  The particular remedy that is expected to apply in a particular case can impact three separate behaviors:

· the promisor’s decision to perform or breach

· the promisor’s investment in performing, and

· the promisee’s investment in reliance 

Next week, we’ll look at the incentives that the various remedies create.
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