Econ 522 – Lecture 13 (Oct 18 2007)
Homework 1b due Tuesday!
Over the last three lectures, we’ve developed a theory of contract law.  We said that contract law must address two fundamental questions:

· what promises are enforceable?

· what is the remedy when they are broken?

And we said that contract law can ideally accomplish six things:

· enable cooperation

· encourage disclosure of information

· secure optimal performance

· secure optimal reliance

· lower transaction costs through efficient default rules and regulations

· foster enduring relationships

We also saw that it may be impossible for a single remedy rule to set all the different incentives efficiently.  The Peevyhouse case (and the $10,000,000 sailboat example) showed there is sometimes a conflict between obtaining efficient signing and efficient breach; and the differences between Cooter and Ulen’s take on default rules and Ayres and Gertner’s showed there is sometimes a tradeoff between setting efficient default rules (to minimize transaction costs) and encouraging information disclosure.

Today we look closer at specific types of remedies for breach of contract, and at the different incentives they create.

First of all, note that 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 did – 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 benefits 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.  Of course, 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.
I haven’t yet been to a Badgers home game, and I decide I want to go to the Northern Illinois game.  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 the analysis is almost the same.

Suppose I’m a boat retailer, and I’m having a boat built that I plan to sell.  There are three different compass systems available.  I weight the pros and cons of each, and decide that compass system 1 is the best choice – it maximizes the price at which I’ll be able to sell the boat, minus the cost of the compass.  Call the value of the boat with compass 1, net of the cost of the compass system, V1.  The second-best system is system 2, which gives value V2; third-best is system 3, which gives me value V3.

So I agree with the boat builder that he’ll install system 1 on my boat.  For whatever reason, he instead delivers a boat with system 3.  It’s prohibitively expensive to swap out the compass system once it’s installed, and I still want the boat, so all that’s left is to calculate damages.
Under expectation damages, he has to make me as well-off as I expected to be under performance.  I expected a boat worth V1; he delivered me a boat worth V3; expectation damages are V1 – V3.

Under reliance damages, since I didn’t make any investments in reliance on his promise, he owes me nothing.  (If I had placed a newspaper ad for the boat, specifically mentioning the cutting-edge compass system, that ad becomes worthless and reliance damages might cover its cost.  Similarly, if I’d gone out and bought upholstery for the seats on the boat in a color that complemented the first compass system but clashed with the third one, reliance damages might cover that.)

Finally, if I had not contracted for compass system 1, my next-best alternative was system 2.  Opportunity cost damages are meant to make me as well-off as the best alternative contract, which would have given me payoff of V2 instead of the V3 I received; opportunity cost damages are V2 – V3.

In both these examples, you’ll notice that

Expectation Damages >= Opportunity Cost Damages >= Reliance Damages

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 both the examples we have done, damages were calculated using market prices – in one case, based on a liquid market for a substitute good (another football ticket); in one case, based on the resale value of a unique good (a boat).  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.

[image: image1]
(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.  Te 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.)
(Obviously, specific performance is often 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 we saw with diamond sales.)
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 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 valued 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 or pay a large penalty.  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 remedies that are expected to apply in a particular case 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.

digression

One further digression, since there’s time.  Earlier, we mentioned two types of people who are not generally able to enter into binding contracts: children, and the insane.  Someone emailed me a very reasonable question: what about the drunk?

Can a drunk person sign a legally enforceable contract, or would the fact that he was drunk get him off the hook?

Recall that the bargain theory required a “meeting of the minds” to agree to a contract, and it’s reasonable to question whether this could occur with someone who was drunk.  However, the general rule in the U.S. is this:

You have to be pretty damn drunk for the contract not to count.

OK, fine, that’s not how it’s written in the case law.  The rule is, for a contract to be unenforceable, you need to have been “intoxicated to the extent of being unable to comprehend the nature and consequences of the instrument he executed.”  Basically, not just drunk enough to have bad judgment, but drunk enough to have no idea of what you’re doing.

There’s a classic case that upheld this standard, Lucy v Zehmer, decided by the Supreme Court of Virginia in 1954.  First of all, it’s a little embarrassing when your drunken antics end up in front of a state supreme court.  But the case makes for fun reading.

Basically, the Zehmers owned a farm, and the Lucys had been trying to buy it from him for a long time.  (Several years, multiple offers, beginning at $20,000.)  One night, Zehmer’s out drinking, runs into Lucy, they continue to drink, and at some point, Lucy says something like, “I bet you’d sell that farm for $50,000.”  Zehmer says, “You don’t have $50,000.”  Lucy says, “I can get it!”  Zehmer says, “No you can’t!”  They argue for a while about whether Lucy can raise $50,000, then Lucy says, “Write it down!”

So Zehmer grabs a discarded guest check (seriously), turns it over, and writes on the back, “I agree to sell such-and-such farm to this guy for $50,000.”  It was revealed at trial that he had, among other things, misspelled the name of the farm and the word “satisfactory”.
Lucy says, “Hold on a second, your wife owns it too!”  So Zehmer crosses out the word “I”, replaces it with “We,” and walks to the other end of the bar where his wife is sitting.  Tells her to sign it, she says, “What?”  He whispers to her, don’t worry, it’s just a joke, we’re not selling the bar, so she signs it.  They add a couple more legal terms to make it look like a contract (giving the Lucys the right to check the validity of the title), he brings it back, Lucy takes the contract and puts it in his pocket.  Monday morning, Lucy goes to the registry of deeds to check the title, starts raising the money, and contacts Zehmer to carry out the contract.  Zehmer says, “What?”

Zehmer refuses to honor the contract, Lucy sues for specific performance, that is, asks the court to force Zehmer to sell him the farm at the agreed price.

There was some dispute during trial about exactly how drunk Zehmer was, but it was ruled that while he was clearly drunk, he was not so drunk as to be “unable to comprehend the nature and consequences” of what he was doing – he knew the contract was to sell the farm.  (For one thing, a little while later, Zehmer’s wife suggested he drive her home.)  Most of the opinion seemed to center on whether Lucy knew that Zehmer was joking when he wrote what looked like a proper, if unusual, legal contract.  The court basically ruled that it wasn’t Lucy’s job to know Zehmer was joking – that is, Zehmer may have thought he was joking, but it looked to Lucy like he was serious.  Zehmer behaved exactly as he would have behaved if he were drunk but actually wanted to sell the farm; which was good enough.

Even if Zehmer didn’t really have the intent necessary to enter into a contract, not being too quick to invalidate a contract on the grounds that one of the parties was drunk, or joking, seems like a pretty good rule for pragmatic reasons.  If the rule went the other way, it seems there would an awful lot of litigation over exactly how drunk someone was when a contract was signed.  Not to mention a lot more contracts being signed in bars, to give the parties an easy way out; or a lot of lawyers carrying breathalyzers to make sure their contracts would be enforceable.  Basically, a more nuanced rule would be extremely difficult and costly to enforce, so we seem to accept the cost of an occasional person making a bad decision while drunk, in order to keep the system working well the rest of the time.

Of course, that’s not quite the final word on drunkenness.  If you were visibly drunk – that is, the other party clearly knew you were drunk – the court might be receptive to finding the contract unenforceable for other reasons, such as fraud (you were tricked into signing) or unconscionability.  I suspect that if Zehmer had agreed to sell the farm for $10, the contract would not have been upheld; but that since the terms seemed reasonable, it was.  However, if you’re drunk and hide it well, you generally won’t get out of a contract that way.

One final example of this is the Borat frat-boy lawsuits.  Two of the frat boys who ended up looking like racist a-holes in the movie Borat have sued, basically saying they were tricked into signing the releases they signed to appear in the movie.  It appears the movie’s producers may have gotten them drunk and then asked them to sign the releases, and may have lied to them a lot (the movie was only going to be released in Europe, they wouldn’t release the frat boys’ names, or college, or frat).

Part of the problem for them is that the releases contained what are called “merger clauses”, which basically say, it doesn’t matter what else we already told you, all we’re agreeing to is what’s in this contract.  (Basically, any prior verbal agreement is “merged into” this one, which is the only thing we’re agreeing to.)  It’s kind of sneaky, but it does seem to legally absolve the producers of anything they told the frat boys to get them to sign but that wasn’t in the contract.  Again, just being drunk doesn’t get you out of a contract.  One of the fratboys seemed to find it relevant that he was under the drinking age; but that, if anything, would make the producers liable in criminal court (for supplying alcohol to a minor), but not invalidate the releases.  (It’s also been established that the frat boys were all already heavy drinkers, surprisingly.)
Anyway, I think the lawsuits are still live, but the general consensus is that they are unlikely to get anywhere.
(Since they’re not in the textbook; for the opinion in the Lucy v Zehmer case, which really does make great reading, see

http://www.finance.pamplin.vt.edu/faculty/sds/Lucy.pdf
For an overview of the legal issues in the Borat lawsuits, see a piece by Julie Hilden, with the brilliant title “Borat Sequel: Legal Proceedings Against Not Kazakh Journalist for Make Benefit Guileless Americans in Film” at
http://writ.corporate.findlaw.com/hilden/20061129.html
)

So the moral of the story, I suppose, is don’t get drunk with people who might ask you to sign contracts.

And with that in mind, have a good weekend.
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