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The legal rules of contracts and corporations can be divided into two
distinct classes. The larger class consists of "default" rules that parties can
contract around by prior agreement, while the smaller, but important,
class consists of "immutable" rules that parties cannot change by contractual agreement.' Default rules fill the gaps in incomplete contracts; they
govern unless the parties contract around them. Immutable rules cannot
be contracted around; they govern wen if the parties attempt to contract
around them. For example, under the Uniform Commercial Code
(U.C.C.) the duty to act in good faith is an immutable part of any contract: while the warranty of merchantability is simply a default rule that
parties can waive by agreement.a Similarly, most corporate statutes
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1. See B. Black, Corporate Law As Neutral Mutation, (Nov. 1988) (unpublished manuscript on
fik with authon) (arguing that few corporate l a m are immutable). Immutable rules are similar to
what Calabresi and Melamed call "inalienable" rulu, Calabresi & Melamed, Property Rules, L d E
i g Rules, and Inali6nubility: One Vinu of he Cathdral, 85 HARV.L. REV. 1089, 1093 (1972),
except that immutable entitlements are created by and conditioned upon amtract, while inalienable
entitlements exist outside of contract. See Schwab, A Cmwn Exp#rimenl an Contract Presumptions,
17 J. LEGALSTUD. 237, 239 n.6 (1988) (distinguishing between inalienable and immutable rules).
2. U.C.C. 8 1-203 (1976); see Morin Bldg. Prod. Co. v. Baystone Constr., Inc., 717 F.2d 413,
r s (1979); R. P o s ~ e a ECO,
414-15 (7th Cu. 1983); RESTATEMENT(SECOND) OF C o ~ ~ n ~ 9c 205
NOMIC ANALYSIS
OF LAW81 (3d ed. 1986).
3. U.C.C. 8 2-314 (1976). U.C.C. 8 1-102 (1976) distinguisha between dcfault and immutable
rules and stat- its prcferena for the former:
(3) The effeet d pmviaions of this Act may be varied by y a m e n t , exapt as otherwise pmvidcd in this Act and except that the obligations d good fa~th,diligence, reasonableness and
care prescribed by this Act may not be disclaimed by agreement hut the paniu may by agreement determine the standatds by whieh the performance d such obligations is to be measured
if such standards are not manifestly unreawnable.
(4) The prcsena in certain provisions of this Ad of the words uunless otherwise agreed" or
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require that stockholders elect directors annually4 but allow the articles of
incorporation to contract around the default rule of straight voting? Statutory language such as "[ulnless otherwise provided in the certificate of
incorporati~n"~
or "[u]nless otherwise unambiguously indi~ated"~
makes
it easy to identify statutory default, but common-law precedents can also
be divided into the default and immutable camps. For example, the common-law holding of Pevhouse v. Garland Coal i
3 Mining Co.,B which
limited damages to diminution in value, could be contractually reversed by
prospective parties? In contrast, the common law prerequisite of consideration is largely an immutable rule that parties cannot contractually
abrogate.'@
There is surprising consensus among academics at an abstract level on
two normative basts for immutability. Put most simply, immutable rules
are justifiable if society wants to protect (1) parties within the contract, or
(2) parties outside the contract." The former justification turns on
parentalism; the latter on externalities. Immutable rules displace freedom
of contract. Immutability is justified only if unregulated contracting would
be socially deleterious because parties internal or external to the contract
cannot adequately protect themsel~es.~'With regard to immutable rules,
the disagreement among academics is not over this abstract theory, but
~
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words of similar impon does not imply that the effect of other provisions may not be varicd by
agmment under subsection (3).
U.C.C. @ 1-102 (1976).
4. See, rg., DEL. CODEANN. tit. 8, $ 21 1(c) (1974).
5. See, r.g., Dm.. Corn ANN. tit. 8, 8 214 (1974).
6. D m CODEANN. tit. 8, 8 223 (1974).
7. U.C.C. 2-206 (1976).
8. 382 P.2d 109 (Okla. 1962). cerf hied, 375 U.S. 906 (1963).
9. Whether the P e e u y h w majority aaually intended for prospeaive partia to be able to chowe
the "cost of performana measure" is discussed more fully mJra text amunpnying notes 151-61.
10. The msideration requirement is not immutable if written agmments "under seal" xm as a
m u a n u a l substitute for consideration. See U.C.C. 8 2-203 (1976) (making inoperative "the law with
mpca to scaled instruments").
Thb default rule/immutable rule dichotomy alm pervades other areas of the law that have contractual components. In the law or divorce, for example, wealth accrued before marriage is allocated
aceording to default rules that can be altered in pre-nuptial agreements, while income earned after
marriage ia immutably divided. Similarly, the repayment priwities sct by state debtorsreditor law
can, like default rules, be reordered through private contraa. The laws of intestacy are also default
rules: they fill any testamentary gap. but can be mntraaed around. As discurged below, infia text
accompanying notes 83-91, one w distinguish betwctn ddaults that must be bilaterally contracted
around and defaults that may bc unilatnolly oveILDme.
11. SH I. MACNEIL,
CQNTRACIS EXCHANGE
TRANSA~O
AND
N SRELATIONS346-47 (1978);
Calabmi & Mdamed, supra note I; Easterbmk & Pischel, The Economic Structure of Corporate
Imw, 89 Cowhi. L. REV.(forthcoming 1989) (manwript at 21-30; on file with authors).
12. Note that even when them am negative externalities, third parties may be able to protect
thrmxlvcs without immutable rules. One implication d the Cease theorem is that in a world with no
vanranion costs, third panin will have an incentive to contract to reduce externalities to an efficient
f
3 J. LAW6r CON. 1 (1960). There arc no externalities
level. See Coaae, The Problem of S o ~ Cat,
if the class of parties to the potential contract is ddtncd broadly enough. G. Priest, Internalizing Costs
(Yale Law School Prosram in Civil Liability 1988; working paper no. 93) (explicating pervasiveness
of private incentives to internalize costs).
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whether in particular contexts parentalistic concerns or externalities are
sufficiently great to justify the use of immutable rule^.'^
When the preconditions for immutability are not present, the normative
legal analysis devolves to the choice of a default rule. Yet academics have
paid little attention about how to choose among possible default rules.''
The law-and-economics movement has fought long and hard to convince
courts to restrict the use of immutable rules," but has lost most of its
normative energy in constructing a theory of default choice.l6 Economists
seem to believe that, even if lawmakers choose the wrong default, at worst
there will be increased transaction costs of a second order of magnitude."
Few academics have gone beyond one-sentence theories stipulating that
default terms should be set at what the parties would have wanted.le
13. A recent conference (Dm.9-10, 1988) on "Contractual Fmdom in Corporate Law" at Columbia's Center for Law and Economic Studies focuscd dimtly on the appropriate application of
immutable rules. For example, Jeffrey Gordon argued that having multiple precedents that construe a
single legal standard produces positive externalities that might justify imposing an immutable rule. Scr
J. -on,
The Mandatory Structure of Carpmate Law (Dcc 2, 1988) (unpublished manuscript on
file w~thauthon).
14. Cowts or legislatures are inevitably f o r d to set defaults, because contracts with gaps need to
be interpreted. Courts must do something--even if that am*hing is non-enforcement. As discussed
infra axt acmmpanying notes 51-52, defaults of non-enforcement can play an important role in
eflicient law.
15. For instance, Anthony Kronman has written:
[Elx ante arguments for the dficiency of a particular legal rule assume that individuals remain
free to contract around that rule, and a legal system that denies private parties the right to
vary rules in this way will tend to be less dfcicnt than a system that adopts the same rules but
permits contractual variation.
h n r n a n , Specif; Pefomanw, 45 U. CHI. L. REV. 351, 370 (1978). See Haddock, Macey &
McChcsney, Propcr9 Rights in Assets and Resiftonce to Tcnder OBrs, 73 VA.L. Rev. 701, 736
(1987) ("The ability of fimu to mntract around mslly legal rules when lower-mst private alternatives
are available must be a feature of any &~cicnt standard-form mntract."); see also Goea dr Smtt,
Liquidaud Damages, Pmaities and the Just h p r n s o l i a Principle: Some Notes on an En*
m n t Model and a Theoty of EfFcimt Breach, 77 COLw.L. REV.554 (1977) (arguing that "immutable" standards for determining enforceability of liquidated damages clauses should be relaxed). &cr
see Clarkson, Miller & Muris, Liquidatad Damages v. Pmolhks: Sense or Nonsense?, 1978 Wls. L.
REV. 351 (providing eflicieney rationale for immutable liquidated-damages rules).
16. For example, Haddock and Maccy have suggened that immutable rules against insider trading are inefficient but have remained agnostic about whether corporations wishing to allow their
insiders to tmdt should be forced to "opt out" of an insider trading prohibition, or whether corporations wishing to prohibit insider trading should be f w d to "opt in" to such a system. Haddock &
Macey, A Coasian Model oflnsider Trading, 80 Nw.U.L. REV. 1449 (1987).
17. See, rg., Easterbmk & Fischel, Limirrd Liabi1il)r and the Corporation, 52 U . CHI. L. REV.
89, 102 (1985) ("In light of the ability of firms to duplicate or at least approximate either limited or
unlimited liability by contract, does the legal rule of limited liability matter? The answer is yes, but
probably not much.").
18. Looking backward to what the present litigants ''would have wanted" is analytically analogous m looking forward to what prospective contnnon will want. It is w ask (as Lea Brilmayer often
does) "who are the prospective panics rooting for?' In b& cases the court examines ex ante i n m tivcs. While ex post each party will have economic inantives to shift costa to the other side, ex ante
the parties have an incentive to plan the riaks on the least-cost avoider. Kronman, Mistab, Disclosure. In/omation and the h w of Contracts, 7 J. L f f i a ~STUD. 1 (1978). If a court can identify that
ex ante the parlies to the mntrad had identical intuesu in allocating a d
n risk or duty of p r formance, then it can, in a sense, piem the ex post advvurial veil. Thus, for example, e m if ex post
a particular tenant wants to avoid the risk of fire damage, ex ante both landlords and tenantn may
have preferred to have tenants bear this risk aa the l e a s t a a avoider. Thus, the fact that after a lire a
tenant tries to avoid liability is not dispositive of what prospective tenants would mntract for w,
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Frank Easterbrook and Daniel Fischel have championed the "would have
wanted" theory in a number of articles suggesting that "corporate law
should contain the [defaults] people would have negotiated, were the costs
of negotiating at arms'-length for every contingency sufficiently low.""
Similarly, Richard Posner has argued that default rules should "economize on transaction costs by supplying standard contract terms that the
parties would otherwise have to adopt by express agreement."20 Douglas
Baird and Thomas Jackson have argued that the default rules governing
the debtor-creditor relationship "should provide all the parties with the
type of contract that they would have agreed to if they had had the time
and money to bargain over all aspects of their deal."a1 While this literature has vigorously examined what particular parties would have contracted for in particular contractual settings:'
it has failed to question
whether the "would have wanted" standard is conceptually sound.t8
Thus, although the academy recognizes the analytic difference between
i n d d , of what this particular tenant would have c o n t r a d for.
19. Easterbmk & Fisehcl, supra note 11 at 14-15; sw a h id. at 20-21 (default term should k
"the term that the parties would have adccted with full information and mstles contracting"); Easterbmok & Fischel. Corporak Control Tranroctims, 91 YALEL.J. 698.702 (1982) (default fiduciary
duties are derived from a hypothetical contract, imagined by judge, between investors and managen
dickering with each o h f m or bargaining msts); Easterbrook & Fischel, The Pmpar Role of a
TargCI's Managnnent in Responding to a Tendsr O@r, 94 HARV.L. REV. 1161, 1182 (1981)
(corporate law should supply "atandud form 'contracts' of the mrt shareholdem would be likely to
c h w . . . ."). Calabmi and Melamed's analyais may be an early antecedent of the "would have
wanted" analysis. They argue that efficiency-minded law would establish default entitlements as the
parties would allocate them in a world without transaction a~ts.Calabresi & Melamed, supra nMe 1,
at 1093-98.
supra note 2, u 372; red also Sfhwartz, Proposalsfor Producfs Liability Re20. R. PC~NER,
form A Tkoretical Synlh#JL, 97 YALEL.J. 353, 361 (1988) (offering as default rule "the contract
that mmt well-informed p m n s would have adopted if they were to bargain about the matter").
21. Baird & Jackm, Fradvlcnt Cacvrp~ccLaw and Its Propar Domain, 38 VAND.L. Rev.
829,835-36 (1985); see also Catz & Scntt, T k Mirigorion Principle: Toward a General T h r y of
Contracfuai Obligation, 69 VA. L. RN. %7, 971 (1983) ("Ideally, the prdonnulated rules supplied
by the state should mimic the agreements conmcting parties would reach were they coatlmly to
bargain out each detail of the uanaaction!').
In Lewia v. B e d k t Coal Gorp., 361 US. 459 (1960), the Supreme Court applied this delaultsetting standard in deciding whether, in the absence d uplicit contractual language, payments to a
third-party beneficiary pension fund should be subject to molt if the union breaches the underlying
labor contract. The Court stated, "[ilt may be fair to asrume that had the parties anticipated the
possibility of a breach by the promisee they wmcld haw jmmided that the pmmiwr might protect
himself by such means as would be available against the promiace under a two-party mntract." Id. at
468 (emphasis added). The Coun later distinguished what partics to a mllmive bargaining agreement might have wanted and accordingly established a no-setoff default. Id. at 469.
22. See, e.g., Craswell, Contracl Remedies, Rewgotiatian, and the Theory of E ' t Breach, 61
S. CAL. L. REV.629 (1988); re8 a h infro text aemnpanying notes 136-39 (discussing judicial disagmment of Judges h t e r b d and Posna).
23. Charla Gaetz and Robert Smtt have written one d the more thoughtful examinations d
default choice. Goetz & Smtt, Tlir Linits of E x p a d C k e : An Analyk of the Inlrmcrions B e
tween Express and Implied Contract Tmns, 73 CAW. L. RN. 261 (1985). Their thwry of default
rules ia baaed on the idea that a large body d prsedcnt will develop regarding the interpretation and
application of a standard-form dause. Partia who contract around a standard-form c l a w will face
the p m p c a that courts will interpret their contraa in a manner that is inconsistent with the parties'
initial intentions. Thus, panics who p d e r an alternative to the standard-form may accept the latter
for fear of misinterpmption.
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default and immutable rules, a detailed theory of how defaults should be
set has yet to be proposed. Indeed, the lack of agreement over even what
to call the "default" concept is evidence of the underdeveloped state of
default theory?4 Default rules have alternatively been termed background,
backstop, enabling, fallback, gap-filling, off-the-rack, opt-in, opt-out,
preformulated, preset, presumptive, standby, standard-form and suppletory rulesa8
This Article provides a theory of how courts and legislatures should set
default rules. We suggest that efficient defaults would take a variety of
forms that at times would diverge from the "what the parties would have
contracted for" principle. To this end, we introduce the concept of "penalty defaults." Penalty defaults are designed to give at least one party to
the contract an incentive to contract around the default rule and therefore
to choose affirmatively the contract provision they prefer. In contrast to
the received wisdom, penalty defaults are purposefully set at what the
parties would not want-in order to encourage the parties to reveal information to each other or to third parties (especially the courts).
This Article also distinguishes between tailored and untailored defaults.
A "tailored default" attempts to provide a contract's parties with precisely
"what they would have contracted for." An "untailored default," true to
its etymology, provides the parties to all contracts with a single, off-therack standard that in some sense represents what the majority of contracting parties would want. The Restatement (Second) of Contracts' approach to filling gaps, for example, provides tailored defaults that are
"reasonable in the cir~umstances."~"Reasonable" defaults usually entail
a tailored determination of what the individual contracting parties would
have wanted because courts evaluate reasonableness in relation to the "cir24. The "default" characterization seems currently in vogue. Prof*~orRoben Clark explains its
etymology:
m the world of computers, "default
For those who haven't been exposed to this jargon f
rules" are the rules that a pmgram follows in "default" of an explicit choice by the user to
haw some other principle apply. For example, your word p-ing
program may act paper
margins of 1 inch on all side unless you take the tmuble to learn the relevant commands and
set the margins otherwise.
Clark, Cmfracts, Elites, and Traditions in the Making of Corporate Lour, 89 COLUM.L. REV.
(forthcoming 1989) (manuscript at 3 n.9; on file with authon).
25. See Bebehuk, Limiting Cmtracwal Frsnirm in Corpora& Low: The Dasirable Constraints
a Chartrr Amendments, 102 HARV.L. REV. 1820 (1989) (wing "opt-out" and "opt-in"); Coffee,
The MandatorylEnabling Balance in Corporate Lam: An &say on theJudicial R o k 89 COLUM.L.
REV.(forthcoming 1989) (using "enabling"); Eaatcrbmdr & Fishel, s u m note 11 (using "standby,"
"enabling," "pmets," and "fallback"); Eitcnberg, Th FoudaLiaat Modal of the Corpmotion, 89
COLLIM.L. REV. (forthcoming 1989) (using "enabling" and "rupplnoryn terms); &etz & Smtt,
supra note 21, at 971 (uaing "prdormulotcd"); H a d d d , Maay & MeChcsncy, supra note 15, at
736 (using "default" and "nandard-form"); Schwab, s u p mte 1, a1 237 (using "pmumplive" and
L.
"off-the-rack"); Speidel, Restattmgnt Semd: OmiUed T m and Contract Method, 67 CO~NELL
REV. 785 n.2 (1982) (using "gapfilling").
(SECOND)w CONTRACTS
4 204 ("Supplying an Omitted Essential Tern")
26. RFSTATEMLNT
(sating default for missing term to k "a term which is masonable in the arcumslanees"). See Spcidel,
supra note 25, at 792-809.
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cumstances" of the individual contracting parties?' In contrast, Charles
Goetz and Robert Scott have proposed that courts should set untailored
default rules by asking "what arrangements would most bargainers
prefer?"a8
This Article provides a general theory of when efficiency-minded courts
or legislatures should set penalty defaults and how they should choose
between tailored and untailored default rules. Some common-law and
statutory defaults are flatly at odds with the "would have wanted" principle. Although this Article does not make the full-blown positivist claim
that current default rules are efficient, it does offer a more complete explanation of the current diversity of defaults.
An essential component of our theory of default rules is our explicit
consideration of the sources of contractual incompleteness. We distinguish
between two basic reasons for in~ompleteness.'~Scholars have primarily
attributed incompleteness to the costs of contracting. Contracts may be incomplete because the transaction costs of explicitly contracting for a given
contingency are greater than the benefits.80These transaction costs may
27. For example, U.C.C. 8 2-306, governing output and requirement contracts, establihea as a
default that: In the absence of a stated estimate, "no quantity umaaonably disproportionate . . to
any normal or otherwise comparable prior output or requirements may be tendered or demanded!'
U.C.C. 8 2-Mq1) (1976). In determining reamnableneg, owm are expressly asked by the U.C.C. to
lodr at specific
characteristies of the contracting parties. For example, "[a] shutdown by a q u i r e rncntr buyer for lack of ordm might be permissible when a shut-down merely to curtail losses would
not." U.C.C. 8 2-306(1) mmment 2 (1976).
28. Goeta & Scott, supra note 21, at 971 (emphasis in original).
29. There arc two distinct ways for a contract to be inmmplae. First, a contract may fail to
specify the parties' duties for specific future mntingenacs. For example, a contract for the mnsuuction 01a third floor to a house may not atate the parties' respective rights and responsibilities should
the entire house burn down before const~ctionis started. Sine construction of a third floor is impossible (without the lower two floon), the contract does not cover the contingency of the house burning
down.
The accond form of contractual incompleteness is more subtle. A contract may also be incomplete in
that it is insensitive to relevant future contingenaea Under this semnd form of contractual inmmpletarcas, panica' duties arc fully speafied, but the mntracts arc incomplete because those specified
duties arc not tailored to monomidy relevant future events. See K. Spier, Inwmplcte Contracts in a
Modd with Adverse Selection and Exogenous Costs of Enfomment (Dee. 1988) (unpublished manusmipt on file with authors) (discussing causes for such incompleteness). For example, consider a contract that simply obligates one party to conrmct a garage adjacent to a house. On the face this
mutract impom a duty to build a garage whether or not the adjacent house burns down before
construction of the garage is complete. The contract is incomplete in this w n d sense, however, because the duty to build a garage is not sufficiently depndmt on future contingencies. If the adjacent
house burns down, the parties probably would want to adjust the terms of contract. Such contracts we
call inaulliaently state-contingent.
Cwrta remgniac the finn form of inmmpktenes and know they must decide how to fill the gap.
For instana, non-enforamcnt is one way cowts can fill the gap Courts seldomly recognize ihe sccond form of mntmual incompletenwa. That is, they m generally unwilling to alter (they strictly
CnfOrcC) chc tvms of a contmcl that is inruffiaendy staaarntingent. The main exception to strict
cnfomment is the doc~rincof impossibility (or economic impracticability) with which mum sometimes refuse enforcement when performance, although literally psible, is not ex post effiaent See
Posner L Rosenfidd, Zntpouibil@ and Rekatrd k h r h r t uin
( Coutract Law: An Economic Analysis, 6
J. LEGAL STUD.83, 87 (1977) (disusing legal contours of impossibility doctrine).
30. See 0. WILLIAMSON,
THEECONOMICI m a m OF CAPITALISM70 (1985); MacNeil,
Contrac& Adjtutmnt of Lo"6;Tenn lhnmic &hlicrrr Undar Claasicd, Naoclaasical and Rdah a 1 Contract Low, 72 Nw. U.L REV. 854,871-73 (1978); Shavcll, Domags Maa~urrr& Brrach

.
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include legal fees, negotiation costs, drafting and printing costs, the costs
of researching the effects and probability of contingency, and the costs to
the parties and the courts of verifying whether a contingency occurred.
Rational parties will weigh these costs against the benefits of contractually
addressing a particular contingency. If either the magnitude or the
probability of a contingency is sufficiently low, a contract may be insensitive to that contingency even if transaction costs are quite low.
The "would have wanted" approach to gap filling is a natural outgrowth of the transaction cost explanation of contractual incompleteness.
Lawmakers can minimize the costs of contracting by choosing the default
that most parties would have wanted. If there are transaction costs of explicitly contracting on a contingency, the parties may prefer to leave the
contract incomplete. Indeed, as transaction costs increase, so does the parties' willingness to accept a default that is not exactly what they would
have contracted for. Scholars who attribute contractual incompleteness to
transaction costs are naturally drawn toward choosing defaults that the
majority of contracting parties "would have wanted" because these
majoritarian defaults seem to minimize the costs of contracting.
We show, however, that this majoritarian "would have wanted" approach to default selection is, for several reasons, incomplete. First, the
majoritarian approach fails to account for the possibly disparate costs of
contracting and of failing to contract around different defa~lts.8~
For example, if the majority is more likely to contract around the minority's
preferred default rule (than the minority is to contract around the majority's rule), then choosing the minority's default may lead to a larger set of
efficient contracts. Second, the received wisdom provides little guidance
about how tailored or particularized the "would have wanted" analysis
should bes4 Finally, the very costs of ex ante bargaining may encourage
parties to inefficiently shift the process of gap filling to ex post court determinati~n.~"
If it is costly for the courts to determine what the parties
would have wanted, it may be efficient to choose a default rule that induces the parties to contract explicitly. In other words, penalty defaults
are appropriate when it is cheaper for the parties to negotiate a term ex
ante than for the courts to estimate ex post what the parties would have
wanted. Courts, which are publicly subsidized, should give parties incentives to negotiate ex ante by penalizing them for ineffi&entgaps.
of Contract, 1 l B ~ L L
J. ECON.466, 468 (1980) ("[B]adua of the costs involved in enumerating and
W n i n g over contractual obligations unda the hll range of relevant contingencies, it is normauy
impranical to make CmUaN whkh approah compl~tene~.").
31. S a i@a Section 11.
32. Id.
33. Jeffrey Gordon arguer that the "would haw wanted" a p e is also flawed h u a c it shifts
risks to the ex ante leastson svoider but, as applied by moat a m ,doea not in fact mpmratc the
ex post risk bearer. Gordon, supra note 13, at 61 (problem with hypotherid bargain -1,
"lie
other Kaldor-Hicks arguments, is that it doesn't guarantee that each party will in fact &ve a bigger
slice, or a dice of the right size." (citation omitted)).
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This Article also proposes a second source of contractual incompleteness
that is the focus of much of our analysis. We refer to this source of incom~ party might strategically withhold informapleteness as s t r a t e g i ~ .One
tion that would increase the total gains from contracting (the "size of the
pie") in order to increase her private share of the gains from contracting
(her "share of the pie"). By attempting to contract around a certain default, one party might reveal information to the other party that affects
how the contractual pie is split. Thus, for example, the more informed
party may prefer to have inefficient precaution rather than pay a higher
price for the gooda6While analysts have previously explained incomplete
contracting solely in terms of the costs of writing additional provisions, we
argue that contractual gaps can also result from strategic behavior by relatively informed parties. By changing the default rules of the game,
lawmakers can importantly reduce the opportunities for this rent-seeking,
strategic behavi~r.~'In particular, the possibility of strategic incompleteness leads us to suggest that efficiency-minded lawmakers should sometimes choose penalty defaults that induce knowledgeable parties to reveal
information by contracting around the default penalty. The strategic behavior of the parties in forming the contract can justify strategic contractual interpretations by courts.s7
Our analysis therefore moves beyond the received wisdom that default
rules should simply be what the majority of contracting parties would
have wanted. In choosing among default rules, lawmakers should be sensitive to the costs of contracting around, and the costs of failing to contract
around, particular defaults. We show that different defaults may lead to
different degrees of "separating" and "pooling."ss In "separating" equilibria, the different types of contracting parties, by bearing the costs of
contracting around unwanted defaults, separate themselves into distinct
34. See infrcr Section I1 for examples of strategic incompleteness. A third reason for contractual
inmmpleteness is that some cnntingencies may simply be unforeseen by all contracting parties. In this
care, the default rule will not affm the actions of the pcvties since by definition they do not consider
the contingency in deciding what to do. There will norrnaNy be no reason to consider the rule's ex
ante effect betaux it will have none.
There ia one caveat to this statement: Behavior may be affected if parties are aware that unforeseen
contingencies exist but are unable to aMatnin the nature of these mntingencies. For example, parties
who are aware that a variety of unfonucn mntingencies may affect the price at which they should
transan may rhoox a contract that includes a reasonable prim dause rather than liming a price or a
prioc ruk as a function of loreseen contingencies. In this way the prim can mpond to unforeseen
contingencies. See D. Knps, Static Choice in the P m m of Unforeseen Contingencies (Aug. 1988)
(unpublished manuscript on file with authors) for a utility-th~reticcharacterization of behavior in
the p r c x n a of unfom~encontingencies. The choice of optimal defaults lor such unfocontingmdes is beyond the amp of him wide. For a discu~ionof the appropriate default, SN Posner &
Ro~nficld,supra n m 29.
35. See K Spier, su@a note 29 (formalizing this strategic r c l u a c e to mnal information).
36. Sea inyh %tion I-C.
37. lneficimt strategic behavior will often indun eflkiency-promoting counterstrategies by other
cmnomic anorr. See Easterbrook, Predatg S h m & a n d Cmmtcrshatsgirs, 48 U. CHI.L. Rev.
263 (1981).
38. See infra text accompanying nota 113-16.
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contractual relationships. In "pooling" equilibria, different types of contracting parties fail to contract around defaults, thus avoiding transaction
costs but bearing the inefficiencies of the substantive default provisions.
In contrast to the majoritarian analysis, our analysis shows that it may
be efficient to choose a rule that a majority of people actually disfavor. T o
set defaults efficiently, lawmakers must not only know what contracting
parties want, but how many are likely to get it and at what cost. We
recommend a greater and more explicit legal sensitivity toward the ways
in which different defaults will affect the resulting contractual
"eq~ilibrium."~~
Finally, before deciding how to fill gaps, courts must decide whether
the contract even has a gap. In other words, courts must decide whether
the contract already allocates a particular risk or duty. We show that this
issue of whether a gap exists is identical to the issue of what is sufficient
to contract around a particular defauk40 While the received wisdom is
that lawmakers should minimize the costs of contracting around default
rules," we suggest that efficiency-minded courts and legislatures may
want to intentionally increase these transaction costs to discourage parties
from contracting around certain defaults.
The Article has three sections. Section I discusses the possible efficiency
of penalty defaults. Section I1 embeds penalty defaults in a more general
model of default choice, a model which suggests when penalty, tailored, or
untailored defaults will be efficient. Section 111 then develops a theory of
gap definition that determines what should be sufficient to contract
around a given default.

A. The Zero-Quantity Dejiault
The diversity of default standards can even be seen in contrasting the
law's treatment of the two most basic contractual terms: price and &antity. Although price and quantity are probably the two most essential issues on which to reach agreement, the U.C.C.establishes radically different defaults. If the parties leave out the price, the U.C.C.fills the gap
with "a reasonable price."" If the parties leave out the quantity, the
39. We will sometimes find it d u l to distinguish between lituations in which the panics ncgotiate in ignorance of the default rule and situations in which the parties negotiate in the shadow of the
default rule. In the fonner case, the parties do not know how the fourto will decide if the mntingency
in question occurs, while in the latter cat the panic8 know the lcgal default (but may not know
certain information about the other party). Set infra text accompanying notes 58-60.
40. See infia Section 111.
41. See Easterbmok & Fischel. supra note 11, at 21-30.
42. U.C.C.f 2-305(1) reads: "The p r t i a if hey so intend a n mndude a mntran for sak even
though the pria is not mtled. In such a ease the pria is a masanable price iu the time for dclivmy. . ." U.C.C. fi 2-305(1) (1976).

.
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U.C.C. refuses to enforce the contract." In essence, the U.C.C. mandates
that the default quantity should be zero.
How can this be? The U.C.C.'s reasonable-price standard can be partly
reconciled with the received wisdom that defaults should be set at what
the parties would have contracted for.". But why doesn't the U.C.C.treat
a missing quantity term analogously by filling the gap with the reasonable
quantity that the parties would have have wanted? Obviously, the parties
would not have gone to the expense of contracting with the intention that
nothing be exchanged.
We suggest that the zero-quantity default cannot be explained by a
"what the parties would have wanted" principle. Instead, a rationale for
the rule can be found by comparing the cost of ex ante contracting to the
cost of ex post litigation. The zero-quantity rule can be justified because it
is cheaper for the parties to establish the quantity term beforehand than
for the courts to determine after the fact what the parties would have
wanted.
It is not systematically easier for parties to figure out the quantity than
the price ex ante, but it is systematically harder for the courts to figure
out the quantity than the price ex post. T o estimate a reasonable price,
courts can largely rely on market information of the type "How much
were rutabagas selling for on July 3Ya0But to estimate a reasonable
quantity, courts would need to undertake a more costly analysis of the
individual litigants of the type "How much did the buyer and seller value
the marginal rutabagas?"
43. U.C.C. 5 2-201 states that a "contract . . .is not enformable under this (provision] beyond the
quantity of goods shown.
." U.C.C. 5 2-201(1) (1976). The official comment adds that "[tlhe only
tern which must appear is the quantity term which need not be accurately stated but recovery is
limited to the amount stated." U.C.C. 8 2-201(1) (off111 comment) (1978). In some cases, lack of a
quantity term will merely be evidence that the parria did not have a meeting of the minds. But even
if there sre sudcimt objective indicia of an intent to contract (and even if the statute of frau& is not
raised as an aIf~rmativedefnwe),mum may refuse to enforce the contran because it is indefinite. Sac
lessen Bros. v. Ashland Rmeation Ass'n,. 204 Neb. 19. 281 N.W.2d 210 (1979) (contract [or aod
k ~ f o r e e a b l efor lack of specilk quantity 'term); Burke .; Campbell, 258 Mass. i53, 154 N.L 759
(1927) (antract unenfomable in pan bccauoe contract did nat state how much stock defendant would
n a i v e in exchange for financing mrporation); King v. Krischcr Mfg. Go., 220 A.D. 584, 222 N.Y.S.
66 (1927) (contract unenfomable because "a quantity of merchandise" too indefinite).
44. A simple "what parties would have wanted" approach has trouble explaining why the parties
would chmse reasonable price at time of ddivcry instead of at the time of contracting. There is no
reason to think that panics would systematically prefer one risk allocation to the other. However, one
can detamine the efficient default rule by asking the question, "why didn't the parties explicitly
mntract for price?" Those panics who wish to allocate the risk of mst fluctuations to the seller will
most likely contran for a price at the time of contracting. Those who wish to allocate the risk to the
buyer will attempt to contract for a time-of-delivery, con-based prim. Such a clause may be costly to
wria into the contract explicitly boause of the difFIdty in measuring the seller's cost exactly. The
parties may instead prefer to rely on reaching an agrscmmt in the shadow of the court's reasonableprice default rule.
45. This analysis suggcsts that muns would be I c s likely to enforu contracts in "th~n" market3
in which the market price is not readily ascertainable. See Haddock, McChaney & Spiegel, An Ordim
a
7 Economic Rationabfor Extraordinar) Legal Sancbns, 78 CALIF.L. REV.(forthc4min.g 1990)
( d i i s s i n g how efficient legal rules will turn on "thirknes" of market).

..
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The U.C.C.'s zero-quantity default is what we term a "penalty default." Because ex ante neither party would want a zero-quantity contract, such a rule penalizes the parties should they fail to affirmatively
specify their desired quantity. Because the non-enforcement default potentially penalizes both parties, it encourages both of them to include a quantity term."
B. Toward a More General Theory of Penalty Defaults
Penalty defaults, by definition, give at least one party to the contract an
incentive to contract around the default. From an efficiency perspective,
penalty default rules can be justified as a way to encourage the production
of information." The very process of "contracting around" can reveal information to parties inside or outside the contract. Penalty defaults may be
justified as 1) giving both contracting parties incentives to reveal information to third parties, especially courts,'8 or 2) giving a more informed contracting party incentives to reveal information to a less informed party.
The zero-quantity default, for instance, gives both contracting parties
incentives to reveal their contractual intentions when it would be costly for
a court to discover that information ex post. This justification-that ex
ante contracting can be cheaper than ex post litigation-can also explain
the common law's broader rule that "for a contract to be binding the
terms of the contract must be reasonably certain and definite."4g Similarly, this rationale can explain corporate statutes that give incorporators
an incentive to affirmatively declare the number of authorized shares, the
address of the corporation for legal process and, indeed, the state of incor46. Ewn if the judicial system wete not subsidized, the zero-quantity default might be iurtificd on
parentalistic mneerh. For &ample, if private parties &c u n i n f o d or systematic.&y unherartimate
the mnu of ex pou j w k d determination of a "naawableee quantity, it might be in society's intercsu
to dissuade parties from mistakenly failing to negotiate the mntraa quantity ex ante.
This rationale for this penalty default d e p d s on the assumption that the private panics pay less
than the full wsts of their ex post litigation. The parties may lower their transaction costs by shifting
the privately funded ex ante negotiatians to publicly subsidized ex post litigation. If panies fully
internalized ex post litigation a t s , at first cut they should be able to choose the cheaper type of
negotiation.
47. In enmuraging the revelation of information, lawmakers should be sensitive to the influence
that defaults can have on the incentives for private parties to acquire information in the first p h . S n
infra notes 93-94 and accumpanying text
48. Penalty defaulta may be established to pmvide information to third parties other than the
mutts. For example, in corporate law certain alterations to the default corporate governance can be
a m p t i s h e d through a bylaw amendment, while other alterations can only be made by changing the
articles of incornoration. See i n h note 148 and afwmoanvina text. Resuiring certain amendments in
the articles of i k q o r a t i o n &eals information to intkskl-third par&, &h as creditors, because
these article am puMidy tiled with the Secmvy d S t w . See, e.g., REVISEDMODEL
BUSINESS
C ~ R PACT
. ANN. 6 2.01 (1987) (requiring filing of artides of incorporation).
49. Steinberg v. Chicago Medical School, 41 Ill. App. M 804, 807, 354 N.E.2d 586, 589 (1976);
$88 also Parks v. Atlanta News Agency, 115 Ga App. 842, 156 S.E.2d 137 (1967); 1 A. CORBIN,
C ~ R BON
I NCONTIACIS8 95 (1952 & Supp 1989); 1 S. WILLISTON,A TREATISE ON IXELAWDP
Cowu~cn,4 31 (M ed. 1957 & Supp. 1918).
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poration.'O Statutes that refuse to enforce corporate charters without these
provisions create incentives similar to those created by the common law's
refusal to enforce vague or indefinite contracts. In both cases, the parties
can make these contractual choices more e€ficiently ex ante.
Lawmakers should select the rule that deters inefficient gaps at the least
social cost. When the rationale is to provide information to the courts, the
non-enforcement default is likely to be efficient. Non-enforcement defaults
are likely to provide least-cost deterrence because they are inexpensive to
enforce and give each party incentives to contract around the rule. It
might seem that a penalty default set solely against one side of a contract
would be sufficient to get both sides to reveal information. For example, a
penalty default that makes the seller sell at one-tenth the market price
would certainly encourage sellers to affirmatively fill any price gaps. But
one side's penalty may be the other side's windfall. One-sided penalties
can create incentives for opportunism." The non-penalized buyer in the
above example would have incentives to induce sellers to enter indefinite
contracts in order to extract the penalty rent." By taking each party back
to her ex ante welfare, the non-enforcement default eliminates this potential for opportunism.
In contrast, when the rationale is to inform the relatively uninformed
contracting party, the penalty default should be against the relatively informed party.68 This is esptcially true when the uninformed party is also
uninformed about the default rule itself. If the uninformed party does not
know that there is a penalty default, she will have no opportunistic
incentives.
In some situations it is reasonable to expect one party to the contract to
be systematically informed about the default rule and the probability of
the relevant contingency arising. If one side is repeatedly in the relevant
contractual setting while the other side rarely is, it is a sensible presumption that the former is better informed than the latter. Consider, for example, the treatment of real estate brokerage commissions when a buyer
breaches a purchase contract. Such contracts typically include a clause
which obligates the purchaser to forfeit some given amount of "earnest"
money if she breaches the agreement. How should the earnest money be
- -

-

-

50. See REVISEDMODEL
BUSINESSCORP.A m ANN. 8 2.02 (1987).
51. P m r Mnes opportunism (in relation to the wmmon-law wntractual duty to a a in good
faith) as "taking advantage of the vulnerability of the other party to a wntract . . that is due to the
sequential character of performam." R. P a m , supra note 2, at 81.
52. Similar opportunistic inantivcs have been analyzed in other areas of contract law. See, cg.,
Clarhn, Miller & Muris, Liquidated Damages VWN Pnaltie~:S m t or
~ Nmsmse?,1978 Ws..
I
REV. 351 (non-enforcement of penalty dauscs prevents opportunistic breach inducement); Goctz &
Smtl, supra note 15, at 586 (mitigation rcqukmcnt diminatca incentive for opportunism by obligee
in ose d breach). More generally, the indlidcncy of excmive penalties has been detailed in the
camomiu-&crime literature. See, 8.g.. R. POBNen, supra note 2, at 205-12; B d e r , C k a d
Punishmmt: An Ecmmnic Approach, 76 J. POL. ECON. 169 (1968).
53. See infro text aemmpanying notes 57-73.

.
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split between the seller and the broker if their agency contract does not
address this contingency? Some courts have adopted a "what the parties
would have wanted" approach and have awarded all the earnest money to
the sellernWWe agree with this outcome, but for different reason^.^ The
real estate broker will more likely be informed about the default rule than
the seller. Indeed, the seller may not even consider the issue of how to
split the earnest money in case of default.66 Therefore, if the efficient contract would allocate some of the earnest money to the seller, the default
rule should be set against the broker to induce her to raise the issue. Otherwise, if the default rule is set to favor the broker, a seller may not raise
the issue, and the broker will be happy to take advantage of the seller's
ignorance. By setting the default rule in favor of the uninformed party,
the courts induce the informed party to reveal information, and, consequently, the efficient contract results.
Although social welfare may be enhanced by forcing parties to reveal
information to a subsidized judicial system, it is more problematic to understand why society would have an efficiency interest in inducing a relatively informed party to a transaction to reveal information to the relatively uninformed party. After all, if revealing information is efficient
because it increases the value created by the contract, one might initially
expect that the informed party will have a sufficient private incentive to
reveal information-the incentive of splitting a bigger pie. This argument
ignores the possibility, however, that revealing information might simultaneously increase the total size of the pie and decrease the share of the pie
that the relatively informed party receives. If the "share-of-the-pie effect"
dominates the "size-of-the-pie effect," informed parties might rationally
choose to withhold relevant i n f o r m a t i ~ n . ~ ~
Parties may behave strategically not only because they have superior
54. See, ~ g . Dennis
,
Read. Ltd. v. Gaody, 2 K.B. 277 (1950); see also J. DUKEMINIER
& J.
KUIER. PROP~RTY
554-55 (2d ed. 1988) ( d i m i n g evolution of common-law rule).
55. Earnest money is used to f m the purchaser IO internalize the mst to the seller of taking the

property off the market during the time from the signing of the aale agreement to the closing or, in
this case, the bwach. S i n e there msts are largely incurred by the seller, she should receive the cumpensation. Furthermore, the seller may wish to give the b d u r inantives to find a buyer who will not
default. Allowing the bmkcr to share in the earnen money will lower or diminate this incentive One
reason, however, that the bmker and the seller would ex ante contract for the broker to rmive same
of the earnest money is that the breach by the initial buyer may necessitate a quick sale which may
caw the seller to lower the d i n g price. Thii, in turn, would lower the broker's commission. Thua, a
"what the parties would have wanted" approach might yield a default in which a risk-averse broker
receives a ponion of the earnot money.
56. Of course, people hire lawyers in pan to ascutain the relevant negotiation issues, contingencies, and default rules. Our argument is herefoe moat applicable in contractual settings in which
lawyers are not employed.
57. Withholding socially valuable private information to obtain private gains is common. Companies may withhold information about innovations from competitors to increase profits; car buyers may
withhold information about pticular options or a d a that they value if this information signals
to car dealers a greater willingness to pay for the underlying automobile; and professional athletes
may withhold information about injuries to increase their salaries, even though as a result their team
may inefficiently hire reserves.
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information about the default, but also because they have superior information about other aspects of the contract. We suggest that a party who
knows that a particular default rule is inefficient may choose not to negotiate to change it. The knowledgeable party may not wish to reveal her
information in negotiations if the information would give a bargaining
advantage to the other side.
How can it be that by increasing the total gains from contracting (the
size-of-the-pie effect) the informed party can end up with a smaller share
of the gains (the share-of-the-pie effect)lDeThis Article demonstrates how
relatively informed parties can sometimes benefit by strategically withholding information that, if revealed, would increase the size of the pie. A
knowledgeable buyer, for example, may prefer to remain indistinguishable
from what the seller wrongly perceives to be the class of similarly situated
buyers. By blending in with the larger class of contractors, a buyer or a
seller may receive a cross-subsidized price because the other side will bargain as if she is dealing with the average member of the class. A knowledgeable party may prefer to remain in this inefficient, but crosssubsidized, contractual pool rather than move to an efficient, but unsubsidized, pool. If contracting around the default sufficiently reduces this
cross-subsidization, the share-of-the-pie effect can exceed the size-of-thepie effect because the informed party's share of the default pie was in a
sense being artificially cross-subsidized by other members of the contractual class. Under this scenario, withholding information appears as a kind
of rent-seeking60 in which the informed party foregoes the additional
value attending the revealed information to get a larger piece of the contractual pie."

58. If, under a given set of default rules, a d l e r wants to sell a sweater that she values at $50 to a
buyer who values it at $150, then without contracting around any of the defaults the panid agreement will mate $100 of value. The total gain from wntracting, in other words, will be $100. The
panics will split this gain in value between thunselvo by bargaining for a price between $50 and
$150. Suppose, however, that the buyer (and only the buyer) has information that would make the
sweater worth $200 to him if the seller would tsk on a duty that is outside of the default provisions
and that would wst the seller $10. The toul gaina imm this non-default exchange would be $140
($200 $50 $10). How could the buyer lose by rmaling information that increased the size of the
the default pmvisions and negotiate a $100 prin (implying that each
pie by $40?If the parties apaw rraives a $50 share of the to&l gains), how can it be that nvcaling the value-enhancing information-by contraning for the non-default duty-would reduce the buyer's share to less than $50
(implying that the negotiated price would excoed $150 and that the seller's share would exceed SO)?
59. Mat broadly, rent-seeking "arisp whparties have an incentive to upend real m u m a
OF CONTIUCTLAW
to faplum something of vdue!' V. Gomaaac, READINGS IN THE ECONOMICS
49 (1989). Strategic withholding Kpnrcnts a speeia of rent-seeking because the relatively informed
pany m m i a the i d rcsounvs of an ineffiamt contract to capture the cnxa-subsidization.

-

-

60. An equity-minded c w n might encourage information revelation to fmer an quitable distribution of the gaim fmm contracting, wen if doing so redurn those gaina.
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the information to the carrier will undoubtedly increase the price of shipping. Nonetheless, so long as transaction costs are not prohibitive, a miller
with high consequential damages will gain from revealing this information and contracting for greater insurance from the carrier because the
carrier is the least-cost avoider.
This is not to say that there could not be an equally efficient market
response if Hadley had gone the other way. If the default required carriers to compensate for unforeseeable consequential damages, low-damage
millers would have the incentive to raise the issue of consequential damages. In a competitive industry, the uninformed carrier, in effect, assumes
she is facing an average-damage miller and charges a price accordingly.
The market price will reflect the expected cost of insuring high-damage
millers. A low-damage miller will want to contract for less-than-average
insurance and, therefore, a lower price. But the gains from contracting
around the default may be insignificant if the proportion of millers with
high damages is small. Furthermore, it may be very difficult for a lowdamage miller to determine how much of the price is an implicit insurance premium for millers with higher damages.
Thus, there may be situations in which the low-damage millers fail to
contract for the low-insurance/low-price contract. In the resulting equilibrium, carriers may charge a price representing their average cost of serving both high- and low-damage millers and take an average amount of
Bprecaution (which will be relatively low if there are relatively few highdamage miller^).^ Richard Posner suggests a similar result: If the damage
default changed so that manufacturers of photographic film were liable
for unforeseen consequential damages, "[tlhe manufacturer of the film
will probably take no additional precautions . . . because he cannot identify the films whose loss would be extremely costly, and unless there are
many of [the high-damage photographers] it may not pay to take additional precautions on aU the films he develops."' Section I1 formalizes
this discussion of Hadley to show that low-damage millers might fail to
contract around a default that awarded unforeseeable damages while
high-damage millers will contract around the Hadley rule.q
warned of how large Dean Smith's consequential damwould be wen he to miss the game. Goetz
& Scott, sufiro note 15, at 578.
66. The uninformed partica, the carriers, could simply exdude unforeseeable consequential darnagw from their standard-form contract (themby contracting m n d the default at very low cost), and
high-damage millm, if they want inwrana, could simply contract around the contract default. In
other words, if the legal default rule is inefficient, antracting parties may have ways of supplanting it
with a default of their own. (This point can also be made with regard to Posner's story about film
dcvdopmenc; see injra text aeeompanying note 67.) The limits to this mtractual nsponse to the
contra-Hadby default arc discussed infra mes 70-71 and text acmmpanying notea 69-71.
67. R. POSNER,supra note 2, at 114 (mphaais in original).
68. In the economics literatun s e d articles examine situations in which asymmetric information induces ineflident contracting. Ssr, bg., AkerIof, The Marbjb+ "Lemons": Quality tlncntaintj
and the Market Mechaninn, 84 Q.J.
ECON.488 (1970); Myemn, Mechaninn Design by an InfmMd Principal, 51 Eoo~orreralc.~
1767 (1983).
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It is important to consider another channel for informatio. :elation.
The uninformed party, the carrier, may attempt to learn the expected
damages of the informed parties, the millers, by offering a menu of insurance contracts?' The millers might then be induced to self-select the insurance contract that is optimal for their expected damages.'O The problem faced by uninformed parties trying to induce information revelation,
however, is that in many situations the necessary menu is more complicated than in the common carrier example. Devising a menu that induces
information revelation may require a great deal of sophistication by the
uninformed party and may entail large transaction costs.'l
The main Lesson to draw from our discussion of Hadley is that there
may be strategic reasons for parties' choosing not to reveal information. If
the default rule awarded all consequential damages, to be sure, the lowdamage millers would want to distinguish themselves from the highdamage millers. But the high-damage millers may intentionally choose to
withhold information that would make their contracts more efficient. An
informed party may not realize the full social value of revealing the information and, hence, her private benefits from revealing may diverge from
the social benefits of having the information revealed. As elaborated below, by not distinguishing themselves, informed parties may be able to
free-ride on the lower-cost qualities of others and thereby contract at a
subsidized price. T o counteract this strategic behavior, courts shoul!
choose defaults that are different from what the parties would h a d
wanted.
Easterbrook and Fischel have argued that courts should choose defaults
that "the parties would have selected with full information and costless
c~ntracting."'~Their standard fittingly tracks the two reasons for contractual incompleteness that we have identified-strategic withholding and
transaction costs. In a sense, their standard seeks what the parties would
have selected if there were no barriers to contractual completenes~?~
We
disagree, however, with their conclusion that courts should choose the default that the parties would have selected with LLfullinformation." When
69. See supra note 66.
70. This is in fact done by m y common carrim. The Federal Express standard contract, for
example, limits consequential damages to $100 but p i t s the shipper to buy greater insurance at
stated rates. See Epatein, supm note 64, at 120.
71. Sm, rg., i n f i t a t acannpanying mte 81 (eonsumen tying to ascertain information about
dealer's expected 1011-profitdamagcs may enmuntcr significant rfaistam in devising menu that encouraga dealers to meal information). For an example cf a menu that would require large transaction m e and sophistication on the part oi the uninfond party, see Note, Impeifcct Informorion,
The Pricing Mechanism, and Products W i i y , 88 COWH. L REV.1057 (1988) (suggesting that
manufacturn. should be rquirul to provide mcnw of warranties so that mnwmus can judge quality
and safety of pmdunr).
72. Easterbmdc & Fisfhel, mpr4 note 11, at 20-21.
73. Full information by bolh parties would eliminate any opportunity for sirat~gicallywithholding information, and malas mntraning obviously eliminates transactions mats as an impediment to
eomplete contracting.
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relatively informed parties strategically withhold information, courts, to
promote information revelation, should choose a default that the informed
party does not want. Imposing ex post what completely informed parties
would have contracted for may not result in the ex ante revelation necessary for efficient reliance or precaution. For example, we have shown that
in Hadly fully informed parties may have wanted the carrier to be fully
liable for consequential damages. Yet choosing full liability as the damage
default may lead carriers to invest suboptimally in accident prevention.
Hadley is inconsistent with a full-information, "what the parties would
have wanted" standard. Instead, Hadley penalizes high-damage millers
for withholding information that would allow carriers to take efficient
precautions.

2. Goldberg's Soluhn to the Lost-Pro&

Puzzle

Victor Goldberg's analysis of the lost-volume retail seller7' comports
with our discussion of penalty defaults. Goldberg examines what a retailer's damages should be when a customer breaches a contract to buy.
The U.C.C.mandates, and other commentators have suggested, that the
retailer should receive the lost profits on the good.16 Goldberg's own analysis suggests that the lost profits approximate the real loss borne by the
retailer. But Goldberg instead proposes that courts deny "recovery for lost
profits in the absence of explicit contract language to the contrary."?' In
other words, Goldberg proposes that the default damages be zero.
His rationale parallels our rationale for penalty defaults. The zerodamage default is intended to give retailers an incentive to come forward
and contract for a nonrefundable deposit or for a liquidated damages
clause. Again, the process of contracting around the default apprises the
customer of her potential liability. A sales contract gives the consumer an
option either to purchase the product or to pay damages. Goldberg's zerodamage default encourages retailers to inform consumers about the price
of exercising the option to breach. Consumers will therefore internalize
the cost to the retailer of breach and more efficiently take precautions
against breach.'? Furthermore, the consumer may not know the default
rule for breach.?' If a consumer is unaware that the default rule makes
- -

-

74. Goldberg, An Economic Anal*
of thr Loot-Voluma Rctail Seller, 57 S. CAL. L. REV.283
(1984).
75. Srr U.C.C. $2-708(2) (1976); Goetz & SfOtt, Measuring SeUars' Damages: Thr Losi-Profits
I'ux.de, 31 STAN. L. REV. 323, 323 (1979); Speidel & Clay, Seller's Recovcq of Overhad Under
UCC Section 2-708(2): Ewnmnic Cast T h q and Contract Ranedial Poliq, 57 C o a ~ r uL. Rev.
681, 694 (1972).
76. Goldberg, supra note 74, at 291.
77. In this situation the uninfonncd party, the consumer, pmbably could not offer a menu of
contracts to the informed retailer to inducc revelation of the markup. See supra axt accompanying
notea 69-71. The information rcquimments, mmplcxity, and transaction costs of auch a acheme would
be prohibitive
78. Thia is similar to our earlier d i d o n of what the real estate default rule should be for
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her liable for lost profits, the seller will have little incentive to bargain
about darnages.le Consumer liability for lost profits can lead to efficient
breach and precaution only if consumers know the amount of their liability. The zero-damages penalty default encourages the retailer to reveal her
rnarkup?O
Although consumers would value this markup information, retailers
still have incentives to withhold it?' By revealing their profits, retailers
may simultaneously reduce their bargaining power. Even Goldberg's penalty default, therefore, could be too weak to induce information disclosure.
Retailers may sometimes prefer to take their chances with zero damages
for breach rather than disclose a high markup. If the zero-damage penalty
default is insufficient to induce information revelation. a stiffer wnaltv
may be necessary to induce the parties to contract for liquidated
damage^?^

3. Unilateral Defuults as Penalties: The Peruerse Incentives of
Lefkowitz
Some contractual rules establish defaults that individual parties may
unilaterally change. Consider, for example, the legal effect of offers. The
U.C.C.'s mandate that an offer intends any reasonable form of acceptance
is a unilateral default that obtains "unless otherwise unambiguously indicated."- Consistent with the preceeding analysis, lawmakers may want to
set penalty defaults that encourage offerors to reveal information to offerees. Thus, courts may want to choose the default that the offeror does not
want.
In Lefiwitz v. Great Minneapolis Surplus Store, I ~ C .the
, ~Minnesota Supreme Court rejected the plaintiffs claim that the defendant, a
retailer, had failed to honor two advertised offers that the plaintiff had
ac~epted.~'In the first offer the defendant had advertised the sale of three
splitting earnest money between the seller and the bmker when a buyer breaches a purchase amtraa.
SM supra t a t aarompanying notes 54-56.

79. If the aller raises the issue of damages, thereby revealing her markup, consumers can mote
efficiently take pmutions to avoid breach. S i n a the consumer will learn she is liable for damages,
~OWMT
she
, will insist on a lower prim for the good.
80. Similarly, the common-law doctrine of construing ambiguities in contracts against the drafter,
s#6 1. MACNEIL,
supra note 11, at 372, can be viewed as a penalty default. The doctrine is not based
on the judgment that the panics would have wanted the antidrafter provision, but that such a penalty
enmurages draft- to draft mom precise contracts.
81. For a fuller discussion of this point, rpce A y m & Miller, "1'11 Sell It TOYOUAt Cost": b g a l
M8Wd lo Promote Honut R a i l Markup Disclancrs, 84 Nw. U.L REV.(forthcoming 1990) (manuscript on file with authors).
82. h is not naraPari1y true, however, that retailer6 will reveal their markup via ctrdc c h o k a(
liquidated damages. All mtailen may uniformly negotiate for minimal liquidated damages that pmvide no more information than the zero-damaae default.
83. U.C.C.5 2-206(1) (1976).
84. 251 Minn. 188, 86 N.W.2d 689 (1957).
85. The ccun eoneluded that the newmawr advvti~cmentsmnstituted offers and not m e d y invitations to make an offer. Id. at 192, 86 ~ . ~ . at2 691.
d

-
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fur coats " 'Worth to $100.00' " for " '$1 Each' "; in the second offer the
defendant advertised the sale of one black lapin stole " 'worth $139.50' "
for " '$1.00'
The court, following the common-law rule that indefinite
contracts are not enforceable, refused to enforce the contract arising out of
the first offer but awarded the plaintiff damages for his attempted acceptance of the second.
The court reasoned that the first offer's estimate that the coat was
" 'worth to $100' " was too speculative and uncertain to award damages."
But in applying the common-law standard that indefinite contracts are
unenforceable, the court ignored the likely market response to the nonenforceability default. As argued above, non-enforceability can be viewed
as a penalty default that encourages both parties to come forward and fill
in the gap;Oe that is, refusing to enforce indefinite contracts drives out
indefinite contracts. In Lefkowih, however, the court's refusal to enforce
the indefinite offer leads to exactly the opposite result.
Ask yourself the simple question: What kind of ad is the Great Minneapolis Surplus Store going to run the week following the court's decision?
By lending its imprimatur to the indefinite ad, the court allows retailers to
induce inefficient consumer reliance with impunity!'
The Lefkowitz case
dramatically illustrates that only by enforcing indefinite offers against the
offeror can one drive out indefinite offers.
Lejkxuitx was wrongly decided. The defendant's offer was intentionally
vague to induce inefficient reliance on the part of the buyer (Lefkowitz
incurred the "shoe-leather" costs of traveling to the store). Courts can retain the common law's general reluctance to enforce indefinite contracts so
that both parties will have an incentive to make the contracts more definite?' But Lefkowitz illustrates an exception to this general rule. When
the indefiniteness is clearly attributable to one party and induces inefficient reliance from the other party, punitive enforcement may be efficient
to drive out inefficient indefinite offers.

Penalty defaults stand as stark counter-examples to the proposition that
courts should simply choose defaults that the parties would have wanted."
Particularly when individual parties have private incentives to withhold
86. Id. at 189, 86 N.W.2d at 690.
87. Id. at 190, 86 N.W.2d at 690.
88. $18 supra text accompanying notes 49-52.
89. Our ugwncnt that cornurnen will be "suckcml" inw the norc by non-enforceable, indefinite
o&rs assumes that con~umenare unable to distinguish between eobmablc and unenforceable offers.
90. Ste supra text aaxnnpanying note 88.
91. It could be argucd that rational contractual parties behind a '%I of ignorance" would want
penalty defaults that inmeace Ihe total gains to amtraaing. Cf. J. h w u , A THWRY
OF Jusnce
24-38 (1974) (dircuscing preferenas under utilitarian assumptions of persons behind "veil of
ignorance").
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information, it may be desirable for the law to give them a nudge. The
possibility that efficient defaults will at times be used to reflect what most
people want while at other times be used to encourage the revelation of
information is analogous to the disparate uses of presumptions in the laws
of evidence.eP In both instances, the law is sometimes chosen to promote
the revelation of information.
Finally, having shown that lawmakers will sometimes want to set defaults that encourage one or both parties to reveal information, we now
should warn lawmakers that they should sometimes protect the private
incentives to become informed. In some instances forcing parties to reveal
information will undermine their incentives to obtain the information in
the first place.ss Lawmakers therefore should not impose penalty defaults
that have a net effect of reducing the amount of socially useful information. But in some instances, a particular party may need to acquire certain
types of information before contracting, so that forcing disclosure would
have minimal disincentive effects. For instance, in Goldberg's example of
lost-profit damages, retailers naturally knew the profits from a sale. It is
hard, therefore, to conceive how forcing retailers to disclose their profits
would undermine their private incentives to calculate the profitability of a
sale.u
92. The list of penalty defaults analyzed above is far from exhaustive. For example, the U.C.C.
&ions which establish implied or default wananties, U.C.C.88 2-314 and 2-315, cannot easily be
justified as "what the parties would have contracted for." Instead, the defaults, consistent with the
foregoing analysis, f o m sellers w m e a l information to consumers about the extent of their coverage.
Indeed, one way to identify penalty defaults is w investigate the pervasiveness with which panics
contract around them, as is done with the seemingly ubiquitous usc of limited warranty disclaimers.
U.C.C.8 2-207 is also incumistent with "would haw wanted" default analysis. This section s u p
plants the common-law mirror-image rule with the default that additional terms in an aoxptana that
do not materially alter the terms of the offer became part of a contract between muchants. This
default cannot be reconciled with a "what the panics would have contracted for" analysis, because
there is no =son to think that the nverchanta would have w a n d to include the additional terms of
their mnlran Instead, the rule places an informational burden on the party with the Ian dear c h a m
to come forward and notify the other aide if the additional tams are objectionable.
Evidentiary presumptions in litigation are sometimes used to reflm a rrktionship between facts
and at other times to place the burden of pmduang evidence on the party who is more likely to be
informed. Sea Allen, Premmptions in Civil Acrirms Reumsidcred, 66 IOWAL. REV. 843, 845 (1981)
(suggesting that presumptions are used "to construct rules of &ion to avoid factual impasse at trial;
to allocate burdens of pcrsuaaion; to instruct the jury on the relationAip between facts; and to allocate
burdens of production").
93. Sea R. POSNER,supra note 2, at 115; Easterbmok, Insider Trading, Sacnl Agents, Evidentiav Privileges, and rhs Production oflnfornation, 1981 SUP. CT. REV.309, 359; R. Allm, M.
Grady, D. Polsby & M. Yaahkv, Confidentiality of Legal Affairs (1988) (unpublished manuscript m
file with authors); cf. Laidlaw v. O w . 15 US. (2 Wheat.) 178 (1817) (permitting relativtly informed contracting party w prvIit by keeping information to himself). Of course, much of patent law
is justified as a means of mewraging the private production of infwmtion.
94. Anthony Kronman distinguishes "deliberately acquired information" from "casually aequimi
information." For examplc, he ruggata that if one side to a contract is aware that the other has
entered a mistaken bid, the special knowledge of the non-miataken party "is unlikely to be the fmit of
a deliberate scad." Rquiring dirloaure by the knowledgeable party of this casually a c q u i d information will a d i n g l y not undermine i m t i v e s to bamne informed. Kmnman, M i s ( a h Dircl~sur~.
l n f m l i o n , and U u Lon, ofContractr, 7 J. L ~ A SND.
L
1, 32 (1978) (revealing lost pmfiu from
contract can undermine inantivcs for partics to search for undervalued assets). Thm m y be a tradeONbetween inducing eff~cientsearch by o m pany and eficimt breach by the other. Wllm do not
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The prior analysis of Hadley can be embedded in a more general model
of default choice. To formalize our ideas, we begin by introducing some
notation. Let the percentage of millers who had high (unforeseeable) damages be arH and the percentage of millers who had low (foreseeable) damages be aL.g6
Let DH and DL be the monetary value of damages for the
high- and low-damage millers, respectively. The court chooses between
two possible defaults: denying or awarding the high, unforeseeable damages. Let the costs of contracting around these defaults be cH and cL,
where:
CH = cost of contracting around the Hadley default rule that denies
awards for unforeseeable consequential damages; and
cL = cost of contracting around the default rule that awards unforeseeable consequential damages.

We assume that all parties are risk neutral, so the only goal of the
insurance aspect of the contract is to induce the carrier to take efficient
precaution. As argued above, in a world with full information, both high&d low-damage hillers would contract for the carrier to pay for their
consequential damages.* If the carrier knows the miller's type and bears
all damages, she will choose the optimal level of pre~aution.~'Let K, and
KL equal the carrier's optimal investment in
for the two'iypes
of millers, respectively. Let q~ and qL equal the probability of damages
for each type of miller given the optimal level of precaution for the class."
Before analyzing the likely equilibrium associated with each default, we
must say a bit more about the carrier's price. Assume for the moment that
the carrier is in a competitive market in which, by definition, there a n
zero economic profit^.^ Let the competitive price of shipping crankshafts
for known high-damage millers be PH and for known low-damage millers
be PL.With this notation, if M C is the marginal cost of shipping with no
precaution, then the following equations will hold:
PH -- M C
KH
qHDH,
(1)
PL
=
M
C
KL
qLDb
(2)

+ +
+ +

search for their markup inionnation-in Krcnunan's terminology it is not "deliberately acquired"-so
that information nvelatii will enhance cffaenq.
95. We assume that thesc are the only types of millers so that a,
a,
1. For a similar
mathematical model of Hadlcy, m L, B d d u k & S. Shavell, supra note 61.
96. Sn supra text accompanying notes 62-70.
97. We assume that tht mntraa c l ~ o mandate
t
a specific level oi precaution because neither the
miller nor a court can obaervc the I d d prceaution Othawisc, farrims might son millers by offering different l m l s of precaution.
90. Thus, KH is the I m l of K that minimiaa the expression K + q(K)DH, and KL is the level of
K that minimized the expression K q(K)DL, where the function q(K) equals the probability of
damaga from delay for a given level of precaution, K.
99. Emnomic profits are the residual earnings after all implicit and opportunity m t s are accounted for.

+

+

-
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Because of competition, these prices reflect the carrier's marginal cost of
shipping, precaution, and expected damages.
What will the market equilibrium look like under the alternative defaults? First consider the ~ d e low-damage
y
default. Since the carrier is
liable only for foreseeable damages, DL, she will choose a precaution investment of KL.The probability-of damages will therefore be qL, and the
price will be PL. Now we can ask whether the high-damage millers will
contract around the low-damage default for higher insurance. If the highdamage millers fail to contract around the low-damage default, they will
pay PL and, in addition, bear the probability of damage, q , multiplied by
the uninsured damages (DH DL).
Thus, the total expected cost, PHin,to
the high-damage millers if they inefficiently fail to contract around the
low-damage default is:
(3)
PHin
PL
qL(DH - DL).
But because the carrier invests suboptimally in precaution, the millers'
total expected cost in equation (3) must be greater than if the carrier had
taken the efficient level of precaution and passed the cost on in the price,
pH:
(4)
PHin > PH.loO
This difference (PHin- pH) represents the inefficiency (fH) associated
with failing to contract for the efficient level of precaution:
pHin PH = fH.
(5)
"fH," then, represents the inefllciency cost when high-damage millers
fail to contract for greater preca~tion.'~'High-damage millers effectively
Pay:
p,in = p H + f~
(6)
when they fail to contract around the Hadley low-damage default.
If the high-damage millers contract around this default, they should
expect to bear the costs of the increased precaution as reflected in a higher
shipping price (pH rather than PJ as well as the additional transaction
costs of contracting around the default (cH).lD' This total cost would be:

-

+

-

So that:

+-

-

-

'
H
P
pH KL + ~ L ( K ~ D (KH
H + ~H(KH)DH).
Because KH minimizes K q(K)DH, x u mpra note 98, KL qL(KL)DHmust be larger than
KH qH(KH)DH.Thedore, the right side of this equation must be positive, and inequality (4)
must
hold.
-.
.-.
..
..
.-.
101. Fmm the pmious note we can u l c b the i&~dency mart:
-.KL + ~ L D H
+ ~ H W( 9 ~PH!DH <KH KL).
This latter exprcaaton ~llunramthat the lnaamcy of low precautln d m v s from the fact that the
mats of the higher probability of damage, (qL *)Q, outwagh the lower m t s of precaution, (KH
K3.
102. The highdamage millem bear dl of thae additional transaction and prreaution marts bemuse competition will keep the carrier's pria at marginal cost.

+

- (5
-

-

+

-

-

-

-
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+

(7)
PH
c,.
Thus, the high-damage millers will contract around the low-damage default if the total cost of failing to contract (pH fH) exceeds the total
costs of contracting (pH
cH):
pH
fH > pH CH,
(8)
or more simply
if:
-.
(9)
fH > CH.
High-damage millers will contract around the Hadley, low-damage default when the cost of inefficient precaution (fH) is larger than the cost of
contracting around the default (cH). If the additional costs of contracting
around the Hadley default are sufficiently small, all high-damage millers
will contract for the efficient amount of insurance. The high-damage millers will effectively pay PH cH for shipping, while the low-damage millers will pay PL.
Now consider the non-Hdlej, high-damage default.lo8 If the percentage of high-risk millers, aH,is duffihently small, market competition may
produce an equilibrium in which no one contracts around the default and
the carriers take only low levels of precaution, KL.'04 If the carriers cannot distinguish between high- and low-damage millers, competition would
cause the shipping price to become:
P* = aLPL
aHPHin.
(10)
Since in a competitive market, carriers must charge a price equal to the
expected average cost of serving both high- and low-damage millers, P*
represents a weighted average of these costs. The low-damage millers cost
the carriers PL, while the high-damage millers cost the carriers PHinif the
inefficient, low level of precaution is taken.'06
This will be the equilibrium if neither the high- nor the low-damage
millers have an incentive to reveal to the carrier their specific type. We
might think that the low-damage millers would have an incentive to come
forward and reveal their status in order to receive a lower contract price.
But they will do so only if:
CL < P* - PL1O6
(11)
Contracting around the high-damage default will be profitable only if the
savings from the reduced shipping price (P* PL) are greater than the

+

+

+

+

+

+

-

103. We aarume that the mats to the m u n of determining the magnitude of unforeseeable mnsequential damage%i.e., determining whether a givm miller is type H or type L-are negligible.
104. If precaution investment is a mntinuous choice variable (for example, the length of time
spent training carriers how to drive safely), its optimal level will be between KL and KH. For small
a,, the investment will bc cloae to K, If them arc d i m e choices for the level of precaution (for
example, use two or three horse) and a,, is small enough, the optimal investment will be K,
105. Substituting quatiow (2) and (3) into equation (10) yields:

-

which, again substituting quation (2), simplifm to:
P*
PL (IHQL(D" DL).
106. Fmm the prior footnote, this inequality can be e x p r e d as:
CL < U H ~ L ( D HDL).

+

-

-
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additional transaction cost, CL. But from equation (10) we see that the
equilibrium price, P*, is a positive function of c u ~ the
, percentage of highdamage millers.lo7 If this percentage (aH)is suffieiently low, the transaction costs (cJ will keep the low-damage millers from contracting around
the high-damage default. Note that this is unlike the low-damage default
in which the incentives to contract around the default rule are based on
the gains to the high-damage millers and are independent of the percentage of the population that has high damages (aH).
The high-damage millers will not reveal their true status to the carriers
bepause they would be forced to pay more (pH - P*) but would gain no
additional coverage. The high-damage millers fail to distinguish themselves not because of transaction costs, but because they prefer to withhold
this information strategically and to receive the subsidized shipping
price?O8 The shipping price is subsidized because transaction costs prevent
low-damage millers from contracting around the default. Even though the
information is socially valuable because it leads to more efficient precaution and even though this value exceeds the transaction costs, the highdamage millers prefer to remain undistinguished from their low-risk
counterparts. The high-damage millers do not mind that carriers take inefficiently low levels of precaution because, like all shippers, high-damage
millers are fully insured. The low-damage millers bear the costs of this
inefficiency, but are not hurt enough individually to distinguish themselves contractually.
Prior analyses of incomplete contracts have suggested that parties fail to
contract around inefficient defaults because of transaction costs.'" Our
analysis is striking because it demonstrates the possibility that parties may
fail to contract around defaults for strategic reasons."O A relatively informed party may strategically withhold information that would increase
the joint gains from trade."' Moreover, the example illustrates two extreme forms of default equilibria. The Hadley, low-damage default caused
all high-damage millers to contract around the rule and thus engendered
107. One muld imagine situations in which the costs for low-damage millers of contracting
amund a highdarnage default would be d l . For cxamplc, the Federal Express standard-form contract limits mnsequential damages if the render does not contract for more insurance. Sea supra note
70. Such a standard form would allow low-damage millers to cheaply opt for low-damage protection
and e0"gequently a lower price.
the high108. In other words, even if the mnr of contracting for higher precaution were m,
darn* millers would not reveal their status.
1Of 888 w p m note 30.
110. In our simplified model, lowdamage millem failed to contract around the pooling quilibrium ~ W U 01
K transaction core.S8e supra inequality (11). In a more general model, however, even
without transactions corm the informed croar-subaidiang p m i a (such as the low-damage millus)
may fail to contract around pwling equilibria if in doing a, they reveal information which reduces
their bargaining power. See K. Spier, supra note 29 for a mom formal demonstration of why similar
strategic conarns can keep mntracta from being dfidently nate-eontingent.
I l l . This, then, is an example in which the "shared-the-pie effect" exceeds the "size-of-the-pie"
eK&. Sw supra text accompanying note 57.
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what economists sometimes call a "separating" equilibrium in which different types of contracting parties sort themselves through the competitive
process into different groups at different prices. In contrast, the nonHadley, high-damage default created a "pooling" equilibrium in which
the high- and low-damage millers failed to distinguish themselves to the
carriers."'
The tension between "pooling" and "separating" equilibria is crucial in
choosing the efficient default. Separating equilibria entail the additional
transaction costs of causing some parties to contract around the rule; pooling equilibria entail the costs of inefficient reliance or precaution for failing to contract around the rule."& In the HadZey example the transaction
cost of the high-damage millers' contracting around the low-damage default is ~ H C H .This is the cost of separating equilibria. The cost of the
high-damage default stems from the inefficiently low precaution that carriers take with regard to the high-damage millers, aHfHThis is the wst
of pooling equilibria. If inequality (9) holds (i.e., if fH > cH), then the
costs of pooling exceed the costs of separating, and the Hadley default is
efficient even though it is not what the high-damage millers would have
wanted.
Although the prior section described the Hadley rule as a penalty default, it can be alternatively conceived as an untailored default rule that
provides what the majority of the parties would want (since under our
assumptions, a~ > aH). This reconception suggests that untailored defaults that apply a single rule to different types of contracting parties act
as penalty defaults with regard to those parties who disfavor them. Because a majority of the millers had low damages (aL > cuH) and would
only want to contract for low damages, one might deduce that the untailored Hadley rule is eficient because a majority of the parties prefers
it.
But the commonly accepted notion that untailored defaults should be set
at what the majority of parties wants does not hold in a more general
model of default choice in which the pooling and separating equilibria are
not extreme. To extend the Hadley model, consider the choice between
112. This analysis is consonant with the sonomia of insurance literatux. See, c.g., Rothschild &
Stiglitz, Equilibrium in Compelirivr Insurance Mark&: An b a y on the Emmnicx of Zmp~fccI
Information, W Q.J. h.
629, 634-37 (1976) (dimsing "separating" and "pooling" equilibria).
Low-risk i n w d s will have incentives to drop out of (or separate fmm) pools in which they m s subridize the premiums o f high-risk inrumls. See gmnanlly Pricat, The Currant Insurance Crisis and
Modern Tort Law, 96 YALEL.J. 1521 (1987) (arguing that this sort of separation has occurred in
third-party insurance pools and is largely mponsihk lor reant "insurance crisis").
113. In this model all millers continue to ship oankshalb regardless of the default rule. If, howcwr, the erosr-subsidization ol the .non-Hadq default d u d the consumption of the low-damage
millers (who must pay P* PL more) or inmaaed the mcwumption of the high-damage millers (who
have to pay PH P* less), then the pooling quilibria would additionally entail the dead-weight lorses
assaiated with ineff~cicnt amounts of contracting. Sat Note, Contract Donagrr. ond CrarsSubsiduafirm, 61 S. GAL.L. REV. 1125 (1988).
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two defaults: one and two. As above, there will be a certain percentage of
the population of contracting parties for which each default would bepreferred, al and cw2, respectively.ll' Again, there will be costs of contracting
around each default, cl and cz: let cl be the cost of contracting around
default two to the default one rule (and define c2 analogously). The Hadley model showed that failing to contract around a default could result in
inefficient levels of precaution.ll" Accordingly, let f, equal the inefficiency
generated if a type one contracting party fails to contract for the type one
rule (and analogously define f2). Most important, in a more general model
there may be intermediate amounts of pooling and separation for the different defaults. Accordingly, let:

Bl

= the percentage of type one contracting parties who in equilibrium would actually contract around default two, and
P2 = the percentage of type two contracting parties who in equilibrium would actually contract around default one.

Thus, while a, percent of the contracting parties prefer default one, it is
possible that if default two is the rule, a smaller percent (B1 < q ) would
contract around it for the efficient amount of precaution. And analogously,
some type two contracting parties might not contract around default one if
< (y2).l16
it is the rule
The completeness of the Hadicy pooling equilibrium implies that B, =
aH,while the completeness of the
separating equilibriumimplies that flL = 0.These extreme results turn on the homogeneity of, for
example, fH and CH. More generally, if high-damage millers have heterogeneous costs of contracting or of failing to contract, then different defaults may engender intermediate forms of pooling and separating.
In this more general model, each default can engender both costs of
contracting and costs of failing to contract. For example, the costs of default one will be:

u2

non- ad&

~$2

+ f Z b 2 - I%),

which equal the transaction costs of those type two contractors who contract around default one (c,P2) and the inefficient reliance or precaution
costs for those type two
who fail to contract around default one
(f2(a2 &)). Default one will be optimal only if:
(12)
C I B ~+ fib^ Pi) > 9 2 + f2("2 - 82).
This expression establishes the optimal condition for choosing between
two untailored defaults. In equilibrium each default may cause a portion
of the population to incur the expense of contracting around the default

-

-

-

H I . al+ %
I.
115. See rupa text acccinpanying note 100.
116. B e g u s we assume that parties would n e w bargain for a less eflicient contract, aland q
will always be grratcr than ar qua1 to 8, and f12 mpectivcly.
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(ci&), and each rule may create costs (fi(ai - &)) for those parties that
inefficiently fail to contract around it. The efficient default minimizes the
sum of these two costs, which, as stated before, are themselves the costs of
separation and pooling, respectively:
mi" [ciDi fi(ai - 411.

+

i-1,2

In contrast to the majoritarian analysis, condition (12) does not imply
that efficiency-minded lawmakers should choose the default rule that most
of the parties would want. In other words, condition (12) does not imply
that:
"1

> arz.

Indeed, exploiting the fact that a2 = 1 - al,"' one can rearrange condition (12) in terms of al. Default one will be efficient if and only if:
f2 + 82(% - f2) - Bj(c1 - f1)
(13)
"1 >
f, f,.*
The right-hand side of this cumbersome inequality implicitly defines a
critical value of a,* for choosing between defaults one and two. When al
is less than al*, default two is efficient; when at is greater than al*,
default one is efficient.
The crude majoritarian criterion (al* = 'h) only emerges from highly
constrained assumptions about &, 4, cl, c;?,
fl, and fi. For example, the
majoritarian default analysis in the existing contracts literature seems to
derive from two divergent sets of assumptions about these crucial variables.'' One set of majoritarians seems to assume that transaction costs
are small enough that no one fails to contract around inefficient defaults
(a, = Dl and a2 = B2) and that the costs of contracting around each
default are the same (c, = cz).lle Under these assumptions, the second set
of terms in condition (12) drop out of the analysis (fi(ai - 4 ) = O), so that
the costs of failing to contract are irrelevant. Inequality (13) can then be
simplified to:

+

a1 > %/(~l + c2) = %,
which implies the majoritarian result that default one should be chosen
only if a majority of the contracting parties prefers it.
A second set of majoritarians seems to assume that the transaction costs
of contracting around a default are so great that no parties will contract
around inefficient defaults (8, = 8, = 0) and that the inefficiencies of
failing to contract for the right rule are the same (fl = f2). Under these
assumptions the first terms of condition (12) drop out of the analysis (c&
= 0), so that inequality (13) can be simplified to:
a1 > f2Afl + f2) = 'h,

.

~

~~~~

~~

~

118. See Crawell, supra note 22, at 632-39 (diecussing two approaches).
119. Id. at 633.
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which again implies that default one will be efficient only if a majority
prefers it. Majoritarians are forced to make highly restrictive (and sometimes contradictory) assumptions to produce their desired rule. Most fundamentally, the majoritarian analysis errs by looking at only one of the
relevant variables, a.
As an alternative, some commentators have suggested that courts fill
gaps with the provisions that most parties bargain for in actual contract~."~Some academics have labelled this style of gap-filling as "mimicking-the-market.""' The "mimic-the-market" approach to default rules
ignores the fact that the type of parties who contract around a given rule
depends upon the rule itself. Parties who dislike a given default rule will
contract around it; if we change the default rule to mimic the contracts
these parties write, other types of parties may contract around the new
default back to the original rule. This process could cycle forever.1aa Set120. See Epstein, In Ddmse of the Contract ad Will, 51 U. CHI.L. REV.947, 951 (1984) (a
default rule "is normally chosen because it reflects tlu dominant practice in a given class of eases and
b e a u x that practia is itself regarded as making good sense for the standard transactions it governs."). Epstein argues that the default for consequential damages should he limited befause this '9s
what the cxprwr contracts have typically provided." Epstcin, supra note 64, at 118. Frank Easterbrook orally suggested a similar standard for ehoasing corporate default rules at the Columbia conference. Sbd supra note 13.
The NLRB has looked at actual mlleetivc bargaining a g m e n t s in deciding whether there should
be a ddault limiting management's right to transfer work. See Milwaukee 11, 268 N.L.R.B. Dcc.
(CCH) 601, 603 (1984) (quoting Ozark Trailers, Inc., 161 N.L.R.B. Dec. (CCH) 561, 570 (1966)
RIGHTS
AND UNION
INTERESTS
217 (1964))). The Supreme
(Citing M.CHANDLER,MANAGEMENT
Court has at times looked to actual contracting practices to determine whether a panicular issue
shwld be a mandatoiy subject of bargaining. See, e.g., F i Nat'l Maintenance Corp. v. NLRB, 452
US. 666,684 (1981); srs a h Alchian, Decision Shoring and Exproplioble SpeciJic Quasi-Rents: A
Thsoq of First National Maintenance Corporation v. NLRB, 1 SVP. CT. ECON.REV.235 (1982)
(SUggCSdng how "decision sharing" ddault should be set); Wachta & Cohen, Thc Lam and Econmb qf Collectbe Bargaining: An lntrodvclion and Applicorion lo the P r o b h s of Submtracling,
Partial Closure, and Relocafion, 136 U. PA. L. k v . 1349, 1364-77 (1988) (suggesting how "default entitlcmeotC in labor market should be set). However, in Lewis v. Benedict Coal Corp., 361
US. 459 (1960). discussed supra note 21, the C o w eaehewcd any empirical analysis of the private
reaction to a particular contract.
121. SII Schwab, Collective Bargaining and tit# Cocrre Theorem, 72 CORNWL. REV.245,
286-87 (1967).
122. This is noc to say that the mimic-the-market rule would never be desirable. If, for instance,
filling a particular type of mntractual gap is an issue of first imprersion, it may be reasonable for a
court to look at existing contracts as a guide to what the parties would have wanted. If parties were
unaware of the default rule when they were contracting, the cycling problem would not arise. If no
well-established default exists, many wntracting partics may expliatly contract for what they want in
order to avoid the penalty of ex p a t uncertainty. In this case existing contracts provide evidence for
what the panies would havc done, so mimicking the market may be justified. For example, Epstein
uees this approach to argue that one can ascertain the efficient form for w o r W compensation legislation by observing the contractual insurana provisions that existed prior to legislation. Epstein, supra
note 64, at 118-19.
Mimicking the market may also make sense when parties havc failed to record any contract. For
example, in devising their estates, many panics may not go to the trouble of writing a will, but t h
that do may nrcate even well-established intestacy defaults. Thus, looking at aclual wills can give
same guide to what the general populaa wanta. But even this argument faila if the mntracting sample
mimprcsenta the inmate d a m If the reaton -in
parties fail to contract is related to the substantive provision that t h o r panics want, then the inference between achlal and hypothetid amVac¶a is
attenuated. For example, if only u p p r - d m people can afford to write wills, then an uppcr-elass
prefuma for children over parenu may not be relevant in determining the intestate prcfemas d

~
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ting defaults that mimic the market therefore will not assure efficiency. A
slightly more sophisticated version of mimicking the market would set the
default at what most people would contract around another default for.
This approach would focus solely on the ps. For example, if a larger
percentage of parties were willing to contract around the first default than
the second default @, > &), then d e two would be chosen as the default. But maximizing the 8's suffers the same flaw as maximizing the
&-neither choice rule conforms with the efficiency criterion in inequality (12).1aa
Implementing a complete theory of default choice requires attention to:
1) what the parties want (the a's),
2) whether they will get it (the ps), and
3) the costs associated with getting it (the c's) or not getting it (the Ps).
It is especially important that lawmakers ascertain the degree of separating and pooling that each default engenders. For in determining the equilibrium levels of the /3 associated with each default, the court must estimate the importance of transactional and strategic barriers to contracting
around particular default rules, as well as understand the costs associated
with failing to strike the efficient contract.
We have shown that at times the efficient default will be one that a
majority of contracting parties disfavors. As the number of different types
of preferred contracts (and consequently the number of possible defaults)
increases, any untailored default is likely to be disfavored by the majority
of contractors.'" Untailored defaults act as penalty defaults with regard to
the lowa class.
123. Still another panial and inefficient criterion for default choice would attempt to minimize the
number of people who W e d to contract to their e I a e n t rule. In the model's terminology, this would
be equivalent to minimizing ai 6.
124. The results of this dichotomous model can be extended to a situation in which courts are
choosing among morc than two default alternatives. In many situations, there will be more than two
p i b l e default dtoiccs from which the lawmaker may choose Consider a dass of contracts in which
tailoring is pmhibitively expensive, so that the lawmaker must choose among N (N > 2) possible
t a n different classes of contracting parties for which different rules would
defaults. Assume that h
be effiaent For example, heterogeneity across buyer risk prCrercnecs could lead to a range of optimal
riskahwing rules for diflumt mntrads. We assume that when parties contract around a default, they
mnwad for the rule that is &dent for their class. But jar Schwab, supra note 1, at 251 (students
t
A contracting pany will be called a
sometimes mntraetcd amund ddault to less H ~ a e n outcome).
type j mntracting pany if default rule j would be efiicicnt for it. Let:
ai the percent d mntracting parties who want default i (whm 4 ai 1);
Bii the perant d type j contracting parties who will mntraa around default i (where & 0);
cij
the mst for type j panics of mntraaing around default i; and
f4 = the mst for type j parties of failing to mntran around default i (when fii 0).
Extending the earlier model, we can say that the coat of any default i will be:

-

--

-

E

j-I,N

-

-

lcipij+ fij(O1] - oij)1.

which mprescnts for all mntracting type the total msw of mnvaaing around default i or of failing to
mntrad amund i t A lawmaker choosing the least- ma^ ddault will accordingly want to minimize:

{jzshj$

-

&
'!i
+ fi&
@iJl}.
As in the dichotomous model, a penalty default may k the least mstly. Even a default x that no one
I
ax,for all j), and
wants, a,,-; 0, may be optimal if moat people contract around the default

wxj
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the classes of contracting parties that disfavor them. As the diversity of
contracting types grows, any untailored defaults start to resemble the
types of penalty defaults we described in Section I."' As the number of
possible defaults expands, courts must choose between a penalty default
that is efficient within the class of untailored defaults or a tailored default
that requires the court to ascertain what individual parties would have
wanted. We have analyzed how courts should find the optimal rule within
the class of untailored defaults; we now examine whether a tailored default is superior to an untailored default.
With a tailored default the court attempts to determine the default for
which the particular parties would have contracted. A major cost of tailored defaults, then, is the cost of this ex post determinati~n.'~~
Instead of
having the different types of parties separating themselves into different
contractual groups ex ante, the court attempts the separation ex post. Instead of contracting costs, the costs of ex post tailoring are the costs of
distinguishing between types of contractual parties, where each type
would have contracted for a different rule.
These costs of determining what the particular parties would have contracted for can be significant. For example, in Jordan v. Dufl& Phelps,
Inc.,'" two leading law-and-economics practitioners, Judges Easterbrook
and Posner, disagreed about what the particular parties would have
wanted. In Jordan the Seventh Circuit was called on to fill a gap in a
shareholder/employment agreement. The court needed to determine
whether the defendant corporation had a duty to disclose material information about a merger to an employee who was about to quit and who
was, according to the agreement, thereby required to sell his shares. Predictably, both judges agreed that contractual gaps should be filled with
terms that the parties would have wanted.'*
The judges, however, strongly disagreed about what these terms would
have been. Judge Easterbrook, authoring the majority opinion, found it
"unwarranted to say that the implicit understanding between Jordan and
Duff & Phelps should be treated as if it had such a no-duty clause; we are
the costs of contracting around it arc low (Cy rr 0, for all j).
For example, consider our earlier discussion of the zero-quantity default, supra text aemmpanying
notes 42-46. The default choice is non-dichotomous. Numerous quantitiea could be chosen as the
default. Although contracting patties would not contract to exchange zero quantity (x, O), mwt
poplc contract around this default, and the msts of contracting around it am low.
125. Any untailored quantity default would be, e m p t for the smallest proportion of transactions,
a penalty default. For example, only the smallest pvfentage of contracting parties would actually
want a default quantity of -me randomly ehow number such as, say, 39 or 2003.
126. Richard Eptein ctitidzea Judge Poanw's analysis in EVRA Chp. v. Swiss Bank Corp., 673
F.2d 951, 954 (7th Ci. 1982), b u r e contributory negligence requires d y ex pant tailoring by
murts. Eptdn, supra note 64, a 134.
127. 815 F.2d 429 (7th Cir. 1987).
128. Id. at 436; id. at 446-47 ( P m w , J., dissenting).
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not confident that this is the clause firms and their employees regularly
would prefer."lae
Judge Posner, in dissent, argued that the parties would have waived
any duty of disclosure because waiving such a duty would have "aligned
their respective self-interests better than the legal protection that the court
devises today."'s0 This disagreement between sophisticated jurists suggests
that tailoring costs include not only the out-of-pocket litigation expenses
but also the potential costs of judicial error. Indeed, if the expected costs of
ex post tailoring are sufficiently large, even a tailored rule may give the
parties an incentive to contract explicitly ex ante. Ex post tailoring may be
more expensive to contracting parties than ex ante contracting. Even if
judicial tailoring is accomplished without error, parties may prefer to contract for the same terms that the courts would provide at a higher cost ex
post.'"
But these costs of distinguishing between different types of parties are
not the only costs of tailored rules. Because courts do their tailoring after
the fact, tailored rules can actually exacerbate the inefficiency of strategic
incompleteness. With a tailored rule the relatively informed
party-assured that the court will provide the terms that fully-informed
parties would want-may have no incentive to reveal her private information to the other party. For example, in our Hadley model the highdamage rule was a tailored default that gave each contracting type what
they would have contracted for were they fully informed-damages of DH
or DL,depending on the miller's type. Yet, we have shown conditions
under which this tailored high-damage default gives rise to the costs of
inefficient reliance or precaut&.'ss
not expli&ly contracting for damages ex ante, the carrier cannot know if the miller is high-damage or lowdamage and therefore may not choose the correct level of precaution. Even
if it is costless ex post for the court to determine exactly what two specific
parties would have agreed to ex ante, tailored defaults may not be
optimal.
In sum, finding the efficient default can involve a complicated inquiry.
Knowledgeable parties can leave holes in contracts for strategic reasons-they might prefer to remain in an undifferentiated pool than pay
their full freight in an efficient but unsubsidized equilibrium. Efficiencyminded lawmakers must therefore be attuned to the sources of contractual
incompleteness and to the attendant costs of pooling and separating assodated with their default choice.

~y

-

-

--

-

129. Id. at 436.
130. Id. at 448 (Posner, J., d i i t i n g ) .
131. This point inverts Posner's observation that it may somdimes be "cheaper for the court to
'draft' the contractual tum nacssary to deal with the contingency if and when it m r s . " R. POWER,
supra note 2, at 82.
132. See supra text aammpanying notes 95-103.
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The preceding sections have attempted to develop a theory for choosing
default rules. But before implementing any default standard, courts need
to establish, as a logically prior matter, rules for deciding when a contract
is incomplete."' Indeed, the litigants in many cases will argue not only
about how the gap should be filled but also about whether there is a gap
at all.'"
For example, returning again to Jordan v. Duff& Phclps,"' Judges
Easterbrook and Posner disagree not only on how to fill a gap in the
employment-stockholding contract but also, and more fundamentally, on
whether there was a gap to be filled.'" Easterbrook's majority opinion
concludes that although the fiduciary duty to disclose material information
could be contracted around, the parties' agreement did not sufficiently negate this duty: "[Tlhe possibility that a firm could negotiate around the
fiduciary duty does not assist Duff & Phelps; it did not obtain such an
agreement, express or implied."'" Easterbrook's decision then proceeds to
fill this disclosure gap with the fiduciary duty default. Posner, in dissent,
r i d s that the "stockholder agreement that defined [the employee's] rights
as a shareholder 'with greater specificity"'1ae sufficiently contracted
around any default fiduciary duty: "The arrangement that resulted (call it
'shareholder at will') is incompatible with an inference that Duff and
Phelps undertook to keep him abreast of developments affecting the value
of the firm."'ae In Jordan, then, two prominent legal economists disagreed not only about how the gap should be filled but also about what
constitutes a gap.
- -

133. At an even mare basic level, muns will noc be able IO determine whether a mntract has g a p
without a prior theory of contract formation. In general, mrts will need to determine:
1) whether the parties have formed a mntract,
2) whether the contract has gaps, and
3) how the g a p should be filled.
We implicitly assumed in Senions I and I1 that there were sufficient objective indicia of the panics'
meeting of the minds to infer contractual formation. See Bamett, A Consant Theory of Conlract, 86
COLUM.L. REV.269 (1986) (discwing competing theories of contractual formation). This Seetion's
focus
on legal formalities ghould inform m u d thmries of contractual famation and contractual gaps.
'
134. This point is also ma& in M. F m d & D. Pdsby, Hard Cases Make Bad Law: Employment at Will at the Edge (1988) (unpublished manuscript on file with authors). For example, F m d
and Polsby criticize Richard Epatcin'a analyl, sea Epstein, supra note 120, at 980, that the m u n
supplied the correct "gapfilling" default in Coleman v. Graybar Elec. Co., 195 F.2d 374 (5th Cir.
19521, an employment at will/wrungful tamination caw: "The contract in Graybar was anything but
ailcnt . .
Such an agFacmMt muld hardly
otherwise' with more clarity, short of spaeifically reserving the employer's right to act in tntd faith." M. F d & D. Polsby, wpm, at 2.
135. 815 F.2d 429 (7th Cir. 1987); see supm text acmmpanying notes 127-31.
136. Judge Posncr argued in the alternative. Al-h
he mndudcd that the contract did not have
a gap, id. at 449 (Posner, J., dissenting) ("the partica were not silmt"), he altvmtivdy found that
ewn if there were a gap, it should be filled diffcmtly than the way Earterbrook mmmended. See
supra text accompanying note 129.
137. 815 F.2d at 436.
138. Id. at 447 (Posner, J., d i i t i n g ) (quoting mjority).
139. Id.

..
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This question of when a contract is incomplete is identical to the question of what is sufficient to contract around a default. A court's holding
that the parties' attempt to contract around a given dehult is insufficient
is identical to a holding that there is still a gap in the contract. By answering one question, the courts necessarily answer the other. Courts need
to develop a theory of gaps before they can address how best to fill them.
If the academy has been remiss in developing a theory of default choice,
then to an even greater degree it has failed to address what the necessary
and sufficient conditions for contracting around defaults should be. In determining these conditions, courts are determining the costs of contracting
around a given default.I4O The received wisdom that transaction costs are
responsible for contractual incompleteness implicitly suggests that
lawmakers should minimize the costs of contracting around defaults so
that if any contracting parties do not like the off-the-rack standard, they
can inexpensively tailor their corporate or contractual structure to suit
themselves.
But legal rules evince a greater diversity than this simple theory suggests."' Parties wishing to contract around both statutory and commonlaw defaults will encounter varying degrees of difficulty. For example,
many sections of the U.C.C. establish defaults that are in force "unless
otherwise agreed,"14' but 2-206 provides that contractual offers shall be
construed as inviting any reasonable manner of acceptance "[ulnless otherwise zbnambiguowly indicated,""' and the Official Comment punctuates
this point by saying that this default obtains "unless the offeror has made
quite dear that it will not be
Similarly, in the corporate context the common law of promoter liability requires extraordinary efforts to negate the joint and several liability
default. For example, in Sbanlq.1. How & Assocs. v. Boss,"' a promoter
was held liable under a contract even though he signed the preincorporation agreement: "By: Edwin A. Boss, Agent for a Minnesota
' ~ court held
Corporation to be formed, who will be the O b l i g ~ r . " ~The
that "[wlhile the agreement was not completely clear, the words 'who will
be the obligor' are not enough to offset the rule that the person signing for
the nonexistent corporation is normally to be personally liab1e."14' Con140. Thae coats were rep~xntcdas q in the early model of default choice. See supra Section 11.
141. But see Black, supra note 1 (arguing that corporate default rules am trivial). Blaek's argumcnb imply that corporate formalities do not impede corporations from establishing tailored form of
corporate governance. But the costa of contracting around some "strong" dclaults (that is, lulfilling
certain corporate formalities) arc likely to give some formalities a more substantive or nontrivial nature. See, 8.g.. infro noten 148-50.
142. See, e.g., U.C.C. 5 2-303 (1976).
143. U.C.C.8 2-206 (1976) (mphasis added).
144. Id. at Official Comment 1 (nnphaais added).
145. 222 F. Supp. 936 (S.D. Iowa 1963).
146. Id. at 939.
147. Id. at 942. The holding is ansisttnt with tk common-law doetrine of construing contractual
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period. As it turned out, the restoration "would involve the moving of
many thousands of cubic yards of dirt, at a cost estimated by expert witnesses at about $29,000.00."1b8 Garland introduced evidence that such
restoration would increase the market value of the land by only $300.'b4
The court was asked to choose the proper measure of damages: cost of
performance ($29,000) or diminution in value ($300).
The majority opinion, which limited the Peevyhouses' damages to diminution in value, clearly claimed that the court's ruling could be contracted
around.
It should be noted that the rule as stated does not interfere with the
property owner's right to "do what he will with his own," or his
right, if he chooses, to contract for "improvements" which will actually have the effect of reducing his property's value. Where such result is in fact contemplated by the parties, and is a main or principal
purpose of those contracting, it would seem that the measure of damages for breach would ordinarily be the cost of perf~rmance.'~~
This passage seems to emphasize that, notwithstanding the holding in this
particular case, parties retain the right to contract around the diminutionin-value default standard.
The dissenting opinion, however, points to the specific provisions of the
contract that had been added to the usual covenants of the defendant's coal
mining leases and that seemed to place the duty of restoration on the defendant. In the face of these contractual provisions, the reader of
Pecvyhoztse is left with two alternative interpretations. Either the majority
opinion is 1) disingenuously creating an immutable rule; or 2) creating a
"strong" default rule (that the Peevyhouses' amendments did not sufficiently override).'" The most straightforward way to distinguish between
these competing interpretations is to ask what extra words the
Peevyhouses could have added to the contract to "reverse" the majority's
-

-

--

153. Id. at 111.
154. Many m e n t a t o r r have nitidzed the majority's opinion for ignoring the subjective (nonmarket) value of the land to the Pcevyhouses. See, e.g., Muria, Corl of Capletion or Diminution in
Market Value: The R h n c r of Subj6cliw Value, 12 J. LEGALSTUD.379 (1983) (arguing that
muns must recognize aubjeetive value to fill compensatory goal of contract law). However, the muns'
reliance on market value is probably more a function of the plaintiffs' trial strategy. The Peevyhoum,
in trying to foeus the jury's attention on cost of perfonnana, may have strategically decided not to
introduce any evidence of subjective value. And the mun's opinion seems to indicate that evidence of
subjective value should be induded in diminution damages: "After a careful search of the remrd, we
have found no evidence of a higher f i r e [than the $300 market diminution], and plaintifis do not
argue in their briefs that a greater diminution in value was rwtaincd." Peqhours, 382 P.2d at 114.
One would predict that in subacqumt litigation plaintiffs would begin to introduce subjective value
evidence that would be included in diminution dunages.
155. h y h m U 6 , 382 P.2d at 114 (citations omitted).
156. The majority's own use of the word "ordinarily" in the last quoted sentence seenu to add
some support fur the immutability interpretation. Aher all, is the wurt suggesting that wen if the
p i e s explicitly attempt to mntract for mn of pnfomunce, there still may be "extraordinary" situatlom in whicb the diminution in value standard will apply?
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default. If the majority is really doing what it says, we should be able to
write such a contract. If we cannot confidently determine what such a
contract would need to say, the alternative hypothesis-that Peeuyhouse
really is creating an immutable rule-becomes more ~ompelling.'~'
While the Peeyhouse opinion has been criticized for reaching the
wrong result,'" this analysis suggests that the majority also erred by not
more clearly establishing what words would be sufficient to contract for
the cost of performance damages. Even though the decision (rightly or
wrongly) resolved uncertainty about what the default damages would be,
it did little to resolve the uncertainty about how one could contract around
this default. Even prospective parties who had read Peeuyhouse and had
known that it "does not interfere with the property owner's right to 'do
what he will with his own' '7'69 would still face considerable uncertainty
about how to exercise that right.
This discussion suggests that in many instances decisions should do
more than merely decide what the efficient default should be; they should
establish "safeharbors" of contractual language that will be sufficient to
reach other contractual outcomes.'" As the Peeyhouse case illustrates, by
giving prospective parties examples of explicit language, courts can dramatically reduce the uncertainty and costs of contracting around the specific defa~lt.'~'

B. Determining the Eflcient Level of Legal Formalities
There can be good economic reasons for "strong" defaults in which the
courts intentionally increase the procedural costs to parties of contracting
around the default. These reasons parallel the rationales given in one of
the first intuitively economic analyses of contract law, Lon Fuller's classic,
Consideration and Form.IBPFuller suggested that legal formalities serve
- - -

157. Tracking the majority's language, we suggest that prospective parties attempting to ovemme
the diminution-in-value standard include the following wenant:
The parties specifically intend and emtemplate that the lcsxe shall nstore the land, even if
the costs of performance are grossly disproportionateto the diminution in value from failing to
reston the land. This is a main and principal p u r p w of the Icane. In writing this proviaion,
we are explicitly contracting around the holding of Psryhoure v. Garland Coal.
e
in fact, be immutable.
If this pmvision were not suffient, the Pecyhou.w ~ l would,
158. See, e.g., Birmingham, D a m p Measures and Ewnomu ROLiOMliw The Geometry $Cartract Law, 1969 DUKEL.J. 49.
382 P.2d at 114.
159. Pe~~)houre,
160. C o w may face the constitutional limitation of ruolving only "cases or controversies" at
bue. US. C m n . an. 111, 8 2, cl. 1. But other decisions have established pmpative sa(eharbon.
SM, e.6, Miranda v. Arizona, 384 US.436 (1966) (establishing fair and effective warning rquircmmt to persons in police custody).
161. The purpose of such cuntractual safeharbors nhould not be to preclude the parties from tailoring other standards. The &harbor alternatives might additionally prwide bendiu as cummon-law
interpretations would more fully specify their meanings. See J. Gardon, supra note 13
6 2 . Fuller, Considbmhbn
and F m ,41 COLUM.L. REV. 799 (1941). In truth, the fad that the
article is daimcd by emnomists (it is, for example, nprintcd in A. KRONMAN
& R. POSNEII,THE
ECONOMICS
OF CONTRA^ LAW 40 (1979)) ib aa much a tribute to the mundneu of its insights as to
itP nexw with mnomics.
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evidentiary, cautionary and channelling functions. The necessary and sufficient conditions for contracting around a default are examples of formalities that courts require. Our discussion accordingly tracks Fuller's
categories.
In Fuller's analysis, the evidentiary function of legal formalities is to
provide information to courts in order to lower the costs of subsequent
decision making. This analysis is quite resonant with our earlier conclusion that penalty defaults could be justified on efficiency grounds as ways
of encouraging the revelation of inf~rmation.''~In choosing the necessary
conditions (the formalities) for contracting around a default, a court
should consider similar informational aspects. We go beyond Fuller
though and argue that the evidentiary function of legal formalities can
serve to inform not only the courts but the parties within the contract as
well.'M For example, if a penalty default is chosen to encourage one party
to reveal information to another, the court may want to regulate the process of contracting around the default so that meaningful information is
conveyed.
Structuring formalities to facilitate internal information flows is also
related to the cautionary function of legal formalities. Fuller argues that
some formalities, such as certain writing requirements, serve a cautionary
function by forcing the parties to undertake a minimal amount of reflection before being bound by a contract. But, as already discussed, when the
parties to a contract have disparate amounts of information, lawmakers
may want to establish formalities that are more directed toward protecting
the relatively uninformed. For example, a holding contrary to Peevyhouse,
in which the courts not only choose cost-of-performance damages as the
default but also require extremely explicit language to opt for value diminution damages, might be justified to caution the relatively uninformed
landholders of their legal rights."' T o caution is to give information. Attention to how legal formalities will affect the flow of information should
inform lawmakers' theory of gaps as well as their theory of default choice.
Finally, Fuller suggested that legal formalities could serve a chanelling
function which, for example, would allow parties to channel their contractual agreements toward legal or non-legal enforcement. Fuller's theory of
channelling is highly analogous to our earlier discussion of pooling and
especially separating equilibria.lW As we discussed in our Hadlq model,
163. Su supra text mompanying nMtS 47-60.
164. S u supra text a~mmpanyingnotes 53-60.

165. Similarly, if strategic withholding of information explains why employerr do not reveal to
employen the true probability of future termination, employees may make ineflicient investmenu in
goods such as housing and human capital. In such situations it may bt efficient lor courts not only to
make a ddault rule against termination without cause but a h to require m p l o y w to state spceifia l l y that they wish 10be able to lire for even arbitrary masons. But su Epslein, supra note 120
( a ~ u i n 8against 8uch a rule); M. F d Br D. Polsby, rupo note 134
166. s11 supra t a t Bcmmpanyin~nota 111-14.
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different defaults can lead to different degrees of separation.'" As with
chanelling, the separating effect of legal defaults may allow parties to sort
themselves into different groups.
There may be, situations in which courts should increase the costs of
contracting around defaults to force the majority of parties into a particular channel. For example, if a certain type of contract generates a mild
externality, we may want to discourage most people from entering this
type of contract. But if there is a small class of contracting parties that
will be damaged more than society gains if they fail to contract, then
courts may want to consider a method of "chanelling" or "separating" the
socially beneficial from the deleterious classes of transactions.
One way to do this would be by direct fiat, but there may be ways of
encouraging the parties to sort themselves into the correct categories
through legal rules. For example, by artificially increasing the costs of
contracting around a no-contract default, courts may discourage the lowbenefit contractors but not the high-benefit contractors. Although such legal formalisms may engender the efficient types of contracting, they may
still be inefficient because the additional transaction costs that the formalities engender are a social cost that could be avoided by simply imposing a
tax of an equal magnitude. The tax would be a transfer to the government
instead of a dead-weight loss. If courts are constrained from imposing
taxes,'" however, intentionally costly formalisms that increase the cost of
contracting around "strong" defaults may be the most efficient rules
within their choice set. The channelling function of legal formalities can
also be given an informational justification because the very process of
self-sorting reveals information about the parties' preferences.lq
Such intentionally costly formalism would not be used in conjunction
with a penalty default. Since the whole point of penalty defaults is to
encourage parties to contract around them, formalisms that increase the
cost of doing so would be counterproductive. in essence, penalty defaults
encourage, and "strong" defaults discourage, contractual mutation.

C . Legal Responses to Contracting Around Immutable Rules
An important difference between default and immutable rules is that if
parties attempt to contract around a default rule and fail, they will simply
167. See supra text amrnpanying note 114-16.
168. Sw, kg., I. Ayrn & P. Schmitt, Cwrt-Ordaed Funding of School Desegwgation Remedies:
Federalism Vwus Minority Rights $ 3 (1989) (unpublished manuscript on file with authon) (discuaoing constitutional limits on judicially i m p d taxation).
169. The possibility that courts may i n t e n t i d y want to inacase the asta of mnwadng around
a default might potentially uplain their refwal to sniculate altematiw a n f e h a r ~ If
. there is uncertainty about what is wlliaent m ovemrmc a partinrlv default, the partita will be discouraged ex ante
fmm wen trying. This argument might pmvidc an apology for the PavJlrmue holding. However, in
P u q h u w the sodeta1 cxtemlitita of strip-mining militate toward a mat-of-performance default.
This channeling explanation is t h e d m inapposite to the PervlJlowr fact pattern.
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be bound by the default, whereas if parties attempt to contract around an

immutable rule and fail, the law may choose to penalize the attempt by
imposing a penalty different from (and, from the parties' ex ante perspectives, worse than) the immutable standard. From an ex ante perspective
the possibility of receiving this ex post penalty is just another expected
cost of contracting around the default rule.
The legal response to parties who try to contract around immutable
rules can also be given a default interpretation. In these cases the courts
remove the clauses that transgress the immutable rule and then choose a
default to fill the gap. For example, in Frostifresh Corf. a. R e y ~ s o , ' ~ ~
the trial court established an immutable rule that retailers cannot sell at
unconscionably high markups. Accordingly, the court struck out the contract's price provision (which was more than three times the retailer's
cost), but it then had to decide how to fill the gap. The trial court decided
that the reconstructed contract should have a price which only covered the
seller's cost. The appellate court reversed and awarded the seller "a reasonable protit" instead of zero profit.''' The difference in these holdings is
very similar to the tension between a tailored default and penalty default.
Reconstructing the contract to give the seller a reasonable profit is identical to the U.C.C.'s reasonable-price standard. The zero-profit standard is
analogous to a penalty default, in this case imposing the penalty on the
seller for trying to contract around a rule, while the penalty defaults discussed earlier penalize parties for not contracting around the rule.
This same tension arises with covenants not to compete. Courts have
established an immutable rule that parties cannot make covenants of unreasonable duration. In Fullerton Lumber Co. v. To~borg,'~'for example,
the Supreme Court of Wisconsin held that a ten-year covenant was unreasonable but then struggled in deciding whether it should reformulate the
contract to impose a duty not to compete for a reasonable period or penalize the employer for transgressing the immutable limitation by allowing
the former employee to compete immediately.lTa
If the goal of an immutable rule is to discourage people from even attempting to contract around a provision, then it would seem that the penalty reconstruction would be the favored result.'T4 This is again analogous
170. 52 Misc. 2d 26, 274 N.Y.S.2d 757 (Dist. Ci. 1966), rm'd 54 Misc. 2d 119, 281 N.Y.S.2d
964 (App. Term 1967).
171. Fmtifresh Corp. v. Reynoso, 54 M i x . 2d 119, 281 N.Y.S.2d 964 (App. Term 1967).
172. 270 Wis. 133, 70 N.W.2d 585 (1955).
173. The majority m n ~ u c t e dthe contract m have a amnant of "masonable" duration. 270
Wis. at 146-47,70 N.W.2d at 592. The d i m <would have penalized the employer by allowing the
employee to eompne immediately. Id. at 148-52, 70 N.W.2d at 593-94 (Gehl, J., diienting).
174. A penalty for even attempting m mtren around a legally immutable provision may be
nemsary to deter attempts in a world where some disputes a n not litigated. If all disputes were
litigated, attempts to convan around an immutable rule would never s u d . But if some mtraaual
parties fail to challen@ unenfomablc immutable rules, then imposing a penalty whenever a c a s does
come lo aKln might be justified ur prrvent undcrdcmrcna. For example, it ia widely believed that

19891

Default Rules

127

to our earlier discussion of penalty defaults, in which we suggested that
courts should choose the penalty that provided "least cost deterren~e."~'"
The difference is that in the earlier discussion the penalties were attempting to deter gaps and here the penalties are attempting to promote gaps
(that is, deter contracting around). The preference for penalty defaults to
fill the gaps left in unconscionable contracts may justify the common law
"blue pencil" test which simply enforces contracts after the offending provision has been struck (with a blue pencil).''"

This article has suggested how efficiency-minded lawmakers should go
about filling gaps in contracts. The reasons that parties leave gaps in contracts should strongly inform this decision. Our theory of defaults should,
in a sense, be guided by our theories of why there are contractual gaps.
Prior theorists have argued that parties leave gaps in contracts because the
cost of writing additional terms outweighs the benefit. Accordingly, they
have suggested that courts should simply fill in the gap with the term the
parties "would have wanted."
This article, however, has articulated a second cause of contractual incompleteness. We have shown that when one party to a antract knows
more than another, the knowledgeable party may strategically decide not
to contract around even an inefficient default. Because the process of contracting around a default can reveal information, the knowledgeable party
may purposefully withhold information to get a larger piece of the smaller
contractual pie. This possibility of strategic incompleteness leads us to embrace more diverse forms of default rules. In particular, lawmakers may
be able to undercut the incentives for this strategic rent-seeking by establishing penalty defaults that encourage the better informed parties to reveal their information by contracting around the default.
Our analysis does not imply that penalty defaults should be used in all
contractual settings. The decision by efficiency-minded courts or legislatures to impose a penalty, untailored rnajoritarian, or tailored "what the
parties would have wanted" default in a particular setting is not a trivial
one. The first step in the decision-making process should be to ask "why
does the gap exist?" We have suggested that parties may fail to contract
around inefficient defaults for strategic as well as transaction cost reasons.
When parties fail to contract becausk they want to shift the ex ante transcreditors and residential landlords make a pmctia of including all sorts of illegal clauses in their
contracts not because they think the d a m will nand up in awn, but because they know that mosl
debwrs and tenanta have mom mpeet for written mntrads than most m u m do. The authors are
indebted lo eonvenations with Richard C m w d l for this point. Scr Crasmll, supra note 22, at 64-65.
175. See supa Smion I.B.
176. Sea Fullrrtrm. 270 Wis. at 43. 70 N.W.Y at 590. The "blue m d l " test is the traditional
tea; of scverahility. If, h e r removing th; unconscionable urn,the con&act is still comprehensible in
that the p r t i n might have atill entered into it, the coun will enbm it.
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action cost to a subsidized ex post court determination, a penalty default
of non-enforcement may be appropriate. When strategic considerations
cause a more knowledgeable party not to raise issues that could improve
contractual efficiency, a default that penalizes the more informed party
may encourage the revelation of inf~rmation.'~'
Lawmakers should not, however, impose penalty defaults indiscriminately. Even if strategic considerations are established as a significant
source of contractual incompleteness, courts or legislatures should consider
the costs and benefits of penalty defaults themselves. Since the goal of a
penalty default is to induce information revelation, lawmakers should consider the likelihood that the penalty will in fact result in information being revealed:78 the benefit (in more efficient reliance or precaution) of the
revealed information, and the costs of explicitly contracting around the
default. If the private information is acquired with economic resources,
the value of information revelation must also be weighed against the private incentives to acquire it. Penalty defaults are therefore more likely to
be efficient if the private information is acquired passively. In sum, a penalty default should be used if it results in valuable information revelation
with low transaction costs.17@
Throughout the discussion we have cited examples of common-law and
statutory rules that are broadly consistent with our theory's categories of
penalty, tailored and untailored defaults. But we believe that both courts
and legislatures should be more sensitive to the process of contracting.
Lawmakers should consider explicitly the informational as well as the
contractual equilibria generated by alternative default rules. Different defaults may generate different degrees of pooling and separating. When
heterogeneous contracting parties separate themselves into different con177. In m y settings, such as simple contracts for small transactions, it is easy to point to transaction costs as the sourn of inmplneness In other settings, however, parties write complicated,
lengthy contracts that are carefully considered by both parties and their lawyers. In these situations a
contingency that is not contracted foi may be sufficiently imponant that it is unreasonable to asmibe
inmmpletenes to transaction costs. Some omitted clauses, for example, may be very inexpensive to
indude from a transaction a a t paspcetive, such as liquidated damage clauses or non-refundable deposits. In such cases couM will find it dillicult to point to transaction costs as the source of inmmpletenrss, so penalty defaults should be considered.
178. For example, we suggeted that Goldberg's zero-damage penalty default would not suffiacntly encourag retailers to contract for liquidatcd damages, and even if a larger penalty would, the
amount of liquidated damages in quilibium might "pool" at a nm-informative low level. See supra
Section I.C.2. Couns should also consider the poaribility that some partiu will fail to contract around
penalty defaults out of ignorance or ovcnight.
179. The Hadlq rule is an example of a penalty default that 1) is cheap to contract around by
including a liquidated damag clause, 2) will likely eause damage infoniation to be revealed, and 3)
will facilitate more effiaent precaution.
We must add an important transitional caveat. A legal change from one default to another can be
aatly-upxially if the move is to a penalty default. Until paniu bsome informed about the new
default, t k may be transitional fosn as the pania continue to bvgain in the shadow of an invalid
law.
Finally, we note that in many mtractual setting, both partiu may have private information which
they c h o w to withhold. In such settingr of "dual a a y m m d c information," penalty defaults may not
be sufficient to ensutt that all privatr information is revealed.

130

The Yale Law Journal

[Vol. 99: 87

choice of default must be informed by an understanding of why contracting parties-such as legislatures-leave gaps in their texts.18'
Finally, we suggest that teachers focus more explicitly on the difference
between default and immutable rules. Often students are able to recite the
various rules learned in a course without knowing whether they are obligatory or not. Teaching which rules are defaults is not a mere pedagogical
conceit. To represent their clients effectively, attorneys need to know not
only what the legal rules are, but how, if at all, they can be abrogated to
further their clients' interests?" A descriptive knowledge of defaults and
how to contract around them is a prerequisite of effective advocacy.

188. For example, the statute of limitation gap of RlCO in MalIpDuff is hard to uplain as
hidden pork-band legislation.
189. In auponte law especially, the mechanism for amvoning around the default may be oblique. Fw example, whit corporate atatutu do not give the board of d i o r s the right to dimppmve
a merger, certain "poison pill" plans have the effect of nuking the b a d sign off on any hostile bid.
Sea Dynamia Corp or Am. v. CTS Corp., 805 F.2d 705 (7th Cir. 1986) (analyzing economic impct
of "poison pill").

