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Economic analysis of contract law

course outline

Objectives

At the end of our course, this is what you should be able to do:

1o
Know and explain the relevance of a small set of economic principles underlying most of contract law;

2o
Know and explain the relevance of a set of scenarios in which these principles can be shown to be at work;

3o
Apply these principles and scenarios to explain most contract rules in economic terms;

4o
Determine, using these insights, the main effects which a particular change in legal rules is likely to produce and express an opinion about the desirability of that change.

Classes

	Date
	Time & place
	Topic
	Subject

	Tue 13 Feb
	2:30 – 4:30 pm
	1.
	Introduction

	
	Blue Room
	2.
	Reciprocity as a basis for contract

	Wed 21 Feb
	10 am – 12 pm
	3.
	Foundations and principles of contract law

	
	Blue Room
	4.
	Information, opportunism, good faith and trust

	
	1 pm - 3 pm
	5.
	Information, opportunism, good faith and trust – cont’d

	
	Blue Room
	6.
	Uncertainty, risk and insurance

	Fri 23 Feb 
	1 pm – 3 pm
	7.
	Discussion of the Malibu case

	
	Red Room
	8.
	Discussion of the Malibu case – cont’d

	Tue 27 Feb 
	2:30 – 4:30 pm
	9.
	Misunderstandings and their prevention; duty to inform/disclose

	
	Blue Room
	10.
	Misunderstandings and their prevention; duty to inform/disclose – cont’d

	Wed 28 Feb
	10 am – 12 pm
	11.
	Object, price and other terms; public order/policy and paternalism

	
	Blue Room
	12.
	Object, price and other terms; public order/policy and paternalism – cont’d

	Thu 1 March
	1 pm - 3 pm
	13.
	Warranties, strict liability and misuse by client

	
	Blue Room
	14.
	Warranties and the contract-tort boundary

	Fri 2 March
	1 pm – 3 pm
	15.
	Discussion of Landes/Posner on Baby shortage

	
	Red Room
	16
	Discuss Landes/Posner on Baby shortage – cont’d

	Mon 5 March
	2 pm - 4 pm
	17
	Non-performance; impossibility, risk allocation

	
	LLM-Room
	18.
	Breach and damages; punitive damages

	Tue 6 March
	2:30  – 4:30 pm
	19.
	Damages vs specific performance; penalty clauses

	
	Blue Room
	20.
	The efficient breach controversy

	Wed 7 March
	10 am – 12 pm
	21.
	Consumer protection; adhesion contracts; abusive clauses

	
	Blue Room
	22.
	Contracting on the Internet

	
	1 pm - 3 pm
	23.
	Discussion of cases 

	
	Blue Room
	24.
	Discussion of cases – cont’d

	Fri 9 March
	1 pm – 3 pm
	25
	Three party relationships: mandate

	
	Red Room
	26
	Wrap-up: L&E of contract – 30 years on


Readings

Readings will be provided as hand-outs. Mandatory readings are indicated for each topic.

In our discussions, we may want to refer on occasion to a modern civil code available in English. The English version of the Civil Code of Quebec (CCQ) (in force since 1994) may be browsed here 
http://www2.publicationsduquebec.gouv.qc.ca/dynamicSearch/telecharge.php?type=2&file=/CCQ/CCQ_A.html
and searched here : http://www.canlii.org/qc/sta/ccq/whole.html  ( C ( Civil Code of Quebec

Recommended

Goldberg, Victor P. (ed.), Readings in the Economics of Contract Law, Cambridge, Cambridge University Press, 1989 (A set of classic pieces, judiciously edited; several pieces are part of the mandatory readings) (Hereafter Goldberg-Readings)

Goldberg, Victor P., Framing Contract Law: An Economic Perspective, Cambridge, Mass, Harvard University Press, 2006 (this new book is more complex than the earlier reader and perhaps somewhat forbidding for those not familiar with the common law)

Topics

Topic 1.
Introduction

Focus

The economic analysis of law (EAL) looks at law as creating or modifying incentives to behave in certain ways, it is able to inform on how people will react to legal rules and changes in rules (an effects or impact calculus). The analysis usually clarifies what is at stake in changing rules. 

Economic analysis of law, in the words of David Friedman (Law’s Order, ch. 1), comprises three closely related enterprises: Predicting what effect particular legal rules will have, explaining why particular legal rules exist, deciding what legal rules should exist. The three enterprises are logically distinct, but they are in practice closely interrelated. Law and economics is not in itself a theory of law, but it helps us clarify our understanding of the law.

EAL draws on economic theory as a framework for reaching its conclusions. In recent years, the main theoretical vehicle, the neoclassical theory, has been criticised as being fatally unrealistic and in need of replacement, in particular as regards its assumptions of individual rationality, of informed decision-making and fully competitive markets. But the criticisms have failed to materialise as rival theories; indeed, most of them have been shown not to undermine neoclassical theory or have been incorporated in it as enrichments.

In reaching conclusions about law, it must be realised that law must be enforced at some distance from the optimality which economic theory would point to: by people who have limited time to inform themselves and to decide, and who vary greatly in their intellectual powers. Hence realistically law must be expected to rely on rules in which some theoretical optimality and complexity is traded for more transparency and workability.

Keeping these constraints in mind, we may now look at the steps through which an economic analysis of particular legal rules could proceed.

READINGS 

Mandatory

· Mackaay, Ejan, Law and Economics: What's in it for Us Civilian Lawyers, in: Law and Economics in civil law countries, Bruno Deffains and Thierry Kirat (eds), Amsterdam, JAI Press (Elsevier), 2001, pp. 23-41

Recommended possible further readings

· Manne, Henry G., “Remarks on the Lewis & Clark Law School Business Law Forum: Behavioral Analysis of Corporate Law: Instruction or Distraction?” (2006) 10 Lewis & Clark Law Review 169-176
 (http://www.lclark.edu/org/lclr/objects/LCB_10_1_Manne.pdf )

· Epstein, Richard A., The Optimal Complexity of Legal Rules, in: Heuristics and the Law, Gerd Gigerenzer and Christoph Engel (eds), Cambridge, Mass., MIT Press, 2006, pp. 141-158 (http://www.law.uchicago.edu/files/Epstein-optimal-complexity.pdf )

· Mackaay, Ejan, History of Law and Economics, in: Encyclopedia of Law and Economics, Vol. I, Boudewijn Bouckaert and Gerrit De Geest (eds), Cheltenham, UK, Edward Elgar, 2000, pp. 65-117
  (http://encyclo.findlaw.com/0200book.pdf )

· Parisi, Francesco and Jonathan Klick, “Functional Law and Economics: The Search for Value-Neutral Principles of Lawmaking”, (2005) 79 Chicago-Kent Law Review 431-450
 (http://papers.ssrn.com/sol3/papers.cfm?abstract_id=441941 )

· Posner, Richard A., “Law and Economics in Common-Law, Civil-Law, and Developing Nations”, (2004) 17 Ratio Juris 66-79
http://ssrn.com/abstract=548094 

OUTLINE

1.
What we are going to do

2.
Law and economics – the limits of complexity

3.
A simple example: filmed polar bears

4.
Where do we go from here: tools and fields of application

Question

Can you give examples of laws which (1) had unintended side effects, or (2) did not produce their primarily intended effect?

Annotated Bibliography

Law and economics has generated a wealth of scholarly writing. There are many other readers dealing with the economics of contract law besides Goldbers’s, for instance

Kronman, Anthony T. and Richard A. Posner (eds), The Economics of Contract Law, Boston, Little, Brown and Cy, 1979 (An older set of readings, with several classics)

Craswell, Richard and Alan Schwartz (eds), Foundations of Contract Law, New York, Foundation Press, 1994

Wahl, Jenny Bourne (ed.), Economic Analysis of Contract Law, Antitrust Law, and Safety Regulations, New York, Garland Publishing, 1998 (a less extensive reader, but with some classic pieces)

Barnett, Randy E. (ed.), Perspectives on Contract Law, Boston, Little, Brown & Co, 1995 (Barnett is a fine contracts scholar with a rather libertarian bent; the book is dedicated to Lon Fuller pointing to an interest in how law may be formed from the bottom up)

Some recent scholarly work on contracts theory

Atiyah, P.S., The Rise and Fall of Freedom of Contract, Oxford, Clarendon Press, 1979 (A classic; law and economics in a historical perspective)

Trebilcock, Michael J., The Limits of Freedom of Contract, Cambridge, MA, Harvard University Press, 1993 (This book uses the basic teachings of the economics of contract law to discuss philosophical challenges to contract doctrines by feminism, communitarianism and other philosophical movements)

Buckley, Frank H., Just Exchange - A Theory of Contract, London, Routledge, 2005

Well-known English-language handbooks on law and economics generally are Schäfer/Ott, Cooter/Ulen, Friedman and Posner. Schäfer/Ott provide a distinctly civilian economic analysis of law. The English-language edition of the book has gained in readability by doing away with much of the footnoting and many of the specifically German examples of the original. Cooter/Ulen is more of a textbook for students, covering core private law subjects; it goes into substantial detail for the topics covered. Friedman is a general introductory text that stands out because of its non-technical explanations and lively examples throughout. Posner covers virtually all sectors of law, but in less detail. Cooter/Ulen, Friedman and Posner have a distinctly American flavour. 

Schäfer, Hans-Bernd and Claus Ott, Economic Analysis of Civil Law, Cheltenham, Edward Elgar Publishing, 2004 (translated and adapted from the 3rd ed. in German) (hereafter Schäfer/Ott 2004)

Cooter, Robert and Thomas Ulen, Law and Economics, New York, Pearson Addison Wesley Longman, 2003 (4th ed.) (hereafter Cooter/Ulen 2003)

Friedman, David D., Law's Order - What Economics Has to Do with Law and Why It Matters, Princeton, Princeton University Press, 2000 (hereafter Friedman 2000)

Posner, Richard A., Economic Analysis of Law, New York, Aspen Law & Business, 2003 (6th ed.) (hereafter Posner 2003)

Hermalin, Benjamin E., Avery W. Katz and Richard Craswell, The Law and Economics of Contracts, in: Handbook of Law and Economics, Steven Shavell and A. Mitchell Polinsky (eds), New York, Elsevier, 2007, http://papers.ssrn.com/sol3/papers.cfm?abstract_id=907678 (This text nicely bridges the gap between the legal and the economic literature on contracts)
Epstein has written a remarkable book arguing that the core legal institutions fulfil a limited number of essential functions. His point is that law has become unduly complex, opaque, unintelligible to the people it is supposed to govern and that time has come to ‘wipe away’ layers of confusing complexity and to focus on the essential functions of the law, which he summarises in six principles.

Epstein, Richard A., Simple Rules for a Complex World, Cambridge, Mass., Harvard University Press, 1995

Katz, Avery Wiener (ed.), Foundations of the Economic Approach to Law, New York, Oxford University Press, 1998 (This book stands out by focusing attention on four major aspects of contract regulation : strategic behaviour; risk and insurance; information; bounded rationality)

Ugo Mattei has been the first explicitly to use law & economics insights for purposes of comparative law:

Mattei, Ugo, Comparative Law and Economics, Ann Arbor, University of Michigan Press, 1997

There is a substantial literature reporting theoretical and empirical analyses of legal institutions from an economic point of view. Helpful bibliographies and surveys of this literature are:

Newman, Peter (ed.), The New Palgrave Dictionary of Economics and the Law, London, MacMillan, 1998 (A set of short articles covering all aspects of EAL, including high theory, major thinkers and applied topics; 3 vols, 2500 pages. Outstanding document)

Bouckaert, Boudewijn et Gerrit De Geest (eds), Encyclopedia of Law and Economics, Cheltenham, UK, Edward Elgar, 2000 (accessible on the Internet: http://allserv.rug.ac.be/~gdegeest/ ) (A set of articles and bibliographies systematically surveying EAL; 5 vols, 10 000 pages; an international reference)

Posner, Richard A. and Francesco Parisi (eds), Law and Economics - Vol. 1 Theoretical and Methodological Issues; Vol. 2 Contracts, torts and Criminal Law; Vol. 3 Other Areas in Private and Public Law, Cheltenham, Edward Elgar, 1997 (An extensive set of classic readings in law and economics - in the Chicago tradition)

Backhaus, Jürgen G. (ed.), The Elgar Companion to Law and Economics - Second Edition, Aldershot, UK, Edward Elgar Publishers, 2005 (2nd ed.)(One vol. in two parts, the first a set of articles on major fields of EAL; the second a set of profiles of major thinkers, in particular earlier German scholars)

De Geest, Gerrit and Roger Van den Bergh, Comparative Law and Economics, Cheltenham, UK, Edward Elgar, 2004 (a three volume collection of classic and sometimes hard to find essays in law-and-economics with a comparative bent)

Ogus, Anthony I., Costs and Cautionary Tales: Economic Insights for the Law, Oxford, Hart Publishing, 2006 (Without being a systematic treatise, these musings cover a wide range of Law & Economics subjects)

Web-sites branching out to most of law and economics accessible on the Internet may be found at:
 
http://lawecon.findlaw.com/ ; http://www.law.uchicago.edu/Lawecon/links.html; http://www.helsinki.fi/WebEc/webeck.html; http://edirc.repec.org/lawecon.html
Many prepublication Law & Economics papers may be found at the SSRN (Social Science Research Network) site :
 
http://papers2.ssrn.com/sol3/search.taf 

Academic journals devoted mainly or substantially to this field (by date of first publication) (http://nts4.oec.uni-osnabrueck.de/eale/index.html )

Journal of Law and Economics (JLE) http://www.journals.uchicago.edu/JLE/home.html 

Journal of Legal Studies (JLS) http://www.journals.uchicago.edu/JLS/home.html 

International Review of Law and Economics (IRLE)
http://www1.elsevier.com/cdweb/journals/01448188/viewer.htt?viewtype=authors 

Journal of Law, Economics, and Organization (JLEO) http://jleo.oxfordjournals.org/archive/ 

Journal des Économistes et des Études Humaines (JÉÉH)

Constitutional Political Economy (perspective constitutionnaliste) (CPE) 
http://www.springerlink.com/content/1572-9966/ 

European Journal of Law and Economics (EJLE) http://www.springerlink.com/content/1572-9990/ 

American Law and Economics Review http://aler.oxfordjournals.org/ 

Supreme Court Economic Review
http://www.press.uchicago.edu/Complete/Series/SCER.html 


http://www.journals.uchicago.edu/SCER/home.html 

Review of Law and Economics http://www.bepress.com/rle/
Journal of Competition Law and Economics http://jcle.oxfordjournals.org/
Erasmus Law and Economics Review (ELER) www.eler.org/index.php
Journal of Law, Economics and Policy (since 2005) (JLEP) http://www.gmu.edu/org/jlep/
A larger list may be found here : http://docentes.fe.unl.pt/~ngaroupa/centers.htm
On micro-economics several very readable books for non-economists are available:

Friedman, David D., Hidden Order - The Economics of Everyday Life, New York, HarperBusiness, 1996 


(also accessible on the Internet at:
http://www.best.com/~ddfr/Academic/Hidden_Order/Hidden_Order_Contents.html )

Hazlitt, Henry, Economics in One Lesson - Fiftieth Anniversary Edition, San Francisco, Laissez Faire Books (1946), 1996

More advanced texts:

Friedman, David D., Price Theory - An Intermediary Text, Cincinnati, South-Western Publishing Co., 1992, (2nd ed.)


(also accessible on the Internet at:
http://www.best.com/~ddfr/Academic/Price_Theory/PThy_ToC.html 

Gwartney, James D. Richard L. Stroup and Russell S. Sobel, Economics - Private and Public Choice, New York, Harcourt College Publishers, 1997, (9th ed.)

Topic 2.
Reciprocity as a basis for contract

Focus

This and the following topics recall some of the tools EAL works with. This topic focuses on the paradoxes of human interaction, in particular situations in which individually rational behaviour appears to lead to outcomes which are collectively disastrous (irrational). All manner of institutions, including many legal rules, evolved over the course of history can be seen as means of avoiding such collectively disastrous outcomes. One remarkable result flowing from this theory is that it explains how in most circumstances order can come to exist amongst individuals without anyone specifically setting out to design that order. 

These phenomena are studied by means of game theory. A game is a situation in which several persons interact and in which the outcome for each person depends on how the other players choose. Game theory is the branch of mathematics which examines the outcome of such interactions amongst individuals (or players). Often the outcomes are not what the players individually intended. Game theory allows us to study under what conditions such unintended consequences are likely to arise and how they may be avoided. We look at games of prisoner’s dilemma between two players and amongst many players, where, amongst other things, free riding threatens. Contract principles (also property rights) may be analysed as institutions whose purpose it is to avoid perverse consequences in interactions. 

READINGS 

Mandatory

· Sugden, Robert, The Economics of Rights, Co-operation & Welfare, Oxford, Basil Blackwell, 1986, pp. 104-144 

OUTLINE

1.
Co-ordination and co-operation games

2.
Co-ordination games

· Emergence and stability of the norm

· Disappearance

· Application: network externalities

· The battle of standards is not a co-ordination game

3.
A co-operation game - the prisoner’s dilemma

· Emergence and stability of the reciprocity norm

· Notion of Pareto gain

· Disappearance

4.
Collective action as a complex co-operation game

· Precariousness of resources produced or held in common

· Opportunism: Free-riders and hold-outs

· Response 1: Emergence of a team with a leader

· Opportunism again: Agency problems

· Response 2: Private property

· Response 3: Clubs

Question

It has been suggested that the obligation for workers in an enterprise to belong to a labour union officially accredited for their occupation in that enterprise could be explained as avoiding a free rider problem in the negotiation of collective agreements. Discuss. Can you think of other examples where legal rules are apparently designed to curtail free riding?

Further Reading

Heath, Joseph, The Efficient Society - Why Canada is as Close to Utopia as it Gets, Toronto, Penguin/Viking, 2001 uses game theory as one of the tools to explore paradoxes of human interaction, arguing that much governmental intervention can be explained as an attempt to resolve these paradoxes. Using simple language, Heath gives, in Chapter 4 The Moral Economy, a number of examples of interaction problems and of the practical solutions we use to solve them. For a view of how people who form a community structure their relationship, ignoring existing positive law, read Ellickson, Robert C., Order without Law - How Neighbors Settle Disputes, Boston, Harvard University Press, 1991. You may also find it interesting to consult : Benson, Bruce L., « Where Does Law Come From? », (1997) 47 The Freeman 
http://www.fee.org/publications/the-freeman/article.asp?aid=4716 ; 
http://www.independent.org/publications/article.asp?id=202 

Hargreaves Heap, Shaun P. and Yanis Varoufakis, Game Theory, Second Edition - A Critical Text, London, Routledge, 2004, (2d ed.) On game theory generally, there are many texts, most of them out of reach for lawyers because of the mathematical apparatus used. This one is relatively accessible. Chapter 4 (The Prisoner’s dilemma) is particularly relevant.

Topic 3.
Foundations and principles of contract law

Focus

On an economic view, some fields have an obvious economic function. Tort law, for instance, can be read as if it were set up to minimise the sum of the costs of accidents and accident prevention as well as of the administration of the system chosen by the first two criteria. Property rights can similarly be thought of as designed to maximise the incentives for good husbanding and for inventiveness as regards scarce resources. What would the rules of contract law be designed to do? The first three readings suggest that it would be very much the same thing, that there is a single logic underlying all three fields. For contracts in particular, Wittman proposes a simple formula to summarise the underlying logic: “the role of contract law is to minimize the cost of the parties writing contracts + the costs of the courts writing contracts + the cost of inefficient behavior arising from poorly written or incomplete contracts.” (Wittman, Donald, Economic Foundations of Law and Organization, Cambridge, Cambridge University Press, 2006,194). 

What does economic analysis have to say about the principles often invoked in civil law scholarship in particular as underlying contract law, such as freedom of contract and its derivatives. In the conclusion to Simple Rules for a Complex World, Cambridge, Mass., Harvard University Press, 1995, Richard A. Epstein writes: “For all its minor differences, and with a little refurbishing at the edges, we could do as well with the Roman law of contract as we do with any modern system dedicated to the principle of freedom of contract, as our system too often is not.” (327)

Recent research has suggested that countries with civil law systems as a group are less conducive to a market economy than are those that have common law systems (La Porta, Rafael, Florencio Lopez-de-Silanes, Andrei Shleifer and Robert Vishny, “The Quality of Government”, (1999) 15 Journal of Law, Economics, & Organization 222-279). While the debate regarding the source of that discrepancy is still going on, one may wonder whether it has anything to do with the particulars of civil law legal systems. Hatzis submits it does not and indeed contends that codifying the civil law, for contracts at least, should be conducive to efficiency.

READINGS 

Mandatory

· Goldberg-Readings, pp. 51-71, comprising excerpts of

· Cooter, Robert D., “Unity in Tort, Contract, and Property”, (1985) 73 California Law Review 1-32

· Goetz, Charles J. and Robert E. Scott, “The Mitigation Principle: Toward a General Theory of Contractual Obligation”, (1983) 69 Virginia Law Review 967-1024

· Goldberg, Victor P., “Relational Exchange, Contract Law, and the Boomer Problem”, (1985) 141 Journal of Institutional and Theoretical Economics 570-575

Recommended possible further readings

· Hatzis, Aristides N., Civil Contract Law and Economic Reasoning: An Unlikely Pair?, New Institutional Economics Abstracts, Working Paper Series, Vol. 1, No 6: October 31, 2005, (Read pp. 1-10)

http://papers.ssrn.com/paper.taf?abstract_id=661661  (Hatzis_CivilContr-EconReas2005.pdf)
OUTLINE

1.
Freedom of contract and its components

2.
Limitations

· Externalities

· Information asymmetries

· Market power

· Bounded rationality and individual limitations

3. Objectives of contract law

· Central objective

· The inevitable incompleteness of contracts

· More specific objectives

FURTHER READING

Posner 2003, p. 93-98; Cooter/Ulen 2003, the table at 235, summarising the developments in ch. 6, pp 188-236.

Topic 4-5.
Information, opportunism, good faith and trust

Focus

In order to make decisions, economic actors must be informed about the options they face. The abstract model of the market presupposes actors to be fully informed. Yet information is not automatically available at the places where someone may need it and in the form needed. In this sense information is scarce like most other things that compose our environment; resources have to be devoted to getting information and to the extent that that is not viable or unsuccessful, decisions will have to be taken under uncertainty (next theme). Gathering information competes with other allocations of scarce resources and hence one must generally expect decisions to be made under less than full information. A follow-up on this insight is that much information about people’s preferences and plans is a matter of time and place, and may be revealed only through individual actions in the market (rather than in the abstract). Hayek saw already half a century ago that this sets limits to the actions public authority can usefully hope to undertake (Hayek, F.A., “The Use of Knowledge in Society”, (1945) 35 American Economic Review 519-530).

In the market, the absence of information about goods would make market actors expect the worst and hence would render better quality goods unsaleable, as Akerlof observed in 1970. Since this is not what we observe, information circuits must operate to prevent that scenario. We look at a number of these. Spence (Spence, A. Michael, Market Signaling: Informational Transfer in Hiring and Related Screening Processes, Cambridge, Mass., Harvard University Press, 1973) has proposed the terms signalling and screening for processes initiated by the informed, respectively the uninformed with a view to have (some) information conveyed to the party in need of it.

One of the consequences of information asymmetries between potential contracting partners is that the better informed may use the asymmetry surreptitiously to turn the contract to their advantage to the detriment of the lesser informed: a form of opportunism or strategic behaviour. Since one of the particular objectives of contract law is to curtail such behaviour, we must examine more precisely what opportunism is. 

Understanding opportunism gives a handle on what meaning to give to good faith, a concept that has proven difficult to track in both the civil law and the common law traditions, yet is considered to be the foundation of all contractual dealings. Since good faith is not itself easily applied with much discretion for the court, we will point to a range of more particularised legal institutions in which it could be said to have crystallised, each with its own set of relatively specific tests. 

We will similarly look at the concept of trust. Trust is often presented as the lubricant necessary for markets to function well. Just what it is remains mysterious: people have trust or put their trust in particular persons or institutions; the latter are said to inspire trust or to be particularly trustworthy. A person who trusts is thought to be more likely to engage in market transactions than one who does not. In policy discussions, the question is raised as to how one might generate trust (in e-commerce, for instance). Trust sounds like a magic cure, but what goes into it is unclear. Can trust be explained by relying on the concepts of information flows and opportunism?

READINGS 

Mandatory

· Goldberg-Readings, pp. 24-28, including an excerpt of

· Akerlof, George A., “The Market for 'Lemons': Quality Uncertainty and the Market Mechanism”, (1970) 84 Quarterly Journal of Economics 488-500

· Mackaay, Ejan and Violette Leblanc, The Law and Economics of Good Faith In The Civil Law of Contract, unpublished paper

· Guinnane, Timothy W., Trust: A Concept Too Many, Yale University Economic Growth Center Discussion Paper No. 907; ESifo (Center for Economic Studies and Ifo Institute for Economic Research), 2005

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=680744 

OUTLINE

1.
The role of information in contract

· The parable of the lemons market

· How the lemons market is avoided: the information economy

2. Opportunism

· Cases already encountered : moral hazard, hold-outs, agency problems

· Towards a general characterisation

3. Good faith

4. Trust

FURTHER READING

Besides the readings indicated in the materials, on good faith consult Zimmerman, Reinhard and Simon Whittaker (eds), Good Faith in European Contract Law, Cambridge, Cambridge University Press, 2000; on trust you may refer to Gambetta, Diego (ed.), Trust - Making and Breaking of Cooperative Relations, Oxford, Basil Blackwell, 1988; Cook, Karen S. (ed.), Trust in Society, New York, Russell Sage Foundation, 2003; Hardin, Russell (ed.), Distrust: Manifestations and Management, New York, The Russell Sage Foundation, 2004; Hardin, Russell (ed.), Trust and Trustworthiness, New York, The Russell Sage Foundation, 2004.
Topic 6
Uncertainty, risk and insurance

Focus

Uncertainty and risk are present in virtually all situations in which economic actors must make decisions. Following Frank Knight it has become customary to distinguish between uncertainty, in which only subjective assessments of the likelihood of some event are available, and risk, where we dispose of statistics allowing us to estimate a frequency distribution and hence assess the likelihood of the event in an apparently more reliable manner. The distinction has been questioned. Various responses to uncertainty and risk are available, some through the market, in as much as people vary in their ability and willingness to cope with them.

Insurance is one response to risk. We discuss how it arose, how it functions – pooling, diversification – and the perversities – moral hazard and adverse selection – it must be shielded from to be viable. Insurance may occur in a range of forms many of which do not bear the name. The insurance mechanism helps clarify (aspects of) a number of legal rules besides the formal insurance contract, such as expropriation (eminent domain), the compensation paradox, commercial risk, bankruptcy and the cost of credit.

READINGS 

Mandatory

· Goldberg-Readings, pp. 24-34

Recommended possible further readings

· Cooter/Ulen 2003, pp. 49-55

· Friedman 2000, pp. 63-73

· Wittman, Donald, Economic Foundations of Law and Organization, Cambridge, Cambridge University Press, 2006, Assurance : ch. 27, 257-268
OUTLINE

1.
Elements of insurance

· Mutualisation

· Categories

· The cost of insurance

· Foundations of insurance

2.
Perversities

· Adverse selection (ex ante)

· Moral hazard (ex post) 

3.
Applications

FURTHER READING

Hargreaves Heap, Shaun, Martin Hollis et al., The Theory of Choice - A Critical Guide, Oxford, Blackwell, 1992, ch. 4, pp. 51-61.

Wildavsky, Aaron, Searching for Safety, New Brunswick (USA) and London (UK), Transaction Books, 1988 (A classic on what policy questions to do with human life and safety)

Topic 7-8
Discussion of the Malibu case

The General Motors Malibu Fuel Tank case

http://www.safetyforum.com/gmft/ 

http://www.safetyforum.com/articles/      (GM Fuel Tanks)]

A jury decided that the fuel tanks on the 1979 Chevrolet Malibu were placed too close to the rear bumper. GM rejected a $9 per car fix knowing the dangers involved with the design. A mother, a family friend, and four children, ages 6 to 15, all suffered second- and third-degree burns in the fiery explosion which ensued after this vehicle was struck from behind.

Crash and Burn: GM Adding Fuel to Fires

The formula for fire is at hand whenever a motor vehicle crashes: leaking gas, oxygen, and a spark to ignite them.  Once ignited, fires in vehicles are particularly deadly, because most passenger compartments are constructed and lined with fast-burning plastics that emit toxic smoke.  Auto engineers have probably known about the problem of crash-ignited fires ever since the invention of the internal combustion engine.  And for decades they have known how to solve it.

Instead of solving the problem, General Motors has spent the past 27 years concealing what it knew from regulators, the courts and the public.  That quarter century of deception and secrecy is now coming to an end.  Courtroom disclosures that have chipped away at GM's wall of secrecy have slowly revealed not only what auto engineers have long known, but also how auto manufacturers weigh the costs of implementing safety designs and the lengths to which they will go to avoid accountability for their safety design decisions.  Angered by these revelations, juries are giving mega-awards to the victims of crash fires, including the largest ever in American jurisprudence, $4.9 billion.

It's estimated 20,600 passenger cars catch fire in crashes each year, killing 1,100 persons and  injuring 3,200 seriously.  GM estimates that between 300 and 500 people a year are killed in fires that erupt in its vehicles when they crash.  That estimate dates from 1973, when it was the first assumption in the now-infamous "Ivey Memo."

History of a Secret

Edward C. Ivey, a mechanical engineer in GM's Oldsmobile division in 1973, prepared his two-page memo to help managers "figure out how much Olds could spend on fuel systems" safety.  Ivey assigned a "value" of $200,000 to each of the up to 500 people who burned to death annually in GM cars, concluding that the deaths cost $2.40 per car on the road.  The callous reasoning:  if GM could install a safer fuel tank for $2.40 per car or less, it stood to save money; anything more meant it was cheaper to pay for the deaths than to save lives.  GM calculated it would cost $8.59 per car to protect fuel tanks in crashes – a net safety "cost" of $6.19 per car to save lives.

Ivey's report was distributed to senior management.  Internal crash test reports showed 16 failures or near failures even after GM told the federal government that its car met the fuel tank standard (see below).  Meanwhile, GM fuel tanks continued to rupture in roadway crashes and turn vehicles into infernos.  In 1980, for example, two children were killed and one severely burned when a new Chevrolet Malibu was rear-ended and exploded in flame.  GM settled out of court and destroyed the car.

Ivey was questioned by a GM defense attorney in 1981 about his memo and its use by GM managers.  The attorney later wrote:  "Obviously Ivey is a not an individual whom we would ever, in any situation, want to be identified to (plaintiffs)…and the documents he generated are undoubtedly some of the potentially most harmful and most damaging were they ever to be produced."

That became bedrock GM policy.  GM managed to hide the lawyer's interview memo until 1998 when a Florida state judge ordered it into evidence.  That case involved two children burned to death in 1991 when a small utility trailer ran into a 1983 Oldsmobile station wagon at low speed and punctured its fuel tank.  Together, the GM documents revealed that Ivey had lied in previous trials about GM's knowledge of fuel tank hazards and the corporation's use of his 1973 cost analysis.  In ordering GM to produce the evidence, the judge wrote:  "This Court advised General Motors that it is not 'big enough to thumb its nose at the court,' and that it is not 'big enough to interfere with the orderly administration of justice,' and that it is not 'big enough to obstruct justice or conceal evidence.'"  The jury awarded the family $33 million.

GM had repeatedly tried–and continues--to quash motions requesting the evidence and to seek protective orders based on claims that the documents are protected by attorney-client privilege.

GM's behavior was judged again in 1999 when the same GM documents, now public, were introduced in a California lawsuit over a Christmas Eve 1993 crash in Los Angeles, when a 1979 Malibu was rear-ended and six victims were severely burned, including an 11-year old girl whose hand was burned off and her face, legs and arms scarred for life.  Analysis showed that had the car not burst into flame, injuries would have been limited to two broken legs.  In addition to $107 million in actual damages, the jury hit GM with $4.8 billion in punitive damages, the largest personal injury verdict in history. (The trial judge subsequently reduced the punitive award to $1.09 billion.)

The Unsafety Standard

The National Highway Traffic Safety Administration adopted its fuel tank safety standard (FMVSS 301) in 1968 and expanded its coverage in 1975. Its narrow focus seeks to limit fuel spillage in frontal, rear-end, side impact and roll-over collisions involving cars, light trucks and buses, multi-purpose vehicles and school buses.  Testing under the standard is done with a movable crash barrier.  It has serious flaws:

• Tests are done at 20-30 miles per hour, not highway speeds.

• Tests fail to consider real-world crash events, including underride and override and impacts at various angles.

• Tests do not include crashes between higher or lower weight cars.

Tanks That Don't Start Fires

The gas tank that erupted in flames in the 1993 Los Angeles crash was barely 11 inches from the Malibu's back bumper.  Engineers have known for decades how to protect fuel tanks from leaking in most crashes:

• Locate them away from the "crush" zone behind the rear axle.

• Situate them over the car's rear axle and within the vehicle's protective frame

• Keep them away from protruding objects likely to puncture them, or put shields on such objects.

• Install a shield to protect the tanks from crash forces.

• Configure and construct tank filler necks that won't rupture or break from the tank in a crash

• Install safety "check valves" that prevent gasoline from siphoning out of fuel tanks after a crash  (See News Release, March 10, 2000)

Conclusion

If automakers are to be held accountable for their safety design decisions, it is imperative that attorneys who bring lawsuits make every effort to resist secrecy agreements and confidentiality orders.  It is only by insisting that information be brought to light that attorneys can assure that future cases defending consumers' rights to safe vehicles will not be litigated in the dark.

(03/23/00)

 [In the 1970s the United States have gone through a similar case, known as the Pinto affair (Grimshaw v. Ford Motor Co., 119 Cal. App. 3rd 757, p. 800; 174 Cal. Reptr. 348 (1981) pp. 358, 376). Simplifying somewhat, the facts are as follows. responding to consumer pressure and competition from imported cars, Ford had designed the first American-made small cars. Before putting the car into production, a study was done to determine how much of a hazard this car posed in case of a rear-end collision. To cut costs it had been designed without a special safety valve in the gas tank. The study estimated statistically that on 12,5 million cars, 180 deaths and 180 cases of serious injury were likely to occur. Based on a study of damage awards by the courts, deaths were estimated to cost $200,000 and injuries at $67,000 per victim. Material damage to the cars involved in accidents was estimated at $700 per car. The total cost of such statistically foreseeable damages amounted to $49.5 million. The damages could be prevented by installing in all of the $12.5 M cars a safety valve in the gas tank. If done at this large scale the cost of that operation would be $11 per car, for a total of $137 million. 


One victim of a Pinto accident sued Ford Motor Co. in California, where the civil jury exists. The jury imposed $127.8 M in punitive damages on the company. On appeal, this amount was reduced to six million. 

(The full story of the Pinto saga is told in Schwartz, Gary T., “The Myth of the Ford Pinto Case”, (1991) 43 Rutgers Law Review 1031-1068)]

Topic 9-10.
Misunderstandings and their prevention; the duty to inform/disclose

Focus

Contracts are supposed to procure gains to each of the contracting parties. What constitutes a gain for a party is normally best decided by the party itself. That decision may be flawed because based on incorrect information, or it may be expressed imperfectly or not all (to save transaction costs, for instance). In such and similar cases, a party may not at all get from the contract what it expected (and perhaps was entitled to expect) and such mishaps may lead it to be cautious in concluding further contracts. The caution may in the aggregate slow down the economy. This shows why it would seem interesting to avoid such misunderstandings. Traditional legal doctrines provide a variety of headings under which the misunderstanding may be addressed, either by voiding the contract, or, on the contrary, by forcing the parties to stand by it. Can Law and Economics do better?

One source of misunderstanding is asymmetry of information between the contracting parties. Misunderstandings could be avoided if the better informed party were always to inform the other one. But to put a general duty to inform one’s contracting partner would deflate a « good deal » one has spotted and hence impede the movement of goods from lesser to higher valued uses. In other instances, it will no longer be appealing to develop information if one must share it and is not allowed to enjoy the fruits of those endeavours. How shall we set general rules regarding the duty to impart information to one’s (prospective) contracting partner?

READINGS 

Mandatory

· De Geest, Gerrit, Bart de Moor and Ben Depoorter, “Misunderstandings between Contracting Parties: Towards an Optimally Simple Legal Doctrine”, (2002) 9 Maastricht Journal of European and Comparative Law (DeGeest-et-al_Misund2002.pdf)
· Kötz, Hein, “Precontractual Duties of Disclosure: A Comparative and Economic Perspective”, (2000) 9 European Journal of Law and Economics 5-19; (Kötz_OblDisclos2000.doc)

Recommended

· Craswell, Richard, “Taking Information Seriously: Misrepresentation and Nondisclosure in Contract Law and Elsewhere”, (2006) 92 Virginia Law Review 565-632 (Craswell_TakInfoSeriously2006.pdf)

OUTLINE

1. Contract formation according to traditional scholarship

2. Traditional doctrines used to justify rules concerning misunderstandings (in Belgian law)

· Mistake concerning the object of the contract

· Legitimate expectations

· Tacit acceptance

· Contract interpretation rules

· Rules of estoppel

3.
The law and economics take on the questions of misunderstanding: cheapest cost avoider logic and, in some cases, its special form of countering opportunism: an examination of the different case contexts put forth by De Geest et al.

4.
The duty to disclose – the economics of information once more

FURTHER READING

The classic piece on the obligation to inform is Kronman, Anthony T., “Mistake, Disclosure, Information and the Law of Contract”, (1978) 7 Journal of Legal Studies 1-34; the appropriateness of imposing duties of disclosure has been examined in Musy, Alberto M., Disclosure of Information in Pre-contractual Bargaining - a Comparative Analysis, University of California at Berkeley LL.M thesis, 1995 http://www.jus.unitn.it/cardozo/Review/Contract/Musy-1995/musy1.htm.

Topic 11-12.
Object, price and other terms; public order/policy and paternalism

Focus

The essence of the contract is what each of the parties is to provide and under what conditions (object, price and other terms). Ordinarily parties are best left to specify this for themselves. In a variety of circumstances, though, legal rules prohibit certain objects or terms of contract, allow review of certain prices or other terms of the contract (such as restrictive covenants), or render contracts entered into voidable. Should contracts be reviewable merely on the alleged inequity of the agreed price (under such headings as unconscionability, lesion/laesio enormis)? If so, what signals does this send out to prospective contracting parties? Public order/policy considerations are often given as reasons for such restrictions. What sense would law and economics give to that term? Can we be sure that we are not facing straightforward paternalism in a modern guise? Precisely what is meant by paternalism and when might it be justified, if at all? If it is, can formalism in contract be a response? When unforeseen circumstances modify the desirability of the contract for one of the parties, or both, or even the viability of performance, should the court accept to revise the contract (doctrine of imprévision; hardship) or excuse one of the parties (doctrine of frustration), or should it enforce the terms as agreed?

READINGS 

Mandatory

· Thaler, Richard H. and Cass R. Sunstein, “Libertarian Paternalism”, (2003) 93 American Economic Review 175-179 (Thaler-Sunstein_Paternal2003.pdf)

· Glaeser, Edward L., Paternalism and Psychology, Harvard Institute of Economic Research, Discussion Paper Number 2097, 2005; (Glaeser_Paternalism-Psych2005.pdf)

· Goldberg-Readings, pp 201-207:

· Aivazian, Varouj A., Michael J. Trebilcock and Michael Penny, “The Law of Contract Modifications: The Uncertain Quest for a Bench Mark of Enforceability”, (1984) 22 Osgoode Hall Law Journal 173-212

OUTLINE

1.
Public order/policy – what does it mean?

· Maintaining a competitive market order

· Discouraging opportunism

2.
Paternalism, soft, hard and very hard (social perfectionism)

2.
Restrictive covenants

3.
Unforeseen circumstances 

FURTHER READING

Buckley, Frank H., Just Exchange - A Theory of Contract, London, Routledge, 2005 devotes the entire chapters 5-7 to the question of different forms of paternalism and the conditions, if any, on which they might be justified.

Trebilcock, Michael J., “The Doctrine of Inequality of Bargaining Power: Post-Benthamite Economics in the House of Lords”, (1976) 26 University of Toronto Law Journal 359-385 comments on the Macaulay case before the House of Lords, in which a clause tying an initially unknown song writer to a music publishing house is struck down as unconscionable.

 [On restrictive covenants ]  Two American economists comment on studies tending to show, remarkably, that non-competition clauses, valid in Massachusetts, but invalid in California, have tended to slow down innovation in the former to the benefit of the latter : Boldrin, Michele and David K. Levine, Against Intellectual Monopoly, 2005

http://levine.sscnet.ucla.edu/general/intellectual/against.htm
http://www.econ.umn.edu/%7Emboldrin/aim.html (ch. 8) referring to Saxenian, Annalee, Regional Advantage: Culture and Competition in Silicon Valley and Route 128, Cambridge, Mass., Harvard University Press, 1994. See also Saxenian, Annalee, The New Argonauts: Regional Advantage in a Global Economy, Cambridge, Mass., Harvard University Press, 2006. 

Topic 13-14.
Warranties, strict liability and misuse by client; the contract-tort boundary 

Focus

On a law and economics view, warranties have several functions. First, they have an insurance function, in that they ensure purchasers that they will receive a good or service of the quality promised. Second, since it is costly to provide warranty for goods or services that do not have the requisite quality, the availability of warranty signals to customers that the seller is sufficiently confident of the quality of his wares to offer it, which is turn should convince customers that they should be willing to pay a higher price for those wares. Of course, the signal will only work if customers can be confident that the seller will be around by the time the warranty may have to be exercised (some sellers are fly-by-nights; some go bankrupt) and the seller will effectively honour it, i.e. not renege or put up so much resistance as to make the warranty to all intents ineffective. Warranties in effect create a form of strict liability guarding against delivery of non-conforming goods or services. Where deficiencies are not currently discoverable by known means one could not impute negligence to a seller or manufacturer who had not prevented them from arising. One further question to examine is what is gained by comparison with a regime allowing an absence-of-negligence defence for the manufacturer. We may still find it advantageous to create incentives to engage in research that may discover ways of preventing such deficiencies. Of course, commercial advantage, supported by advertising that highlights a newly found safety feature or other discovery avoiding an earlier deficiency, already provides such an incentive. Warranties, in their third or incentive function, may strengthen it. Since warranties provide something akin to an insurance one must wonder whether the usual perversities of adverse selection and moral hazard are likely to arise, and whether the law provides rules to counter these. Moreover, since there is no free lunch and consumers foot the bill of all these benefits, one may wonder whether the law provides more of them than the majority of consumers would really want (a public choice perversity) and if so, what responses would be appropriate.

READINGS 

Mandatory

· Cavaliere, Alberto, “Product Liability in the European Union: Compensation and Deterrence Issues”, (2004) 18 European Journal of Law and Economics 299-318; (Cavaliere_ProductLiab-EU2004.pdf)

Recommended

· EU Directive 85/374/EEC of 25 July 1985 on the approximation of the laws, regulations and administrative provisions of the Member States concerning liability for defective products, OJ L 210, 7.8.1985

· EU Directive on certain aspects of the sale of consumer goods and associated guarantees (Dir_1999_44-EC.pdf)

· Parisi, Francesco, The Harmonization of Legal Warranties in European Law: An Economic Analysis, George Mason University School of Law paper no 01-20, 2001; (Parisi_LegalWarrantiesEU2001.pdf) Read pp. 19-end, skim rest

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=276993 
OUTLINE

1. The law of warranties: balancing opportunism on either side

2. The insurance function

3. The signalling function

4. The incentive function

5. Do we have the right level of warranties? 

FURTHER READING

Priest has written two foundational pieces on warranties (Priest, George L., “Breach and Remedy for the Tender of Nonconforming Goods under the Uniform Commercial Code: An Economic Approach”, (1978) 91 Harvard Law Review 960-1001; Priest, George L., “A Theory of Consumer Product Warranty”, (1981) 90 Yale Law Journal 1297-1352, excerpts in the Goldberg reader at pp. 174-184). In the latter piece, he relates evidence to show that mandatory warranties are more extensive than consumers need. In later work, Priest has submitted that the tendency by the American court system to impose extensive liabilities has created an insurance crisis on such proportions that certain activities are no longer insurable and are not undertaken. On that insurance crisis : Priest, George L., “The Current Insurance Crisis and Modern Tort Law”, (1987) 96 Yale Law Journal 1521-1590; Trebilcock, Michael J., “The Social Insurance-Deterrence Dilemma of Modern American Tort Law: A Canadian Perspective on the Liability Insurance Crisis”, (1987) 24 San Diego Law Review 929-1002;

Topic 15-16.
Discussion of cases 

Question

Landes, Elisabeth M. and Richard A. Posner, “The Economics of the Baby Shortage”, (1978) 7 Journal of Legal Studies 323-348

Background reading:

Donohue III, John J. and Steven D. Levitt, “The Impact of Legalized Abortion on Crime”, (2001) 116 Quarterly Journal of Economics 379-420 

Donohue III, John J. and Steven D. Levitt, “Further Evidence That Legalized Abortion Lowered Crime: A Reply to Joyce”, (2004) 39 Journal of Human Resources 29-49

Charles(K), Kerwin Kofi and Melvin Stephens, “Abortion Legalization and Adolescent Substance Use”, (2006) 49 Journal of Law and Economics 481-505; 
Currie, Janet and Erdal Tekin, Does Child Abuse Cause Crime?, NBER Working Paper No. 12171, 2006; http://www.nber.org/papers/w12171 

Ozbeklik, Serkan, The Effect of Abortion Legalization on Teenage Out-Of-Wedlock Childbearing in Future Cohort, IEPR WORKING PAPER 06.50, 2006; http://ssrn.com/abstract=905311 

Sen, Anindya, Does Increased Abortion Lead to Lower Crime? Evaluating the Relationship between Crime, 2002 (Master’s thesis - Univ. of Waterloo); 

http://socserv.mcmaster.ca/bjerk/PublicPapers/AnindyaSen1.pdf 

Topic 17.
Non-performance; impossibility, risk allocation

Focus

Contracts may not be performed because performance has become physically impossible or because a change of circumstances has made it very significantly more onerous to the party who is to perform or less interesting to the beneficiary of the performance. What concerns us here are circumstances not under the control of the parties, so that the prevention logic has no bearing on the problem and we are left with an insurance problem. Since unforeseen circumstances are a fact of life, one must expect this insurance burden to be allocated up front, even though this may be done tacitly and may lead to tricky interpretation problems, when problems arise after the fact. The burden of risk factors into the terms on which parties are willing to enter into the contract (hence the gains the expect from it). Shifting risk burdens after the fact may amount to depriving a party of gains it could normally expect from the contract and hence interfere with the Pareto gain that any contract is to procure. By contrast, if one party was saddled with a particular risk and the risk subsequently materialises, it will not be heard to complain that it did not get the expected gain: the risk was part of the deal. In some instances, the victim of breach may initially agree to a change (in price for instance) to take account of changed circumstances, but then later sue for restitution on the grounds that the risk was to be borne by the other party. Legally, the party who is made to bear the risk will not get its preferred option in litigation.

READINGS 

Mandatory

· Goldberg-Readings, pp. 212-235, with excerpts from
· Posner, Richard A. and A.M. Rosenfield, “Impossibility and Related Doctrines in Contract Law An Economic Analysis”, (1977) 6 Journal of Legal Studies 83-118
· Goldberg, Victor P., “Impossibility and Related Excuses”, (1988) 144 Journal of Institutional and Theoretical Economics 100-116
· Goldberg, Victor P., “Price Adjustment in Long-Term Contracts”, (1985) Wisconsin Law Review 527–543

OUTLINE

1. An insurance problem – how to find the cheapest risk bearer

2. Hadley v. Baxendale, (1854) 9 Ex 341, 156 Eng. Rep. 145

3. Goebbel v. Lynn (47 Mich 489, 11 N.W. 284 (1882)

Topic 18.
Breach and damages; punitive damages

Focus

For contracting partners to enter confidently into agreements, it may be helpful to have, beside their own prudence in choosing contracting partners and the reputation of the latter, the option of having sanctions imposed in case of breach (non-performance). In common law countries, the foremost remedy is damages; in civil law countries, it is one of the options and apparently one preferred amongst parties engages in business dealings. If the damages remedy is to have the appropriate incentive effect, how are the damages to be set. In common law (but remarkably not in civil law countries) there is lively debate about whether the victim of a breach should get as damages for costs incurred in reliance on the contract’s being performed normally, or whether the victims should be put in the position they would have had, if the contract had been suitably performed, i.e with the profit they would have made. The choice is important because both the breaching party and the victim can undertake actions to minimise the losses due to breach and hence the law should give both of them, if possible, suitable incentives for such behaviour.

Punitive damages are considered in most civil law countries as private penalties, that have no place in the civil law. Civil law should compensate the losses sustained and possibly the gains of which one is deprived, but no more. Do punitive damages necessarily break with this logic. To decide, it may be helpful to look at the circumstances in which punitive damages can be imposed.

READINGS 

Mandatory

· Goldberg-Readings pp. 77-98, with excerpts from 
· Fuller, Lon L. and William Perdue Jr., “The Reliance Interest in Contract Damages”, (1936) 46 Yale Law Journal 52-96, 373-420

· Bishop, William, “The Contract-Tort Boundary and the Economics of Insurance”, (1983) 12 Journal of Legal Studies 241-266

· Birmingham, Robert L., “A Note on the Reliance Interest”, (1985) 60 Washington Law Review 217-266 

Recommended

· Hatzis_Civil-Law2003.pdf (read pp. 21-end 
· Bishop, William, “The Choice of Remedy for Breach of Contract”, (1985) 14 Journal of Legal Studies 299-320 

· Friedman, David D., « An Economic Explanation of Punitive Damages », (1989) 40 Alabama Law Review 1125-1141
OUTLINE

1. How should damages for breach be set

· Reliance damages

· Expectation damages

· The compensation paradox (Cooter)

2. Punitive damages
· Actual use

· Damages hard to assess

· Few victims sue

· Intentional harms

· Do punitive damages fit within a civil (as opposed to criminal) law logic

FURTHER READING

Cooter, Robert D., “Punitive Damages, Social Norms, and Economic Analysis”, (1997) 60 Law and Contemporary Problems 73-91 (http://www.law.duke.edu/shell/cite.pl?60+Law+&+Contemp.+Probs.+73+(Summer+1997 ) (Cooter argues that while it may appropriate to allow jury emotions to decide on the need for punitive damages, the courts should strict guidelines on how these are to be assessed).

Polinsky, A. Mitchell and Steven Shavell, “Punitive Damages: An Economic Analysis”, (1998) 111 Harvard Law Review 869-962 (this is the classic piece on punitive damages. One of the controversial theses it puts forth as punitive damages are inappropriate against corporations)

Topic 19.
Damages vs specific performance; penalty clauses

Focus

Law and economics scholarship has devoted considerable energy to the question of whether the victims of a breach of contract can force performance through the courts (specific performance) or should content themselves with damages. The matter is hotly debated in common law jurisdictions, as is the related question of whether parties can force performance ex ante by inserting a penalty clause in the contract, where the stipulated amount substantially exceeds the foreseeable damage or, in cases where the stipulating party might be liable, is substantially below foreseeable damage. The common law courts have been reluctant to grant more than the liquidated damages, avoiding clauses stipulating more. Similarly, courts in common law jurisdictions generally will not order specific performance, but merely grant damages in case of breach. Yet in civil law jurisdictions, specific performance is considered the normal sanction of non-performance and penalty clauses have historically been considered valid, and have only recently been rendered reviewable where penalties are excessive or insignificantly low. As part of this debate, it has been argued that the business community may prefer not to exercise specific performance against an unwilling party, and rather settle for damages, cut the ties and do business with different persons. Listokin’s piece seems to go against this current. 

The legal reasons behind these policies in the common law are debated. What is the law & economic take on these questions?

READINGS 

Mandatory

· Ulen, Thomas S., Specific Performance, in: The New Palgrave Dictionary of Economics and the Law, Vol. 3, Peter Newman (ed.), London, MacMillan, 1998, pp. 481-485; (Ulen_SpecPerf-Palgrave1998.doc
· Listokin, Yair Jason, “The Empirical Case for Specific Performance: Evidence from the Tyson-IBP Litigation”, (2005) 2 Journal of Empirical Legal Studies 469–493; (Listokin_SpecPerform2005.pdf) (If you are pressed for time, read I, II, IV and the conclusion, and skim the rest)
Recommended

· Goldberg Readings, pp. 152-163, including an excerpt of 
· Clarkson, Kenneth W., Roger LeRoy Miller and Timothy J. Muris, “Liquidated Damages versus Penalties: Sense or Nonsense?” (1978) 1978 Wisconsin Law Review 351-390 

· Schwartz, Alan, “The Case for Specific Performance”, (1979) 89 Yale Law Journal 271-306
OUTLINE

1. The law on specific performance (vs damages) and on penalty clauses

2. Specific performance

a. Subjective value of performance vs judicial tariff (damages)

b. Risk of opportunism

3. Penalty clauses

a. Reduction of transaction costs

b. The signalling function

c. The risk of opportunism

4. What conclusions to draw from the Listokin study 
Topic 20.
The efficient breach controversy

Focus

Law and economics scholarship has held, referring back to traditional American legal thinking as attributed to Mr Justice Homes (The Path of the Law, (1897) 10 Harv. L.Rev. 457-478 at 462), that where a party breaches a contract in order to deliver performance to a third person, the courts should content themselves with ordering the breaching party to pay the exact damages to the victim and not otherwise attempt to frustrate the scheme (‘efficient breach’). Law and economics scholars have explained this policy by pointing out that if the third person is willing to pay so much more than the initial contracting party that the latter can be fully indemnified and that a profit is available for the breaching party, surely the performance in question has moved to its highest valued use. Many scholars have had misgivings about this result, judging that it may encourage immoral or at least opportunistic behaviour. Against this, the reputational effects must be taken into consideration: the victim of such ‘efficient breach’ may not want to do business with the breacher again; this would tend to limit the gains from the apparently efficient breach, making it less attractive, if at all; moreover, the victim perhaps may have been willing to improve his offer to stave off the efficient breach. What is the current state of the debate on efficient breach?

READINGS 

Mandatory

· Hatzis, Aristides N., Civil Contract Law and Economic Reasoning: An Unlikely Pair?, New Institutional Economics Abstracts, Working Paper Series, Vol. 1, No 6: October 31, 2005, (Read pp. 17-20)

http://papers.ssrn.com/paper.taf?abstract_id=661661  (Hatzis_CivilContr-EconReas2005.pdf) 
· Simon, Julian L., “An Almost Practical Solution to Airline Overbooking”, (1968) 2 Journal of Transport Economics and Policy 201-202  (SimonJ_AirlineOverbook1968.pdf)
· Simon, Julian L., “The Auction Solution to Airline Overbooking: The Data Fit the Theory”, (1977) 11/3 Journal of Transport Economics and Policy 277-283 (SimonJ_Overbook-DataFit1977.pdf)
· Simon, Julian L., “The Airline Oversales Auction Plan: the Results”, (1994) 28 Journal of Transport Economics and Policy 319-323 (SimonJ_AirlineOverbookJTEP1994.pdf)
OUTLINE

1. What efficient breach is

2. Can efficient breach produce a Pareto gain?

3. Will it necessarily produce one and who should judge, parties or the court?

FURTHER READING

Perillo, Joseph M., “Misreading Oliver Wendell Holmes on Efficient Breach and Tortious Interference”, (2000) 68 Fordham Law Review 1085 (argues that Holmes, whose The Path of the Law, (1897) 10 Harv. L.Rev. 457-478 is usually taken to be the source of the doctrine of the efficient breach, has been misread.)

Topic 21.
Consumer protection; adhesion contracts; abusive clauses

Focus

All countries protect consumers more than other contracting parties. This has been true from the earliest of times. Before the advent of the consumer protection movement, civil law jurisdiction used to make distinctions between merchants and civilians. For instance, civilians had to procure a writing in order to prove contracts of a certain importance and were restricted in what they could by testimony. What is special about consumers? Surely all of us are consumers at times. How is it that we play by ordinary rules in our professional capacities and yet are thought to be in need of protection when we act as consumers?

From a law-and-economics viewpoint, the difference is that the consumer is a small-scale and often non-repeat player. For what is at stake in a consumer transaction, not much information gathering can be justified and consumer decision-making may be subject to the constraints of bounded rationality, in particular as regards complex aspects, involving intricate contract clauses or small probabilities (Recall the economics of prevention: you only take preventive steps whose cost can be justified in terms of the cost of prospective mishaps prevented). This would tend to make consumers relatively vulnerable to opportunism; knowing this many consumers might be reluctant to engage in transactions with merchants they do not know/have no repeat dealings with. Consumer protection may then improve welfare by reducing the optimal prevention-risk trade-off for many consumers without cutting out, for more than a few of them, the possibilities for sharper deals. This would tend to promote trade. 

By the same token, the cost of enforcement procedures cannot usually be justified for what is at stake in consumer transaction. This would mean that contracts will be performed mostly under pressure from reputational effects and would again underscore the risk of opportunism. 

Of course, where consumers are protected from various hazards they might otherwise be exposed to – caveat emptor being pushed to one side – one must be wary of moral hazard on the consumer’s part. We examine whether these considerations can justify consumer protection as it now stands.

READINGS 

Mandatory

· Goldberg-Readings, pp. 169-184, including excerpts from

· Goldberg(Vic), Victor P., “Institutional Change and the Quasi-Invisible Hand”, (1974) 17 Journal of Law and Economics 461-492

· Priest, George L., “A Theory of Consumer Product Warranty”, (1981) 90 Yale Law Journal 1297-1352

Recommended

· EU Directive on unfair terms in consumer contracts (Dir_1993 13-JOL_L95.pdf) 

OUTLINE

1. The consumer’s plight

2. Caveat emptor?

3. Substantive correctives

· Information measures

· Regulation of standard contracts/clauses

· Lesion

4. Procedural correctives

· Class action

· Small claims court

· Punitive damages

FURTHER READING

Buckley, Frank H., Just Exchange - A Theory of Contract, London, Routledge, 2005 (Chapter 8, pp. 136-156, on Substantive fairness, is particularly relevant here).

Topic 22.
Contracting on the Internet

Focus

What is different about internet contracting? Several things are immediately obvious. Internet transactions that concern us here usually involve consumers, who are not face to face with the merchant and cannot normally inspect whatever they are purchasing before entering into the agreement. At the same time, consumers can now pursue more easily their particular preferences: where, in the physical distribution chain, a relative uniformity had to be imposed in order for scale economies to be accessible, these constraints fall by the wayside in internet distribution and the ‘long tail’ of consumers are no longer forced (or at least less) into standardised options (Anderson – The long tail – Selling more of less). Moreover, these transactions may well cross national boundaries and involve foreign languages and legal systems. At times, structures set up under older distribution technologies annoyingly restrict extension of internet contracting (Try buying Italian music from iTunes-Italy if you do not live and have a bank account in that country). Psychological research has shown that people do not absorb information presented to them on computer screens with the same acuity as they apply to traditional documents (Nielsen et al paper). What particular features do these considerations suggest for internet contracting and what points if any warrant special attention from a legal point of view?

READINGS 

Mandatory

· Katz, Avery Wiener, Contract Law in the Age of the Internet: An Economic Perspective, unpublished paper, 2004 (Katz_ContractLaw-Internet2004.pdf)
http://www2.jura.uni-hamburg.de/le/Katz.pdf ;
 http://www.columbia.edu/~ak472/#Papers (This paper is a bit long, but restates many things we have already discussed; if you are pressed for time, skim Sct 1 and 2, and read 3 and the conclusion in more detail)
Recommended

· Anderson, Chris, The Long Tail, Hyperion, 2006, reviewed in (2004) 12/10 Wired (AndersonC_LongTail2004.doc) (10 p.)

http://www.wired.com/wired/archive/12.10/tail_pr.html 
· Nielsen, Jakob, PJ Schemenaur and Jonathan Fo « Writing for the Web », 

http://www.sun.com/980713/webwriting (dealing with the specifics of internet reading and what can be done to improve understanding by those who read on the screen)

OUTLINE

1. The specific features of internet contracting

2. What the market and the law do to accommodate these

3. Is new regulation called for and feasible (considering national boundaries)?

FURTHER READING

There is a great deal of literature on the subject, not all of it very helpful, but if you are interested, have a look at Lessig’s books (Lessig, Lawrence, Code and Other Laws of Cyberspace, New York, Basic Books, 1999, second ed. 2006; The Future of Ideas - The Fate of the Commons in a Connected World, New York, Random House, 2001; Free Culture: How Big Media Uses Technology and the Law to Lock Down Culture and Control Creativity, New York, Penguin, 2004) ; Benkler, Yochai, The Wealth of Networks: How Social Production Transforms Markets and Freedom, New Haven, Yale University Press, 2005; Elkin-Koren, Niva and Eli M. Salzberger, Law, Economics and Cyberspace - The Effects of Cyberspace on the Economic Analysis of Law, Cheltenham, Edward Elgar, 2003

Topic 23-24.
Discussion of cases

Question

1.
In a well known Canadian Supreme Court decision, Agricultural Chemicals Ltd. v. Boisjoli, [1972] S.C.R. 278-284 (on appeal from [1969] B.R. 383), an illiterate farmer orders from Agricultural Chemicals Ltd, for use on his own land, five tons of a fertiliser product which he had never used before. He his an experienced grower, rotating his crops.


The farmer orders the product from the, in preparing the type-written order form (in nine copies), by mistake enters a fertiliser product which appears on the next line. He made the farmer sign the order and take the copy to the livery department. The farmer takes delivery, applies it to his land and as a result loses his crop. He intended to purchase potassium sulphate; what he got was ammonium nitrate. He sues the company for damages. 


[Part of the decision deals with an exclusion of liability clause, which the Court puts aside as without effect, since no valid contract was formed, there being a fatal mistake about the object to be sold.]


The majority of the Court award Boisjoli the totality of the damages claimed. In a dissenting opinion, Mr Justice Pigeon observes that the company was unaware of Boisjoli’s handicap and, as illiterate people now form an infinitesimal proportion of the population, it is incumbent upon them to take the necessary precautions to compensate for their lack of education. This argument is in his view all the more compelling since it was the first time the plaintiff used the fertiliser in question. Mr Justice Pigeon would have split liability half-half between the parties. 


Comment from the perspective of the economic analysis of law.  Would your conclusions have been different if Boisjoli had been blind? Or if he had identified himself as illiterate? Does it matter what percentage of the population in the region is illiterate? Does the quantity ordered matter? Does the danger of mistakes in applying the fertiliser matter? Does it matter that warnings and instructions on how to apply are printed in big letters on all of the fertiliser bags? Does it matter that the texture of the fertiliser is very different from that which the farmer used before?


The French Cour de cassation decided differently in a comparable case : Civ. 25/7/1898, S. 1899. I.74.

2.
Comment, from a law and economics point of view, on whether gestational surrogacy contracts should be legally valid. (Gestational surrogacy contracts provide for a form of artificial insemination whereby a woman’s fertilised egg is implanted in the surrogate woman’s uterus and carried to birth, after which the natural parents (the donors of the egg and the sperm used to fertilise it) acquire the parental rights and the surrogate (and her partner, if she has one) renounces any right to the baby.


The proposal is different from the Baby M case (Baby M., In the matter of, 109 N.J. 396, 537 A.2d 1227 (N.J.1988), in which donor sperm was used to fertilise an egg belonging to the surrogate, the donor’s wife being in fertile.


[Summary of the Baby M case before the Supreme Court of New Jersey: Natural father and his wife brought suit seeking to enforce surrogate parenting agreement, to compel surrender of infant born to surrogate mother, to restrain any interference with their custody of infant, and to terminate surrogate mother's parental rights to allow adoption of child by wife of natural father. The Superior Court, Chancery Division/Family Part, Bergen County, 217 N.J.Super. 313, 525 A.2d 1128, held that surrogate contract was valid, ordered that mother's parental rights be terminated and that sole custody of child be granted to natural father, and authorized adoption of child by father's wife. Mother appealed, and the Supreme Court granted direct certification. The Supreme Court, Wilentz, C.J., held that: (1) surrogate contract conflicted with laws prohibiting use of money in connection with adoptions, laws requiring proof of parental unfitness or abandonment before termination of parental rights is ordered or adoption is granted, and laws making surrender of custody and consent to adoption revocable in private placement adoptions; (2) surrogate contract conflicted with state public policy; (3) right of procreation did not entitle natural father and his wife to custody of child; (4) best interests of child justified awarding custody to father and his wife; and (5) mother was entitled to visitation with child.


In February 1985, William Stern and Mary Beth Whitehead entered into a surrogacy contract. It recited that Stern's wife, Elizabeth, was infertile, that they wanted a child, and that Mrs. Whitehead was willing to provide that child as the mother with Mr. Stern as the father. The contract provided that through artificial insemination using Mr. Stern's sperm, Mrs. Whitehead would become pregnant, carry the child to term, bear it, deliver it to the Sterns, and thereafter do whatever was necessary to terminate her maternal rights so that Mrs. Stern could thereafter adopt the child. Mrs. Whitehead's husband, Richard,FN1 was also a party to the contract; Mrs. Stern was not. Mr. Whitehead promised to do all acts necessary to rebut the presumption of paternity under the Parentage Act. N.J.S.A. 9:17-43a(1), -44a. Although Mrs. Stern was not a party to the surrogacy agreement, the contract gave her sole custody of the child in the event of Mr. Stern's death. Mrs. Stern's status as a nonparty to the surrogate parenting agreement presumably was to avoid the application of the baby-selling statute to this arrangement.


Mr. Stern, on his part, agreed to attempt the artificial insemination and to pay Mrs. Whitehead $10,000 after the child's birth, on its delivery to him. In a separate contract, Mr. Stern agreed to pay $7,500 to the Infertility Center of New York (“ICNY”). The Center's advertising campaigns solicit surrogate mothers and encourage infertile couples to consider surrogacy. ICNY arranged for the surrogacy contract by bringing the parties together, explaining the process to them, furnishing the contractual form, and providing legal counsel.

3.
Comment, from a law and economics point of view, on whether and if so, under what conditions and with what safeguards, if any, transfer of bodily organs should be allowed as a legally binding contract.

Topic 25.
Three party relationships: mandate

Focus

In three-party relationships, the usual problems of contract are compounded in that the presence of one party may enhance the openings for the second to dissimulate opportunistic behaviour against the third. These complications may be expected in the case of trust (common law) but also in mandate (a three-party agency relationship) in civil law. What complicates matters further is that these parties are not usually present all at the same time and hence that supervision may be a problem. Because of the stealth involved in opportunism, victims may not find it easy to prove their case. The law dealing with these matters appears to reflect these concerns in that it provides for obligations on the agent to inform and to account for one’s actions and imposes a strong fiduciary duty on the agent. Various presumptions appear to be designed to simplify the evidentiary burdens when there is likelihood of opportunism. The rather opaque legal rules come to life when looked at through the lens of law-and-economics 

READINGS 

Mandatory

· Mackaay, Ejan, An economic analysis of the civil law of mandate, unpublished paper 2007 (EM_EconMandate-06.doc)

OUTLINE

1. The literature: collusion; cheapest cost avoider and opportunism

2. Principal-agent relationship

3. Relationships involving a third person (in particular undisclosed principal and apparent mandate)

FURTHER READING

Cohen, George M., The Collusion Problem in Agency Law, University of Virginia School Of Law - Legal Studies Working Papers Series, 2000

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=198909 
Rasmusen, Eric, “Agency Law and Contract Formation”, (2004) 6 American Law and Economics Review 369-409

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=271692 

The common law institution of the trust raises similar problems : see Ogus, Anthony I., “The Trust as Governance Structure”, (1986) 36 University of Toronto Law Journal 186-220.

Mackaay, Ejan, Le droit civil du mandat - Une analyse économique, in: Liber amicorum Michel Coipel, Yves Poullet, Patrick Wéry and Paul Wynants (eds), Bruxelles, Éditions Wolters Kluwer Belgique, 2004, pp. 37-52

DeMott, Deborah A., “Disloyal Agents”, (2007) 58 Alabama Law Review (forthcoming) http://ssrn.com/abstract=963193 
Topic 26.
Wrap-up: L&E of contract – 30 years on

Focus

Eric Posner has put forth the provocative thesis that after 30 years of scholarship, the law-and-economics has little to show for. It has not, in his eyes, come up with a descriptively accurate theory and frequently the conclusions it seeks to draw from economic theory are indeterminate (Think of our discussions on (the regulation of) warranties). Nor does he consider that a normatively attractive theory has been produced. Craswell, in reply, asks what the role of theory is. Is not consideration of some of the effects of legal rules (take for instance our discussions on the effects of strict liability of manufacturers or on the obligation to reveal information) enlightening? Does L&E clarify existing rules usefully, such as that of the foreseeability of damages in contract, explained as a way of dividing the risk amongst contracting partners to the cheapest cost avoiders for different aspects? Is there a more attractive theory?

READINGS 

Mandatory

· Posner, Eric A., “Economic Analysis of Contract Law after Three Decades: Success or Failure?” (2003) 112 Yale Law Journal 829-880 (PosnerE-Contract-30y.pdf)

Recommended

· Ayres, Ian, “Valuing Modern Contract Scholarship”, (2003) 112 Yale Law Journal 881-901

· Craswell, Richard, “Response - In that Case, What is the Question? Economics and the Demands of Contract Theory”, (2003) 112 Yale Law Journal 903-924 

OUTLINE

1. Eric Posner’s thesis and the evidence: merely shifting the deck chairs?

2. Really?

· Gain in clarity over traditional scholarship

· Law-and-economics as a new tool of traditional legal scholarship

· The importance of empirical studies

· Example: Opportunism in franchising study by Klick et al. 2006

FURTHER READING

Ejan Mackaay and Stéphane Rousseau, Analyse économique du droit, Paris, Dalloz and Montréal, Éditions Thémis, 2007 (forthcoming) and an English-language version, further along ...
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