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1. Introduction: motives and methods

1.1. Motivation

In recent years, contract regulation and legal rpatsm have raised interest within
both American legal academia and European priaatestholarship. There are several
reasons for this: the practical ones are relateadeaevision of the consumaquisand
the ongoing discussion regarding the pros and obti®e harmonization of contract law
in the European Union. Understandably, this subjaduces, eager interest, both
academic and practical. This interest is nurturedhieoretical considerations as well.
First, contract regulation and paternalism drawerdibn to the philosophical and
methodological difficulties involved in the justiition of the limitations on freedom of
contract. Second, they demonstrate that empiricalifgs on human behavior may
lead, in many cases, to conclusions, especiallycypalecommendations that are
significantly different from the outcomes of tradital economic arguments.

More specifically, in the law and economics literat the question has been
raised as to whether the traditional anti-patesh&iew of mainstream economics based
on “consumer sovereignty” remains valid if (at Basne contracting party is
imperfectly rational or not fully informed. Furthmeore, as some of these imperfections
of judgment and choice behavior characterize humgeserally, legislators and
regulators with the task of setting a legal framekfor contracting, or judges and juries
involved in individual contract disputes, are necessarily immune from these biases
either. Thus the question should be raised whetiertraditional anti-paternalistic
stance of law and economics has to be modified,ewen replaced, by anti-

antipaternalism: a limited and critical versionpaternalisn.

1.2. lllustrating the problem
In order to give a flavor of the complexity of tpeoblems concerning paternalism in

contract law, | will briefly describe an examplerée

'“BlJounded rationality pushes toward a sort of iamtipaternalism — a skepticism about
antipaternalism, but not an affirmative defenseaternalism.” Jolls — Sunstein — Thaler 2000: 4& S
also Trout 2005.



Usury laws have a very long history, and not onlytHe Christian world.Laws
limiting the interest rate for credits have beerfarce in many legal systems; they are
not uncommon in today’s Europe either. For instantérance the maximum interest
rate is regulated in th€ode de la consommatidn a detailed mannérin England,
usury has been traditionally prohibited by bothtuids and judicial decisions. In
Germany, judges regulate usury with reference t888llof the BGB Burgerliches
Gesetzbugtthe civil code of Germany).

By prohibiting usurious contracts, the law does altwiw people to grant and take
on credits on very harsh or unbalanced terms. Teupe, financial contracts are also
heavily regulated in other ways. For instance, ghgose of modern consumer credit
regulation is to provide consumers with all theomfiation necessary to allow for a
rational decision.

With regard to this kind of regulation one coulk dke following question: if
consumers are aware of the conditions of the comdfitract and the relevant market is
workably competitive, how can any substantive lisuth as a cap on the interest rates
be justified? In other words, if usury laws are ecwssary for controlling the
circumstances surrounding the contracting situafibis job is done by rules on fraud,
duress, and information disclosure) they do not eeem necessary. Eventually, such
laws could be defended by paternalism, redistieuirguments, substantive fairness,
or with reference to widely shared moral principlest how compatible are they with
another widely held principle, freedom of contract?

A related issue is that usury laws can be countediyxtive. By prohibiting credit
contracts with interest rates above a given lithi¢, law makes it impossible for certain
consumers to legally access credit, as their diefeld, and thus the interest rate, is so
high that in a competitive credit market there @s(private) bank prepared to lend to
them below the legally fixed maximum rate. Consediye some potentially mutually
beneficial transactions do not take place, andetlvdsom the law wanted to protect are

2 Cf. Baldwin 1959. For instance, according to anient Hindu rule calledamdupatinterest in excess
of the principal cannot be recovered. A similaerulas also codified in thgsurious Loans Act, 191i@
India, seéhttp://punjabrevenue.nic.in/usurios_loan_act.htm

*For the English text of the relevant regulation e se
http://195.83.177.9/codel/liste.phtml?lang=uk&c=368&503

* For a historical and comparative overview see Niéng 2004: 33-47.




possibly made worse off. Usury laws make “it moif@alilt for poor people to borrow,
thus harming them ex ante though benefiting sonthesh ex post™

Another question that arises, concerns the wayyutaws actually work in
practice. In a recent article, Hynes and Posnez giv overview of usury laws in force
in the different states of the U°SSome state laws are very restrictive, others more
lenient. As the authors also demonstrate, therenarey ways to make these restrictions
ineffective through contractual arrangements. Astan the United States, strict usury
laws are hardly relevant in practice.

It is interesting to note that some legal systeaesto have found ways to deal
with the problem of poor debtors mentioned aboreSaduth Africa, the Supreme Court
“has decided that micro-lenders operate under eiengpto the Usury Act which give
them the freedom to charge unrestricted interesbans under R10000 (EUR 1400).
The interest rates for such credits are often lighan 50 per cent per year and
sometimes even highef."This South-African example seems to reflect thert®
understanding that there is a group of, probablyilccome, people who need a special
regime. In this market segment, credit is only igast a relatively high interest rate,
because of the high average default risk of theobgars as a group. Thus this ruling of
the Supreme Court is probably efficient, i.e. milyudeneficial from an ex ante
perspective. It makes it possible for borrowersmoller amounts to take credit legally.
Given their current set of opportunitiégsserves the interest of the low-income group as
well.

Not surprisingly, when consumer credit is more Ilgaavailable, there is more
credit outstanding, and more cases of overindebs=sinAs psychological studies
confirm, people are not rational in taking on ctetley fall prey to cognitive and
emotional biases which make their decisions erroageeven measured on the scale of
their own interest. Currently there is intensiveadission about the possible causes of,
and policy responses to, consumer overindebtedtiesmighout the world. The

potential policy responses can be preventive oneskimg ex ante including the

®R. Posner 1998: 129.

® For a recent critical summary of the economic arents and the legal rules of the US, see Hynes —
Posner 2002.

" Personal communication from Prof. Hans-Bernd fgh#Hamburg). For a detailed analysis see
Meagher 2005.

8 See, e.ghttp://www.responsible-credit.net/




provision of adequate information, cooling-off mels and other procedural limits.
Meanwhile, other measures may help to get outaghitednesex post There are many
promising initiatives which give assistance to aoners not only financially but by
providing information about rational managementpefsonal finances. For instance,
NGOs work on designing and distributing easily asdade information, like brochures
with simple rules of thumb and vivid illustratioabout how to notice the threat, and
then fight the danger of overindebtedness. As wesse later, this is an instance of
what is called “debiasing through law”, a reseddda suggested in behavioral law and
economics.

As a sort of indirect paternalism, another way rkivening is to regulate the
behavior of the lenders. The many “Fairness in bepécts” in the U.S, have, starting
from the 1970s, basically mandated that the tristsonf credit should be communicated
to the consumer. As | will argue below, these infation provision rules are not
unnecessary. Unfortunately, such rules seem imsefffi. Typically, they do not help
when consumers take credits knowingly but irresgiyisOne of the current regulative
ideas which is supposed to address this problemallplato helping borrowers, is
promoted under the label of “responsive lendingheTterm refers to voluntarily
assumed norms of ethical and responsive businegeed it resonates with some
jurisprudential arguments which seek to include ghiaciple of “transactional caré”
into contract law in order to counteract explodati

“Responsive lending” and “transactional care” aeemis with strong moral
undertones. What could be the theoretical and ntovendackground of these ideas?
Why am | my brother’s keeper? Such ideas can h#dtereht philosophical roots and
justifications. Arguments in favor of paternalisy d better informed (endowed) fellow
citizen, or transactional partner (and not theetate in part based on the idea that not
only legal norms matter: rather, social norms da ahould, regulate which business
practices are considered fair and socially accéptab

As the 2007 subprime mortgage financial crisisgatis, irresponsible lending (in
a wider sense) may have also serious macroecorgffeitts. Even a non-paternalistic

state may have reasons for intervention in certaoumstances. These widespread

® See section 2.4.3, below.
10 Bigwood 2004.



economic consequences also indicate that the ingfaedit contracts definitely goes
beyond the competencies and capacities of conaacand the judicial system.

In sum, the example of the regulation of credittcacts between formally equal
but economically powerful and weak parties suggestsgeneral ideas.

(1) Throughout history, policymakers have regulasedh transactions using various
justifications.

(2) In modern legal systems, a wide variety of legestruments are used for
paternalistic purposes, these can be comparedegtrds to their effectiveness.

(3) Economic theory can illuminate these issues.

(4) As these contracts are embedded in a socidéxtprunderstanding this contextual
richness requires going beyond the standard ecanappiroach.

To be sure, these ideas are not completely new.t Wkaggest to do in the
following thesis is to look at the different wayswhich the law of contracts confronts
such problems. At the same time, the analysis ofi saroblems will confront us with
challenges of another kind. These are linked tchodlogical and theoretical aspects
of conducting economic analysis. My research buildghe results in various fields of
study: the philosophical literature on paternalisoontract theory, the economic
analysis of contract law, and mainstream and behalviaw and economics literature
on contract regulation. | will be raising questi@®ut the justifiability of paternalistic
contract law rules in different legal systems ghti of an extended law and economics
approach. This raises the question: What are ththadelogical premises of this

approach? This will be explored in the followingtsens of the Introduction.

1.3. Methodology

In my view, in order to assess the problems ofrpatesm in contract law properly, an
empirically based policy-oriented view is both fful and necessary. More generally,
legal scholarship should take into account not gmctical philosophy, but insights

from both economic theory and empirical researcivelb



1.3.1. Economists learning from law?

Specifically and succinctly, lawyers can, and stplgarn from both economics and
psychology. Or is it the other way around? Intengdy, Robert Cooter and Thomas
Ulen, two eminent law and economics scholars suges this learning shouldliso
work the other way around. Economists should Ideym law, most notably contract
law. In the introductory chapter of what is probyatiie most popular textbook on the
subject, they write: Economists frequently extol the virtues of voluptexchange, but
economics does not have a detailed account of whatans for an exchange to be
voluntary. [...][Clontract law has a complex wellt&ulated theory of volition. If
economists will listen to what the law has to te#itbm, they will find their models
being drawn closer to reality*

Although these sentences have been reprinted irbdlo& several times since
1988, they seem to have elicited little formal coemtn Nevertheless, their claim is far
from trivial. In this statement Cooter and Ulenwedere for a kind of import; if not
from jurisprudence, at least from the law. In mewj even if this gesture of two
economists towards lawyers is to be appreciatethrinot be taken at face value. The
“theory of volition” of contract law, well-articutad as it may be, is not well-founded
theoretically*? In the law, this generally seems to be the casgalrules and doctrines
doubtlessly often reflect practical rationality aofter at the level of folk psychology an
intuitively appealing shortcut to endless philosophdebates. For instance, in many
legal systems there is a close-to-ordinary-languag#octrinal-technical legal meaning
to concepts like voluntariness, intent, or causatidhe former interpretation typically
characterizes the Common law, the latter Contindetgl rules. These legal concepts
usually half-knowingly reflect philosophical or satific standpoints of earlier agésr
just express some folk-psychological notions. Far éveryday working of law as a

practical enterprise these naive or common sereswiéis are fully satisfactory, at least

1 Cooter — Ulen 2004: 11.

12 Another problem is that, important overlaps ndsianding, there are as many “theories of volition”
as national (as well as infra- and supranatior@atfract laws.

13 “[T]he metaphysics of the Stone Age” (Hart — Hohd©85: 2). These authors do not share the critique
implied by the term.



in the so called ‘easy cases’. But what the laws s#yout voluntariness, causation etc.
can be called a “theory” only in this “practicalrse™*

A further difficulty is that this “legal world vieis not of much help in policy
design. It is impossible, for instance, to answent a purely legal perspective how the
legally required degree of voluntariness of contfacmation, or the criteria for the
judicial control of standard form contractisouldbe reasonably regulated. If we want to
understand and/or criticize the rationale behirghlleules, then what law regulates in
this or that way has to be analyzed and evaluaited &n outside perspective, i.e. from

a not strictlylegal point of view.

1.3.2. Interdisciplinarity
Regarding the proper methods and scope of suchnadodrinal analysis of legal
issues, many methodological questions can be ralt$e@, mention will only be made
of a couple of points which help elucidate the rodtilogical stance taken in this
work*®

The reason why legal policy should be informed byprical and theoretical
research on human decision making and judgment aslyn instrumental. This
information makes it possible to systematicallydicethe consequences of legal rules,
and their alteration. Here, both economic and psiggical insights are highly
relevant®

In modern societies law is often conceived of aseans to various policy ends.
On the other hand, it is also understood as armsystenstitutional actions performed in
the name of ‘the law’. To the extent that legatdigrse is formally rational, it has some
autonomy that does not allow for the direct codificn or application of any normative

philosophy or the results of empirical resedrctaw oraslaw.’ In this sense, ‘the law’

4 For a classical analysis of causation from an it@nd/ language philosophy” perspective see Hart —
Honoré 1985. The rather innocent quote by Cootat Hifen raises important jurisprudential and
philosophical questions. The relations between fp#iychology, legal epistemology and scientific
knowledge are a fascinating research topic bsthielyond the scope of this work.

!> These questions are discussed extensively in #@ren@-speaking law and economics literature. See
e.g. Behrens 1986, Eidenmiller 1995, Aaken 2003.

'8 This does not imply that law should have a “psyobizally adequate” view of man. | cannot elaborate
on this here but there are reasons why the lawlgdhtmviate from such a view. See section 2.4.2wel

7 On legal formalism see Kennedy 1973, 1976. Thentike Luhmann and Teubner represent some
version of this idea.



is a specialized practical activity rather thandditigal or academic, i.e. scientific, or
philosophical discussiolf.

An important implication of this is that ‘the lawas a practice cannot be
suspended until the best theoretical solutionganed. Since time constraints are strict,
resources, including expertise, are limited, andeexnentation is exceptional,
pragmatism and simple rules are used and ne€diedegislation and, to an even larger
extent in adjudication, the use of external knogteds limited by both systemic and
practical considerations.

As to the incorporation of interdisciplinary knowte in the theoretical
understanding or analysis of law, these practioats are irrelevant. On the other hand,
whether the findings of (behavioral) economicsaseelevant for jurisprudence proper,
as for legal policy, is not straightforward. Muclkep&nds on the self-understanding
(definition, purpose, methods) of legal scholarstsplf°

In this respect, | can only note a few points héteonomic, psychological,
sociological etc. analysesf law are legitimate theoretical approaches. Theyigde
insights to law from an external point of view. Whisuch analyses do notplace
doctrinal argumentation which has important segafamctions to fulfill in a complex
modern legal system, they interact with it in a te@mof ways. For the purposes of this
thesis one of these ways is especially relevamn@unics, psychology, philosophy help
scholars who criticize and improve legal rules addctrines through policy
recommendation$.

As | have argued, various factors place limits upbe direct usefulness of
philosophy, economics and psychology in the devalu of legal policy and in
jurisprudence. It is important to note however,tttiee proper role of economic and
other non-legal insights in adjudication, or ledatision-making in general, cannot be
determined generally: rather, it depends on a nuwibeharacteristics of legal decision-
making (linked to various issues like discretiorpertise and legitimacy). Particular

legal cultures (Continental, common law, and norsi&i&), national legal systems, or

'8 1 will come back to this idea in the Conclusion.

9 There are various normative legal theories argtongsimple rules”, see e.g. Epstein 2006b.

% As Peter Behrens convincingly argues, the methgicdl self-understanding of “legal science”
(Rechtswissenschafand economics has a crucial impact on the passiblys of their cooperation and
the perspectives of interdisciplinary researchamn &and the economy (Behrens 1986: 6—30).

2L Roughly, this is the way Hans Albert conceivessprudence. See e.g. Albert 1972, 1986, 1992, 1993.



even legal areas (private law, administrative lawgd criminal law) differ crucially
along these dimensions.

An important question in this context concerns tiée of consequentialist
reasoning, especially that of economic analysigegal decision makiné’ Here | refer
to only a single aspect of this question. In a meéd®ok Stephen Smith argues that a
theory of contract should be transparénBy this he means that the language of
contract theory should either support the expregmll reasoning judges offer or
demonstrate “how legal officials could sincerelyer if erroneously, believe the law is
transparent®® Transparency implies a close link between therétaal perspective on
contract law and the language judges use in dexiclises. For Smith, this requirement
provides a meta-theoretical criticism of law andremmics. Law and economics falls
short of the transparency criterion as it doesusat the moral language of corrective
justice, which allegedly judges do use in decidiogitract cases, at least in common
law countries. Under this view, the challenge foe economic analysis of law is to
account for the behavior of judges and for the iilargguage of law.

In contrast to Smith, | think that the two languagare, at least in part,
continuous’® Even if they are not, the lack of transparencyds a decisive argument
against law and economics. Indeed, as Jody Krajuear

“efficiency theories can account for the divergebhetwveen the non-consequentialist,
moral nature of judicial opinions and the consequadist nature of economic analysis
by offering an evolutionary theory of how the terafigudicial opinions acquire their
meaning. ...[W]hile contract and tort law might hdirst evolved with the aspiration to
apply common deontic moral concepts to resolveutiesy the common law’s focus on
hard cases, in which the moral answer is uncleancdd judges to turn to
consequentialist reasoning. Since no clear moravaer resolved the disputes before
them, judges naturally used adjudication as an oty to set a sensible precedent
for regulating future conduct. As the common lawlexd, judges came to use deontic
moral argument to express essentially consequésitisbasoning. The difference
between the plain meaning of express judicial reagpand the best (economic) theory
of the outcome of judicial decisions using thatsang is therefore only superficial.
According to economic analysis, the real meaningxpiress judicial reasoning in hard
cases is given by economic, not deontic moral,rth&8

22 0On the role of consequentialist arguments in adatibn see e.g. Walde 1979, Deckert 1995, Cane
2000. For two opposing views on the role of efiicig arguments in (German) law see Eidenmiuiller
1995: part IV, Kétz — Schafer 2003: vi-viii.

2% Smith 2004.

24 Smith 2004: 25-

> See Oman 2005.

%6 Kraus 2006: 14. For a more detailed argument saas<2007.



If this argument is sound, it explains the workfgcontract and tort law under
the common law. However, there is a more generastipn: what is (and should be) the
role of theory and policy in contract adjudicatiol? various legal systems and in
different legal areas, this role is considered eodifferent. As noted above, law as a
practical institution needs, and has, some autono@ge should avoid “the
jurisprudential naiveté about the ultimate conmextif any, between [...] economic
analysis and the sort of argument that might bepteble to courts® This statement
suggests that irrespective of the soundness of Krawolutionary explanation, the
direct impact of economic analysis on adjudicatiepends on the canon of arguments
considered legitimate or acceptable within a paldiclegal system or legal ar&4This
reasoning applies to contracts and torts in comtaanas well. As Richard Craswell
had argued, “it is appropriate to regard each exon@nalysis as being limited by the
preface” which makes clear that the particularcedficy arguments of the analysis
should be considered by judgesthe extent prudential arguments are relevarin
brief, economic analysis is relevant in adjudicatipand when prudential arguments in
general are relevant.

To be sure, policy arguments are not necessarilyeaded to judges. In other,
non-judicial arenas other “canons of acceptablairasnts” operate. As | argue in
section 1.3.3., for this work, the arena of legaliqy is of primary relevance.
Concerning the role of economic analysis in legalicy, it may be said it is both
vindicatedandlimited by the following meta-criterion. “[E]Jconomic analyan claim
that its reasons justify outcomes because of tleethe principle of efficiency plays in
the overall set of institutions sanctioned by tteenmative political theory justifying
political authority.*°

To sum it up, while interdisciplinarity does notpiy that lawyers should become
economists, psychologists or philosophers, thewlshoevertheless rely both on a
transparent normative theory about the goals toadt@eved through law, and on
empirical research about, and a theory of, humdmaber facilitated and regulated by

law. In the complex interrelations of empirical easch, theoretical models and

2" Craswell 1993a: 293.

8 On the “canon of acceptable arguments” see Hoh@78: 64—66.
2% Craswell 1993a: 292-293.

%0 Kraus 2006: 15.
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philosophical questions, multilateral translatiorddearning seem not only fruitful but
necessary. In the following work, the need for “titaferal translation” will be obvious
for a more simple reason. Paternalism ghdosophicalconcept which will be used in

the analysis oliegal problems with the tools @conomics

1.3.3. The policy perspective

Roughly speaking, one can distinguish three diffegiscourses in which arguments
from law and economics can be relevant. It can dreceived as a (consequentialist)
normative legal philosophy; as an explanatory theurlaw (rational choice theory
applied to law); and as a set of propositionségal reform (legal policy).

In the first branch, what | mean by law and ecormsnas legal philosophy is a
normative analysis dealing mainly with questiorgareing the justifiability of adopting
efficiency as the main guiding principle of I&n the second, explanatory branch, law
and economics seeks either to explain how law @mites human behavior by changing
incentives (law agxplanany or to analyze legal, and possibly non-legalesuhs the
outcome of interactions between rational individuglaw asexplanandum The
emergence and change of legal rules and doctrireetha subject matter of “positive
political economy” or public choice theory. Finallgy law and economics as legal
policy it is meant: a more or less coherent systémroposals for reforming legal rules
in order to fulfill certain given or hypotheticalormative criteria, among which
efficiency has primary importance.

As with categorizations usually, this one is usefuit helps systematize our
arguments. Thus the main research questions addrégsthe thesis can be grouped

into three categories which correspond to the tleeels of economic analysis.

%1 For book-length arguments for efficiency in théspect see Posner 1981, Kaplow — Shavell 2002. For
discussion and criticism see the still informata@lection of articles in Symposium 1980, espegyiall
Kornhauser 1980. Even Richard Posner, a leadingpcade of wealth-maximization as a normative
criterion of legal rules draws attention to itsgutally morally abhorrent implications: “[T]here more

to justice than a concern with efficiency. It ist miviously inefficient to allow suicide pacts; atlow
private discrimination on racial, religious, or sak grounds; to permit killing and eating the westke
passenger in the lifeboat in circumstances of genudesperation; to force people to give self-
incriminating testimony; to flog prisoners; to alldabies to be sold for adoption; to legalize biaak;

or to give convicted felons a choice between inggmisent and participation in dangerous medical
experiments. Yet all these things offend the serfigestice of modern Americans, and all are to eatgr

or lesser (usually greater) extent illegal. An dffwill be made in this book to explain some ofdhe
prohibitions in economic terms; but most cannotthere is more to justice than economics.” (R. Bosn
1998: 30—-31.) On inviolable rights as limits toi@#ncy see Schafer — Ott 2004: 13-14.
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(1) Conceptual and normative questions. What dagsrpalism mean? Is it
justified to limit someone’s freedom in order taprote his interests? If so, in which
cases, to what extent and, by whom? Why and to exiant do we need freedom of
contract? What are legitimate reasons for interfgwith contracts?

(2) Empirical questions. Do people generally, andgiven contexts, choose
rationally? Do they evaluate risks correctly? How tthey process the information
available to them? How do individuals (consumers] gegal entities (firms) react to
different regulations? What are the side-effect$ possible non-intended consequences
of contract regulation?

(3) Policy questions. Assuming sub-optimal consaoay occur, should the law
interfere with contractual agreements in which pagy was not fully informed, or not
fully rational? If so, which instruments would besh applicable to achieve this? What
are the legal, political and other institutionsneechanisms most suitable in any given
case?

Obviously, the questions raised on each of theseldeare linked to each other.
Most importantly, the third level of analysis ralien both the first and the second
levels. As legal policy refers to a more or lesharent system of proposals for
reforming or interpreting legal rules, the basieadehind such proposals is that the law
should fulfill certain, either hypothetically orcily accepted, normative criteria. In the
law and economics literature, Pareto or, more oft@ddor—Hicks, efficiency is the
most important of these criteffaln this work, the analysis is based on arguments
regarding the justification of certain instancegaternalism, and some empirical facts
or hypotheses concerning the effects of freedochoice and legal intervention. These
are combined in order to contribute to a legal @oliliscourse regarding the possible

legal means for achieving certain normative gaalksn effective way.

32 A social arrangement (the allocation of resourége$)areto-efficient if reallocation can make nopod
better off without making somebody worse off tharthie status quo. When it is possible to makeaattle
one person better off without making anybody woofle we speak about a Pareto improvement. In
contrast, a change is called potential Pareto imgrent if the winners’ gains from the change aghéi
than the losses of the losers, so that the formeecapable to compensate the latter. Such changedsa
called Kaldor—Hicks improvement. For technicallggise definitions and refinements see Zerbe 2001.
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1.3.4. Extending standard methods

In the quote abovd Cooter and Ulen also suggest, rightly, that somesi legal
problems draw attention to highly important questioto which standard economic
analysis does not offer any well-developed answeguably, the meaning and value of
freedom of choice and the arguments for or aggatdrnalism are such questions. This
observation raises the methodological question, thrdieand how the traditional
economic arguments against paternalism and forddme of contract should be
reassessed in light of recent empirical and thealestudies. If Cooter and Ulen are
right, then law and economics scholars should benof insights coming from
elsewhere. In the spirit of their observation, whihe methodological starting point of
the following work is rational choice theory, asphed in the law and economics
literaturé* | will also discuss several limitations, correasoand extensions to this
approach.

Standard law and economics literature usually tgjpaternalism as a bad reason
for limiting freedom of contract. This view is ndtpwever, strongly nor coherently
argued. First, it largely fails to take into accbuelevant empirical facts about
contracting behavior. Second, it generally usestrange mixture of liberal and
utilitarian (welfarist) arguments without refleagirabout their relationship. As | will
argue, the tools recently developed within two bhes of economic theory can
contribute to an approach to paternalism whichinsukaneously more coherent and
richer in nuances than the traditional law and eauns perspective. By reconsidering
standard economic arguments and confronting thetim pgychological, philosophical
and jurisprudential considerations, | suggest @&mg and modifying the traditional law
and economics arguments about paternalism in twim mvays. The first way is to
incorporate the empirical findings of behavioraktiden theory which offer a more
realistic view of the situations susceptible fotgoaalistic intervention. The second is to
take into account insights from the analysis oédi@m of choice in social choice theory
concerning the possibility to include the non-weffa dimension of the subject in

economic analysis.

¥ See quote in section 1.3.1. at note 13.
% On rational choice theory in law and economicst$iea 2000.
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Instead of discussing the benefits and methodaddgificulties of incorporating
these ideas, methods and results in law and ecaesamabstractg these questions will
be dealt with throughout the thesis, along with diseussion of specific issues. Here |
should merely note that these methodological exdesshave consequences for all
three levels or types of discourses. On the le¥eharmative political and legal
philosophy the problem of autonomy makes economeories on freedom of choice
and a non-instrumental analysis of opportunitidevient. On the level of explanatory
social science the empirical results and theoreticastructs of psychology come into
play. Finally, the level of legal policy should ydboth on the two other levels and, in
order to avoidhaivetéor the accusation of being dictatorial, it hagake into account
the politico-institutional framework within whicthé legal policymaking of a modern

democracy operatés.

1.4. The plan
The thesis commences with a discussion of the besiceptual and normative
problems of paternalism (ch. 2) and various theoofecontract law (ch. 3). | then focus
on legal policy questions in contract law (ch. &ather than directly applying
philosophical insights to either justify or crize contract law rules, | take an
empirically based policy-oriented approach. Intighthese various theoretical findings
and using this partly modified methodological appas of law and economics, | will
analyze and criticize in detail some contract laves and doctrines that at first glance
look paternalist. The main body of this work is datked to such analysis.

First, however, we have to face some conceptual rmunative questions.
Freedom of contract and paternalism are eminentfortant concepts in political and
legal theory. Chapter 2 is on paternalism. Heréstuss the concept and the possible

justifications and limits of paternalism, focusiran philosophical, economic and

% Cf. how James Gordley concludes his paper on mpatem in contract law: “This Essay may have
disappointed the reader because it does not attEmgiove which particular voluntary agreements the
state should prohibit, require, encourage, disgrirar fund. If those issues were subject to proof,
academics should rule the world. In our societyhsdecisions must be left to the prudence of the
citizens, to that of leaders whom one hopes ardgmily elected, and subject to constitutional c@nsts
that one hopes are prudently imposed. That is dghtraxpect in a representative democracy.” (Ggrdle
2007: 1772) 1 do not fundamentally disagree witk.tnly, at the beginning of my career | allow ®l§s

to be somewhat more trustful in academics and dke of proofs. But | will not discuss questions of
political economy in the thesis.
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psychological approaches. | also discuss the norenabnsequences of the difference
between private (individual) and legal (instituanpaternalism. In chapter 3 | turn to
contract theory and a discussion of the meaning taedretical underpinnings of

freedom of contract. | also connect the issue otrectual freedom and its limits to the
discussion on different methodological approacbesntract theory.

Chapter 4 provides a comparative law and econoamabysis of selectecbntract
doctrines and techniqueshich may be used for paternalistic purposes. Aigfoin
this chapter contract law rules drawn from a numbgkrdegal systems, including
Germany, England, France, Italy and the UnitedeState analyzed, this is not a work
in comparative law, in the traditional doctrinalnse. Instead | am concerned with
particular rules and doctrines in contract law rffation defenses, incapacity,
formalities, unconscionability, among others) amane paternalistic uses of contract
interpretation. Along the analysis of these doefsirthe focus remains on the following
question: Which methods and techniques of pateti@aliegulations used in modern
contract law regimes serve legitimate paternaltigposes.

In the concluding chapter 5 | draw these lineshafught together and discuss
some heuristic rules about the desirable degreeavand of paternalistic intervention in

contracting.
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2. Paternalism

Should a physician be responsible for the harmesedf by her patient if he refuses a
certain treatment because he did not want to leemept or believe the information
given to him by the doctor? To what degree is tbetar obliged, or allowed, to
convince, persuade, press and coerce the patienthaving or not having a certain
therapy? We face similar questions about the iaterice of family, friends, strangers,
and public officials in our life almost daily. Botinstances of personal paternalism
(between parent and child, doctor and patient), Gas#s of legal paternalism abound.
The latter ranges from medical law through drughgition, occupational safety and
health regulation, to the mandatory waiting timébe marriage, and the irrelevance of
the victim’s consent to mutilation and homicidecimminal law. Nevertheless, among
the many ways modern law regulates our life, palesm is a relatively specific
phenomenon. We should beware of the indiscriminae of the term for any

interference with freedom of choice.

2.1. Concept and types of paternalism

2.1.1. Concept

Although intuitively we can identify a large numbef regulations which seem
paternalistic, the term itself hardly ever figureslegal texts or commentaries. In
contrast, philosophers have spent much time, papeink on defining the concept and
evaluating the moral or legal permissibility (desitity) of paternalismi® Even a
cursory overview of this literature shows that mligsophy and social theory there is no
consensus surrounding the conceptual boundaripatefnalism. The reason for this is
probably that paternalism is closely linked to tmacept of freedom, a notoriously and
‘essentially contested concept'This means that it is difficult for one to idetih the

literature the conceptual features around whichrethis a reasonable degree of

% The modern philosophical literature on paternalisnextensive. Some important contributions are
Sartorius 1983, Kleinig 1984, Feinberg 1986, VanPeiv1986, Dworkin 2005b. A two-part review
article of the English-speaking literature, withettensive bibliography is Garren 2006-07.

% Gallie 1956, cf. Smith 2002.
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consensus. Without going into the terminologicahtooversies® | give here a rough
definition, simply indicating how | use the termtire following.

There are three conditions for an act to be palistita The paternalist

(1) interferes with the subject’s liberty,

(2) acts primarily out of benevolence toward thijsct (i.e., his goal is to protect
or promote the interests, good or welfare of tHgestt),

(3) acts without the consent of the subject.

What these three conditions more precisely meamldhioecome clear in the
discussion following in the remainder of this cleaptHere | simply indicate a few
consequences of this definition. Paternalism is metessarily coercive. It does not
necessarily restrict liberty of action either: oten be paternalistic, for instance, by
withholding bad news from a dying mother about Haughter's fate (paternalistic
deception;fraus pig. What the paternalist does out of benevolence bmatwofold:
either conferring benefit or preventing harm to sbject. The increase or reduction in
the interests of the subject can be compared leaat three different standards. First, it
can refer to the status quamte i.e. the state of the world before the intervamiti
Second, the standard can be a counterfactual @fierring to what would have
happened without intervention. Third, a normativendard determines what should
have happened to the interest of the subject.

Later, | will make clear what distinguishes patdéism from similar and related
phenomena (see section 2.2.5. below). Howevertautibge problems cannot be solved
by definition. If we follow the given definition, gternalism has both justifiable and
unjustifiable cases (forms). As for its justificat] paternalism is not an essentially
condemnable thing like murder. Instead, ilm@ical sense it is rather like killing which
has both justified and unjustified caddsThese cases differ not on the level of
definition, but with regards to their justifiabifit legitimacy, or reasonableness, etc.
More precisely, they can be classified in distioategories only if we introduce some

further specifications as to different kinds ofgratlism.

% For such discussions see the references citeotén36, above.
% Kleinig 1984.
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2.1.2. Hard and soft paternalism
From the numerous distinctions in the philosophlitatature, between pure and impure
paternalisni?® direct and indirect paternaliéfnetc., probably the most important is the
one between hard and soft paternalism. It is réladea conceptual problem concerning
the first part of the definition above, namely, freseedom of the subject.

What free will or voluntary consent means in a #pecontext is not easy to tell,
as there is no self-evident reference point orstino&l. More precisely, there are a
number of criteria that should be fulfilled for aation to count as fully autonomous. In
practice, this is an unattainable ideal; autonomyalways somewhat limited. This
observation of course does not in itself justifygpaalistic intervention, but leads to a
useful distinction, suggested in the literaturelbgl Feinberd?

Feinberg makes a distinction between hard (strang) soft (weak) paternalism.
The distinguishing feature is whether the subjectisduct which is susceptible for
intervention is ‘substantially voluntary’. A lack substantial voluntariness negates the
value of autonomy with regard to that conduct. WHibth forms involve restricting
individual liberty, soft paternalism applies toiaos which are not fully autonomous. In
contrast, hard paternalism restricts a substaytialluntary self-harming action.

Although Feinberg’s theory is more elaborate ors thoint, one can roughly
distinguish three conditions of substantial voluimiass:

(1) A capability of making choices (even if the d&mns are foolish, unwise,
reckless, they are still decisions of an autarshigect),

(2) Substantial freedom from controlling externafluences such as coercion,
threat, or manipulation,

9 In case of pure paternalism, the reason behinédlien, rule etc. is paternalistic only. Patesraliis
impure when it is mixed with other reasons.

“1 We speak of direct paternalism when one’s freeioiimited in his interest. An action is indirectly
paternalistic when A’s freedom is restricted in erdo paternalistically promote B’s good. This
distinction is especially relevant for contract 8By regulating contracts, not only the freedontledice
of the self-harming individual (the subject of ditrgaternalism) but that of the other party is tedi
Indirect paternalism can occur with or without sitaneous direct paternalism. An example for thietat
is when one is punished for assistance to a suiEilefurther distinctions see Dworkin 2005b.

2 Feinberg 1986: 11-12.
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(3) Substantial freedom from epistemic defectshaagignorance of the nature of
one’s conduct or its foreseeable consequefices.

For Feinberg, the soft vs. hard distinction hasarcleonsequences for the
justifiability of paternalism. From the perspectioEautonomy, soft paternalism is not
especially controversial and thus more easily figsti In contrast, the justification of
hard paternalism raises more serious problemsadty the distinction between both
types is of crucial importance for Feinberg’s thedn his view, soft paternalism is not
paternalism in any interesting sense because ioisbased on a liberty-limiting
principle independent of the harm principle. Bytspéternalism the intervention is
defended, and according to Feinberg, justifiedprasection from harm caused to the
individual by conditions beyond his contf§l.Also, a temporary intervention is
permissible as long as the degree of voluntarirdsshe action in question (the
autonomy of the subject) is unknown or uncertaith a@eds to be established. In certain
cases when consent is statistically rare, invotimegas is presumédand even an
upright prohibition can be justified by the costk amiministering an exception for
verified voluntarines&® As the distinction between soft vs. hard patesmalindicate,

there are strong connections between analyticahantative problem¥’

43 See Pope 2004: 711-713 and the references thefiestAylance, the three conditions may remind one
different contract law doctrines. The rules of ipaeity are supposed to regulate that only peopiegbe
capable of making choices (in the above said sas@eronclude a valid contract. The contract lawsu
of fraud, duress and undue influence serve to gbeeahe lack of certain substantial external adlitig
influences. Substantial freedom from epistemic cisfds taken care of with rules on mistake or
disclosure duties. | come back to this in sectigh 4
4 “goft paternalism would permit us to protect himorfi ‘nonvoluntary choices,” which, being the
genuine choices of no one at all, are no lessdaré him.” (Feinberg 1986: 12) For a critique bét
soft/hard distinction see Arneson 2005.
% This is Feinberg’s main argument against volunsslj-enslavement. The lack of rationality does not
justify interference but if the likely consequenca® serious, this importance justifies a presuonpti
against voluntariness, which should in principleréfeitable.
“® This is how Feinberg attempts to justify usury$ai@986: 9, 174-5).
47 A related question is whether voluntariness isoatinuous variable or a threshold-like feature of
human action. In the latter case, if the volun&ss of the conduct is settled in the subject’s fathe
wisdom or otherwise of her conduct becomes irralevar the justifiability of the interference. Ohed
other hand, if the degree of voluntariness is aiooaus variable, one becomes a potential subjéct o
paternalism more easily.
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2.1.3. Paternalism and modernity

Historically, both the concept and the problemusitifying paternalism were linked to
the rise of liberalism and the value of individtilin Western culture. When speaking
about the same phenomenon in earlier ages or eliffeultures, we are inclined to use
another term, patriarchalistfi Patriarchalism was a social order in which theigath’s
concern in securing his own and his subjects’ iigdial good was subsumed under a
conception of the general good. Every individuad@@ontributes to, and is defined by
the general good. For example, the social and rallaetting of medieval Europe was
characterized by generally shared views on thetioeld nature of the self who is
embedded in his roles. Patriarchalism was backegebgrally accepted values within a
particular community.

By contrast, in the case of paternalism as a tylgicaodern concept, even if one
considers a particular instance of it as justifig@, good of the individual is conceived
as sufficiently independent from the good of oth@mrsome social whole, to come into
the focus of attention in its own right. Relatedbaternalism has become théte noir
of the liberal agé® Kant referred to ‘imperium paternale’ as the neesious despotism
imaginable®® John Stuart Mill's ideas about the limits of staewer and the harm
principle as the only justification for the useamfercion against competent individuals,
exposed irOn Libertya few decades later have proved even more infalehtSince
the Kantian and Millian ideas have become widesprpaternalism has been a central
problem of legal and political theory.

The impact of modern individualism can be evidenbgdhe fact that for most
Western people nowadays the term ‘paternalismlifits@&s a negative and oppressive

48 At least, according to the standard narrativehia history of political thought which attaches much
importance to John Locke as a liberal politicahk@r and his critique of Sir Robert Filmer's work,
Patriarcha (Filmer 1991) in th&'wo Treatises of Governmegihibckel1690).

49 Kleinig 1984: 3—4.

% In his essay ‘Uber den Gemeinspruch: Das magemTtheorie richtig sein, taugt aber nicht fir die
Praxis’ Kant wrote (1793: A 236)Eine Regierung, die auf dem Prinzip des Wohlwoligagen das Volk
als eines Vaters gegen seine Kinder errichtet wére, eine vaterliche Regierung (imperium patee)al
wo also die Untertanen als unmiindige Kinder, diehhiunterscheiden kénnen, was ihnen wahrhaftig
natzlich oder schadlich ist, sich blo3 passiv zthaken gendtigt sind, um, wie sie gliicklich seitien,
bloR von dem Urteile des Staatsoberhaupts, und,dilsder es auch wolle, bloR von seiner Gutigkeit zu
erwarten: ist der grof3te denkbare Despotisrhus.

°1 See Mill 2004 [1859]. There has been an enormody bf secondary literature on Mill®n Liberty.

As one of the most thoroughgoing M entury critique see Stephen 1992. For some durren
interpretations see Dworkin 1997.
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connotation. In the theoretical literature on paddism, almost every longer

contribution starts by discussing the possibilityaonon-pejorative and gender-neutral
use of the word. Eventually scholars indeed switcheologisms like ‘parentalism?.

In the following | will retain the word ‘paternafis because of its familiarity. | will use

it in a descriptive (classificatory) sense, dealwgh the question of evaluation

(justification) separately and leaving out possi@der issues entirely.

2.2. Justificatory questions

Despite the general acceptance of the importandéeifty as a social and political
value in the Western world, there is much disagexembout why it should be valued,
and how to compromise it with other values. Accogtly, in the contemporary
philosophical literature there is no consensus loa justifiability of paternalism.
However, looking at the end-result we can rougldyiniguish three standpoints:

(1) hard anti-paternalists consider paternalisnustifjable, even in its soft version;

(2) soft anti-paternalists distinguish hard and saternalism and condemn only the
former;

(3) finally there are those who argue that everd lzaternalism can be justified in
certain contexts.

In contrast to law and legal policy, in philosopthe argumentation used is more
important (and interesting) than the end-resulfabt, paternalism can be supported or

attacked with very different arguments.

2.2.1. Freedom and benevolence

In defining and evaluating paternalism, we showtl aonfound meanings. There might
be other values competing with freedom (autonoragyl not everything valuable is a
sort of freedom. Therefore, if we want to limitédom of choice in certain situations, it
Is better to say that in a given case there ara@l geasons for preferring some other
value (e.g., welfare, security, etc.) to freedonstead of arguing that it is ‘real’ or

%2 See e.g. Kultgen 1995.
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‘positive’ etc. freedom that is promoted by patdéism.>® The dubiousness of this
reference to freedom can be seen in the “real vaitjument which wants to justify
paternalism (or worse) with reference to freedoEven though a person manifestly
wants to do A, it may be claimed that what he @rglally wants is B. Because priority
is given to the latter, interferences with the fermre not considered to be a violation
of freedom.®* Such argument from real will are used in legatisgs as well. An
example could be when in order to curb their spemdiabits, the relatives of elderly
people (successfully) initiate guardianship prooegsl

According to the definition above, paternalism irapldoing something against
the freedom of the subject without his consent. &Jrahy theory which attaches value
to freedom of choice, this lack of concern for @misneeds justification. Actually
paternalism provides such raason it refers to the protection or promotion of the
interests (welfare or good) of the subject. Whatidguishes an action as paternalistic is
not what is done but why it is done. In politicdilpsophy, one usually distinguishes
four main liberty-limiting principles: (1) the harprinciple, (2) the offense principle,
(3) paternalism, and (4) moralism. Paternalismhisstone such principle: it is a (good
or bad) way to justify the restriction of liberty.

Paternalism is problematic from the liberal poihtview as it implies promoting
the good of a person against his (free) will; violg individual autonomy for the sake
of the individual’s welfare. The freedom-diminisicharacter of paternalism raises a
moral question. A standard way to interpret thisgjion is to say that the moral interest
of paternalism comes from the juxtaposition of twedues: freedom and benevolerte.
To be sure, this question not only concerns lilseréhe conflict of freedom of choice
and welfare is also relevant to other political @hdosophical perspectives.

Freedom of choice can be valuable for differentso@a. But why would
objectively wrong choices be valuable? Some theadeny the intrinsic value of the
freedom to choose to harm oneself (to decreases avedfare). They deny the value of

welfare-reducing choices. This position can be thasther on a narrow act-utilitarian

%3 siill, this seems to be the view of Burrows, ofi¢he few law and economics scholars arguing imfav
of paternalism. On Burrows’ theory of paternalisee section 2.3.1.

> Kleinig 1984: 58.

%5 For a more elaborate categorization of libertyitiimy principles see Feinberg 1986: xvi—xviii.

%% Kleinig 1984: ch. 1.
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theory, or justified by a theory of positive fre@loThe main problem with such views
is that they do not attach any content-independalute to freedom of choice. Under a
liberty-based view, freedom of choice is valuabéeduse of the value of autonomy.
Under a consequentialist view, freedom of choicehis instrument through which

preferences are fulfilled. In some perfectionisgtws, making choices is part of being
human. If pressed, even economic theory can acdoutttis intrinsic value of freedom

of choice.

On the other hand, most plausible theories of tjbadmit that there are reasons
for limiting freedom of choice other than protegtithe same freedom of third partés.
In the following part | briefly compare stylized rg@ons of the deontological
(autonomy-based), the consequentialist (welfarest)] the perfectionist (Aristotelian)
perspectives. Later we will see whether, and totveliéent these conceptions overlap.
Namely, it is possible that the practical conclasia@rawn from different philosophical

arguments are quite similar.

2.2.2. Philosophical positions

Deontology and autonomy

Paternalism implies some loss of freedom in attlems ways. First, it involves the
oppression of individuality. Second, it inhibitsethmaking of voluntary choices,
including occasionally wrong ones. In this wayautlzs the development of the capacity
for competent choice by individuals.

Non-instrumental theories take freedom as an isittind primarily important
value. Deontological antipaternalism is based om walue of personal autonomy.
According to Joseph Raz, autonomy is the abilitsnke one’s own life. This raises the
question: is this always incompatible with pateista? Raz argues that it is only
necessarily so when paternalism is coercive.

" Sartorius 1983: xi.

8 Raz 1986. In chapter 15 of hi$ie Morality of FreedomRaz discusses how autonomy can justify

political liberty (negative freedom). “Autonomy @constituent element of the good life. A persadifés

is autonomous if it is to a considerable extentduis creation.” In his view, “the principle of amwomy,

the principle requiring people to secure the coodg of autonomy for all people, yields duties whgo

far beyond the negative duties of non-interferendgich are the only ones recognized by some [other]
defenders of autonomy.” (p. 408) “Since our conderrautonomy is a concern to enable people to have
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Other theorists who defend autonomy on a non-peofest ground argue that
people should have the right to choose self-harractgpns because there is an intrinsic
value to freedom of choice. Nonetheless, they Ugsusdften this anti-paternalist
standpoint by justifying intervention in certainsea. As we have seen, Feinberg
attaches a nearly absolute value to the autonomyzed through voluntary choices,
irrespective of what is chosen. However, by settimgthreshold of voluntariness high
and making it somewhat flexible, various intervent can be justified as soft
paternalism. Donald VanDeVeer, another autonomyoribe arrives at a similar
conclusion in a different way. He starts from asd@bte value of the right to autonomy.
Only he denies this right to moral incompetentse Tiembership in this latter group is
then defined so as to account for the same probksnBeinberg’s soft paternalism
does>®

Another “softening” strategy is to concede that @h®uld not be absolutistic
about freedom; not every such loss is equally serin a moral seng8. As
commentators have noted, “One must take into cersiidn the importance of the
preferences that are being frustrat&dVery few people would attach moral value to
the freedom not to wear a safety belt or helmeteuni@dngerous circumstances. On the
other hand, people are permitted to assume risdangerous sports, even more serious
ones than found in motorized traffic. The reasantligs difference is probably related
to the significance of these sports in the setesEpnal values for certain people; the
centrality of these sports in their life plans.

In both of these theoretical strategies, autonohgpries require some kind of
balancing. As Dan Brock has convincingly arguedatétnalism is not, contrary to the

common view, an issue that forces a choice betwighibs-based and consequentialist

a good life it furnishes us with reason to secira tautonomy which could be valuable. Providing,
preserving or protecting bad options does not enahk to enjoy valuable autonomy. This may sound
very rigoristic and paternalistic.” But it is noeecessarily so. As to legal paternalism, “the faet the
stateconsidersanything to be valuable or valueless is no redspanything. Only its being valuable or
valueless is a reason.” (p. 412) The “pursuit &f thorally repugnant cannot be defended from coerciv
interference on the ground that being an autonorobaoige endows it with any value. It does not (gtce
in special circumstances where it is therapeutiedarcational). And yet the harm principle is deieles

in the light of the principle of autonomy for onienple reason. The means used, coercive interference
violates the autonomy of its victim.” (p. 418)

% vanDeVeer 1986.

® Greenawalt 1996: 481482, Marneffe 2006.

61 van Wyk 1996: 77.
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theories. [...] [Clontrary to appearances, [even ooy theories like] Feinberg’'s and
VanDeVeer's [...] in fact require a balancing of resting an individual’s autonomy

against protecting his good in the way commonsems®lity supposes-=

Consequentialism and welfare

From a consequentialist perspective, what mattersh@ consequences of any action or
rule®® In its welfarist version, characteristic of startisaw and economics and certain

varieties of utilitarianism, the relevant consequesn are the effects in terms of

welfare®

Welfarism, in this rudimentary form, has no fundama¢ objection against
paternalisnf> To bring the theory into greater accord with comnmooral intuitions,
and render it more workable as a policy guide, cemtaiors supplement it with
empirical claims about the working of different tihstional mechanisms to promote
welfare or satisfy preferences. An additional, emoplly based presumption of such
theories is that freedom of choice promotes welhdpeStill, this presumption can be
refuted in any particular instance. More weight t@ngiven to the value of freedom
itself by acknowledging that the freedom to make’smwn choices is a component of
this well-being. Consequentialism is even moreifiex theoretically, autonomy can
even hold a central place amongst the goods cotisgtwelfare. Nevertheless, as long
as there are other components of welfare, it caaldys be decisive: trade-offs might
be necessary.

In many cases soft paternalism can be most plausitierpreted within a
consequentialist framework. For instance, in treeaa judgment biases or weakness of
will (akrasig, the interference with personadvealedpreferences can be justified by
the goal of satisfying the individualdeeperpreferences.

The principle of freedom-maximization is a relatedse of sophisticated

consequentialism. It refers to the normative ideat the freedom of choice of an

®2 Brock 1988: 565.

% To be sure, most deontological theories care abmsequences as well. “All ethical theories warth
attention take consequences into account in judggigness.” Rawls 1999: 26.

% Welfare (good, well-being) can be understood inodjective sense or subjectively, as the person
concerned conceives it. Cf. Kornhauser 1998, 2003a.

% See Burrows 1993, 1995; Zamir 1998; Zamir — Me@6@a7

26



individual may, or even should, be restricted ia firesent if this increases his future
freedom to a larger extent. Future freedom of ahasca component of the welfare of
persong? Of course, to make this idea any more than ineijtihe paternalist should be
able to compare present and future freedmifostiori, to measure freedom. However, it
is even conceptually unclear what such measuremeud mearf’ In order to work as
a guiding principle of legal policy, the maximizati of freedom should be more
operational than the purely theoretical argumestt flstifiable paternalism should
(paradoxically) increase or promote autondthy.

The idea of maximizing freedom implies that the fasd of the individual is not
only defined according to the actual wants and evezfces (desire theory of
preferences). Rather, one also takes into accoiner @bjective elements of human
well-being and eventually comes close to a kindpeffectionism (ideal theory of
preferences). Indeed, when welfare is understoodjesterally as to includédeal
preferencedi.e. preferences which os@ouldhave in light of some moral theory), this

view is hardly distinguished from perfectionism.

Perfectionism and virtue

If one’s philosophical starting point is neitherbdrtarian (deontological) anti-
paternalism, nor a potentially paternalistic wedfar(consequentialist) view but
perfectionism (or communitarianism), the argumemitsch will be made usually refer
to concepts such as prudence, the ultimate enduofans, connectedness and the
community as the context of human flourishing. &stf sight, these concepts are at
odds with modern individualism (cf. section 2.1[8we). Perfectionism also seems to
be very far from the amalgam of autonomy and welfahich implicitly characterizes
the standard law and economics approach to paism% On closer look, this

impression is somewhat misleading.

®® Enderlein 1996: 13.
" On the possible “metrics of opportunity” in thecid choice literature see Sugden 1998. If the
normative idea should guide (individual or collgedi action, the theoretical difficulties are accamied
with practical ones concerning observability anchswgement.
% Eidenmiiller 1995.
% For an exception see Buckley: 2005a, 2005b.
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In its most abstract form, perfectionism is a maha&lory which views the human
good (flourishing, excellence) as resting on humature. Perfectionism has an ideal
for each human, namely that she develops her nadtuaecepts self-regarding moral
duties, thus it is concerned with what one shotloose for herself. In contrast to other
moralities which hold that the good is subjectival dhus exclude any claims about
what humans ought to desire, perfectionism has lgactive theory of the good.
Nevertheless, for our purposes perfectionism is tekevant as a personal morality. As
far as political philosophy, i.e. normative ideé®uat the aims of a political community,
eventually formulated in legal rules, is concernemh the most general level
perfectionism holds that “the best government npwstmotes the perfection of all its
citizens.”®

To be sure, perfectionism is a catch-all phrasarfany different approaches. To
name but a few examples, John Kleinig holds petsioegrity as a primary valu€,
while James Gordley subscribes to a Neo-Aristatettzeory’ and Joseph Raz is a
liberal perfectionis®> When Amartya Sen stresses the distinction betwelest one
desires (the fulfillment of actual preferences) at one has reason to value (in terms
of a philosophical or moral view of the good), tiews could also be characterized as a
perfectionist version of consequentialiéi.

Generally, perfectionist moral theories either htidt one should strive for a
good which is supra-individual (the overall utilitgappiness, etc. of a community) or
compare one’s actual actions and decisions with caially or otherwise superior
preference or value system. This might sound oveatyonalistic. However, in the
Aristotelian view, to find the right choice in avgn situation is not a matter of
demonstration, deductive logic or scientific knoside. Choosing rightly is a matter of

prudence, or practical rationality. Still, the vigiaat there are wrong, e.g. self-harming

" Hurka 1993: 5.

™ John Kleinig's justification of paternalism is le@ison “the argument from personal integrity”. The
core of the argument is the following. “Not only de have a diversity of aims, preferences, wamtd, a
so on, but they vary in the status we accord theraisas our core identity and life-plans are coned.
We can differentiate passing and settled desiregjprmand minor projects, central and peripheral
concerns, valued and disvalued habits and dispasiti(...) [W]here a course of conduct would, in
response to some peripheral or lowly ranked tengetireaten disproportionate disruption to highly
ranked concerns, paternalistic grounds for intetigerhave a legitimate place.” Kleinig 1984: 70-71.

2 Gordley 2001: 280—285, 2007.

® Raz 1986. See n.49 above.

™ Sen 2002, cf. Deneulin 2002.
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or immoral choices that should not be supportedtiier discouraged by law is part of
most perfectionist theories.

Paternalism is justified under this approach if¢his an objective good, i.e., there
is a difference between a right and a wrong actaod an individual’'s good can be
promoted by the actions of another person. Contrargeneral views, this does not
imply or justify paternalism across the boardslpbssible to argue that in many cases
the individual is the best judge of how to attawe good or end-state. Also, in many
cases a third party, especially the state is un@blgromote this good better than the
individual. There are limits to paternalism fronperfectionist perspective, for at least
five reasong®
(1) Making one’s own choices is part of being huma@therwise a person would be
only “a figure on a chessboard” moved by a patéshal
(2) Sometimes it is better to let people make rketaand learn from them to some
extent, in order to make better choices in ther&ut&till there are fatal mistakes that
should not be allowed for this “therapeutic or pgutgical” reason.

(3) Sometimes the answer to what the right chascdeipends on facts which are best
known by the choosing person and cannot be prédlgtkimown by the paternalist. The
latter may be able to sort out choices which afeniiely wrong but there are several
right ones amongst which the individual herselfidti@choose.

(4) Sometimes the actions are such that by theureahey cannot be forced. For
instance, persons cannot be forced to honestlgu®In certain religious doctrines or to
be genuinely interested in high culture (excepthapes with severe psychological
manipulation).

(5) There are practical limits to paternalism b #@overnment, especially if it is a
democratic one. In a democracy, there is no presampghat the political elite is
morally superior. Also there is ngeneral presumption that the government “knows
better.”®

From the point of view of virtue ethics, freedomabioice is valuable as a means
to facilitate, or promote the goal of humans tallezhappy and worthwhile life. Within

the limits just mentioned, perfectionism providesasgument for restricting individual

> Gordley 2001: 280—285, 2007.
% Cf. n.28 above.
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choice in order to vindicate a theory of the gogdirnpeaching immoral or ignoble
choices.

2.2.3. Paternalism and consent

One way to look at the moral problem surroundingepealism is to conceptualize it as
a conflict between freedom and benevolence. Framp#rspective of its subject, the
imposition on her behavior is limiting her autonomyorder to promote her welfare.
Still there are alternative views that redefineepadlism in such a way that it either
looks normatively more acceptable or it seems e&sianalyze its justifiability.” These
justificatory redefinitions focus on “self-paterisah”, i.e. the protection of the
autonomy of one’s inner or future self by a secorder decision of the individual, and
ask whether paternalism can be justified by somd kf consent.

According to the definition of paternalism stipadtabove (section 2.1.1.), the
consent of the subject makes the intervention raiarpalistic. But what kind of
consent is necessary? Is the lack of actual corfagltfor justifiability? There have
been several attempts to redefine paternalism @ibdbis of some kind of consent other

than actual. These are discussed below in turn.

Prior consent
An example of prior consent could be the followiBgsigns an agreement with a clinic
for a certain medical treatment. For a given penbdime patients who agreed to the
treatment, cannot leave the program. The reasosucin an agreement is that during
the treatment, patients usually prefer to leavectvimnakes their treatment less effective
or ineffective. Is the clinic allowed to deny B dmrge? If so, under what
circumstances? One of the problems with prior conisethat in some cases it is hard to
know whether the change in the subject’s wantemmpnent or episodic.

Another example is the paradigmatic case of Ulysefien discussed in social
sciences, including rational choice thedryAs Homer tells us, before navigating close

to the island of the attractive but fatally dangerairens, Ulysses commanded (and by

" Enderlein 1996; 22—35.
78 Cf. Elster 1984, 2000.
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this gave his prior consent to) his crew to tie harthe mast and by making his men
unable to hear his subsequent orders, he asceftdiaethey disobey his commands to
the contrary. In this sense, the crew wasacting paternalistically. Ulysses’ men were
not paternalists as their action was authorizegrir consent (or even commanded).
Homer is silent however, as to whether the timing aonditions for unbinding
after the danger has past were regulated in tlog pgreement. If not, then the entire
story can also be interpreted differently. The ¢seaction can also be said to be
justified because it respected Ulysses’ settledeslbver his current disturbed wishes.
The sailors did not act out of obedience to hihauity but rather, because they knew
what was better for him. Under this view, the cragted paternalistically. Under this
second interpretation the stress is not on fore,Ulysses’ consent but on substance,
i.e. Ulysses’ interests. As we will see, this distion between form and substance is
crucial for the connection of paternalism and cohs&t any rate, we can say that when
prior consent has been givenithin the consented domalimitations of freedom are

not paternalistic.

Anticipated consent
Sometimes circumstances arise in which those ird ndecare have not had the
opportunity to consent to intervention. A classkample of this is J. S. Mill's man
crossing a river on an unsafe bridg&Vhen there is no way to warn him, forcing the
man to stop is considered justified on the asswmghat he almost surely did not want
to fall into the river. In the legal context, a dsn case might be the medical treatment
of an unconscious victim of an accident. Here eendoctor’s claim for compensation
is based (in traditional common law terminology)am“implied contract”.

These examples are both instances of soft patemmallo the extent they are
justified, it is not because of an anticipated emtisof the subject to paternalism

(moreover, to speak about a contract here is griigtbut because intervention, as a

9 Mill 2004 [1859] ch. 5: “If either a public officeor any one else saw a person attempting to Goss
bridge which had been ascertained to be unsafethemnd were no time to warn him of his danger, they
might seize him and turn him back without any re&lingement of his liberty; for liberty consista i
doing what one desires, and he does not desiadltiotb the river.”
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rule, has better overall consequences than nonseraon, in terms of the interests of
the subject®Here again, what matters is substance rather tivam f

Collective self-paternalism and democratic legitima cy

Consent is also often invoked with regard to patiéstic government actions as well.
One form of this justification is based on the gahe@rgument that the democratic
legitimacy of government, if present, justifiesgraialism. Another is to use a collective
analogue of the Ulysses parable and refer to cerstrictive or protective laws as
“collective self-paternalism.” But do majoritariatecisions or the popular support of
legislative actions make them non-paternalistic &md this reasonjustified? The
answer is clearly negative.

To be sure, in a metaphoric sense one can spesédfgdaternalism. This would
be a third interpretation of the Ulysses story.stfimebody is aware of his own
weakness-of-will or irrational first-order preferss, he may have a second-order
preference against fulfilling the first-order on@ne can impose different measures to
protect one’s “higher self” from “base desires”“dangerous temptations”. If a group
of people is in such a situation they can evenasdlective mechanisms and impose
institutions in order to protect themselves. Thauld be called “community self-
paternalism”.

However, genuine community self-paternalism requitmanimity. Unless the
support is by universal, conscious, informed angressed acts of consent, the
collective decision and the government action based cannot be properly dubbed
collectively self-paternalistic. It has been nothdt “So long as there is even a single
dissenter, the real issue must be this: may thenhajinterfere] with actions [of the
minority] on account of a second-order preferemcadt acquire or retain a first-order
preference to elect certain actiodf?This is instead a case of the majority’s self-
paternalism and the imposition of harm or costghe minority. Whether such legal
interference is justified will depend on a numbérfactors. There are, for instance,
good reasons against using criminal law in suchaamar. For less coercive rules the

balance may be different.

8 For an efficiency-based justification of the law 9mplied contracts” in this example see R. Posner
1998: 151-152.
8 Schonsheck 1991: 36.

32



A further point is that in a representative demogra legal rule which expresses
the second-order preferences of the majority isctexa and enforced by a
representative, namely the government. Strictlakimg, this is not self-paternalism but
governmental paternalism. A special case of thignge “asymmetric paternalism” will
be analyzed below (see section 2.4.3.). In that,das desirability of the intervention is
based on the positive balance of the benefitsifosd protected and the costs, i.e. the
losses for those who do not need protection, ghgscosts of implementation. This
balance can be calculated for any particular gawerrial action or policy. Indeed, this
calculation can even be made by an enlightenedatdict Legal protection of the
majority from self-inflicted harm is not intrinsity or necessarily democratic.

The general justification for legislative actiomsa representative democracy on
the basis of consent is a different matter altogretlt is among the most discussed
problems of political philosophy. In a democracgeaan speak of a general consent to
the actions of the legitimate government, in a weakse. This justificatory consent is
weak because it has to be prior and generic (refeto an unknown set of future state
actions) and it does not have strong implicatiamdle reasonableness of any particular
action. On the other hand, democratic legitimaayosdirectly based on the substantive
reasonableness, self-paternalistic or otherwiseitofsingular actions or policies.
Authority is content-independent.

Hypothetical consent

Finally, it is sometimes said that the justificatiof paternalism can be based on some
sort of hypothetical consefft.As | will argue, this view of paternalism is prehiatic.
The reason for this goes deeper than the problepatdrnalism, as in my view the
entire construction of hypothetical consent is dalle as a justificatory argument. Its
terminology misleadingly hides what really happemhen in formulating the
justification of a rule (action, policy, etc.) orgfers to the hypothetical consent of those
subject to it, or concerned by it, the referencednsent has only a heuristic réfeAs

has been widely discussed in the literature on i&ocontract” theories and

82 See, e.g. Kerber — Vanberg 2001.
8 See e.g. Kleinig 1984: 64-66, Suchanek 2004, Rf9#. On the redundancy of arguments from
hypothetical consent in the economic analysis ofre@t law see Craswell 1992.
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contractarianism, the essence of the problem ishyaothetical consent is not actual
consent: it does not live up to justify a rule ¢ own, i.e. in a content-independent
way. On a closer look, hypothetical consent is an@bntent-independent justification,
referring to the procedure of deciding over a riather, it refers to the substantive
arguments which should be raised in its favor. Manecisely, it is a metaphor which
refers to the public nature of arguments that naiondividuals have reason to accept
as the justification for a rule. In some loose serg/pothetical consent is linked to
normative individualism. What is decisive for thestification of the rule is the
substance of such normative individualist argumenigese arguments should refer to
the impact of the rule on the rights or interesthe individuals concerned.

In sum, from a moral point of view, only prior aadtual consent directly matter.
They only countqua consenfor the justification of preventing self-inflicteldarm or
promoting the interest of othersPdst facto (subsequent) consent, disposition to
consent, hypothetical consent, the imaginary cdneéra rational subject all cannot
waive the subject’s actual right to autonorfiy®ne can see this clearly when there is
actual dissent, i.e. the voice or vote of someasnagiainst the imposed rule. However,
this negative result only means that these insgaon€entervention are not justificlly
consent Although consent is a morally strong justificatiot is neither necessary nor

sufficient in every case.

2.2.4. Problems of legal paternalism

Up to now, the discussion has focused on the sulgegaternalism and mostly
abstracted away from the personage of the patetnBlit the identity of the paternalist
is clearly relevant to the justifiability of patedism. For instance, it matters whether the
intervention is exercised by an individual, a groop by the state. Within legal
paternalism, it is not irrelevant whether privasev] taxation, criminal law or other
instruments are used. In chapter 4 the focus wilbiy legal paternalism via contract law
rules. We will be concerned with paternalistic méntions by the state, either through

legislation or by judicial contrdf with relatively non-coercive means, e.g. the non-

8 Kultgen 1995: 122. Of course, there can be otleightier argument than this right.
% On this distinction see 4.6.1. below.
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enforcement or voidness of a contract or compemsdtr damages. These specifics

have a great impact on the justifiability of a givegal intervention.

Reason and legislative intent

The simple question: “What is paternalism?” becomssre complicated in legal
contexts® As discussed above, an action is not paternalignvittue of its effect,
although consequences do matter to the justificatiather, paternalism is a reason or
motivation for action. But if this is so, how cameh a law be paternalistic? Isn't it a
category mistake to speak about the reason or atmtiv of a law? Does the actual
motivation of legislators matter?

By browsing the relevant jurisprudential literatume can easily see that the
difficulties with the concept of “legislative int€rare manifold. Whether the term has a
role in statutory and constitutional interpretation not does not concern us here.
Instead, what matters for the justifiability of am are not the, unobservable and
contradictory subjective intentions of the lawmakieut the possible justifications for a
legal rule®” We can thus attribute a paternalistic purposeh® regulation even if
historically (as a matter of psychology) paterriadisnotivations were not necessarily

present. In essence, this is a teleological inéeapion®®

Rules and reasons: the theoretical over-determinati ~ on of rules

It seems that there is no real hope for identifyitige reason” for a law. This implies

that if one condemns paternalism, one is only ledtito say: a law is unjustified in so

far as it exists for paternalistic reasons. In aatsmixed motives, paternalism does not
have to be the only or main reason. Neverthelesssito be relevant to the justification
in order to call a law paternalisfi2 A purist would even say that it is only correct to
call a law paternalistic when paternalism is theoStnplausible reason” or “the best

rationale” for it. But how can this “most plausibbEason” be identified?

% Husak 2003.

87 Cf. Marneffe 2006.

8 To be sure, motivations are not irrelevant. Thgitimacy and authority of law largely depends on
whether its rules are enacted and enforced forritiet reasons Hidden motivations and insincere
justifications, if uncovered, may undermine legicy.

% Enderlein 1996: 14
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An elementary insight from comparative legal reskas that in one or the other
legal system the same function can be fulfilled dijferent rules, doctrines or
institutions. Something similar works the other veaagund as well. Any given rule can
be interpreted in light of several reasons. In ptlerds, legal doctrines and rules are
theoretically over-determined. There is no clearespondence between rules on the
one hand and their justificatory reasons or thetions they serve, on the other. As a
consequence, we cannot neatly separate paternadistd non-paternalistic contract
regulation.

In law we can see the uneasy relationship betwearrgl principles and specific
rules very clearly. If we analyze a given legal tioe non-dogmatically, i.e. not by
asking for its technicalities, wording, or its ptain a larger body of rules but critically,
looking for reasons justifying it, we often findatha given rule can be backed by
several, often contradictory principles. Due tostbiver-determination we might not
clearly determine whether a given rule results frpeernalism, the self-interest of an
influential group, a symbolic expression of a gefigrheld value (moralism), or an
instrumentally rational response to an externgligblem.

As the possible overarching theoretical systemsnidefmore specific reasons for
intervention and also the possible justificatiohs @oncrete rule are multiple, one can
construct several more or less coherent explaretonustifications for any rule. They
are not, of course, equally plausible or convincing

Let me illustrate this problem of over-determinatiwith an example. It is often
argued that in order to justify the compulsory wdesafety helmets or the ban on
tobacco advertisements it is sufficient to refeth® social burdens caused by accidents
and tobacco-related medical costs, respectivelythis way, the argument goes,
‘dubious’ and controversial issues about autonooogrcion etc. can be avoided. In
contemporary European countries with universal. (nationwide and compulsory)
social security systems, one can allegedly avoidriiag to paternalism in order to
justify the prohibition of certain self-harming kmehors. One can “simply” refer to the
external effects, i.e. the financial burdens thafiveen action would cause — provided
self-inflicted harms are not excluded from the adage of social security systems right
at the beginning.

36



There is a serious problem with this argument. Bethpirical research and
common sense suggest that in pure social expenss these prohibitive rules are
possibly counter-effectiv¥®. While serious accidents without safety helmetroftause
death, helmets usually save “only” the life of avesely disabled person; in social
expense terms his care tends to be burdensomeoW#moking people live longer on
average, thus it might easily be that they consomoee social funds, mainly in the form
of pensions, than smokers who die relatively earBar to the end of their working
carriers. Notwithstanding that if these effects amapirically confirmed, they are
remarkable and even relevant from a policy persggcthey are not workable as
‘public reasons’againsttobacco bans or compulsory safety helmets in thelstan
sens€’ If we do not want the arguments about public gotiz run fully against our
moral intuitions, we should take paternalism sesipu

This example illustrates that if a rule is impurgdgternalistic, i.e. there are
several reasons behind?ithen we have to analyze each reason for its ity As
we will see below (in section 2.2.5), there aresoeas, like fairness, redistribution or
legal moralism that often concur with paternali$smsum, as rules are over-determined
by potential justificatory reasons, first, one hasssess them separately, and then one
can see whether these reasons, taken togetheeayketyvenough to justify the rule.

Over- and under-inclusiveness of rules

An additional problem posed by legal paternalisirgaaly hinted at, is that it is general,
rather than case-by-case paternalism. The law nergeé when it is applicable to an
indeterminate number of different persons. Somerade better off, according to their
own preferences or according to an objective mesotne made worse off. Persons
have different motivations for wanting to engagepiohibited conduct. Some are
informed, some not. Some have strange or danggnaferences. Even if it might be
justified to interfere in individual cases, a gataule would diminish the freedom of
those who do not need to be assisted. The probfettmecover-inclusiveness of rules

vis-a-vis their background justification arises wmidably when general rules are

% See Lee 1991: 72-73, Lee — Wagner 1991: 119.
%1 See Rawls 1993, Larmore 2003.
2 On impure paternalism see note 40 above.
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applied heterogeneous the cases or subjédtse problem is not unknown in the law
and economics literature either. In one senses & special case of how to find the
optimal mix of rules and standards in regulation,tlee division of labor between

legislation and the judiciary.

One of the arguments for rule-based decision-makmgthat finding an
appropriate solution for individual cases would eogremely costly. For instance, in
administrative law it is relatively rare that pession for dangerous, irreversible or
otherwise important actions is granted on the bakisase-by-case investigation, e.g.
individual licensing or individual hearing. In geak even when cases are
heterogeneous, the law has to use rules, categongaand classifications. As a
consequence, these categories will be either ower-under-inclusive, or both.
Therefore, despite the uncertainty regarding th&ridution of competence, well-
informedness etc. amongst individuals in a givemmainity, the lawmaker is bound to
formulate general rules regulating their conduct.

In the decentralized enforcement of contract lavdges evaluate the merit of
individual cases. When they decide not to enfoaregenforce on different terms,
contracts falling into certain predetermined catexg) they are not entirely bound by
rules. If we put the decision’s force as precedeaside, over-inclusiveness matters less
in adjudication than in legislation and adminisoat™

2.2.5. Non-paternalistic reasons for protective reg  ulation
As mentioned before, besides paternalism there@armpeting justifications for limiting
freedom of contract. These reasons are not alwagsyedistinguishable from each
other, or from paternalism.

A rule can protect against an irrational self-hangnicontractual choice with
mandatory law, provide for the correction of negatiexternalities, counteract an
informational asymmetry and compensate for los#leatdhe same time. Other rules

prohibit transactions against the public interegfainst public policy or some basic

% The jurisprudential classic on the topic is Schdi$91. See also Schauer 2003.

 In contrast, over-determination is present in didjation as well. As | will discuss in chapter ddges
can refer to doctrines like coercion, fraud, or amscionability for different reasons. Such rules,
especially the general clauses are, in this sembg potentially or partiallypaternalistic.
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moral principles formulated as “the value system tlé constitution”. We can
distinguish other-regarding constraints (exterred)t agent-regarding ones (paternalism
and autonomy-protection) and non-individualisticesn(which are based on legal

moralism). Paternalism should be also distinguidhau redistribution.

Third-party effects

In the contractual context, externalities invollie imposition of costs or benefits from
a particular exchange transaction on third parties involved in the transaction.
Positive externalities pose incentive problemsdileg to a suboptimal quantity of the
good or transaction in question. Negative extetiealiare arguably more important with
respect to freedom of contraCtThe crucial conceptual problem here is that tiiadty
effects, known as negative externalities in ecomsnand harm in autonomy theories,
are pervasive. If all these effects should be takém account when prohibiting the
exchange process or in justifying constraints upprfireedom of contract would be
largely at an en®& Once one goes beyond tangible harms to third ggartinany
activities might be viewed as generating some agtdy, e.g. by imposing costs on
dependents, the social welfare system or the phkkdth care system. It is questionable
however whether such externalities provide a siefficreason, for example, to regulate
inadequate dietary or exercise regimens, excegssteéssful work habits or risky
leisure activities.

In a thoughtful article, Eric Posner has suggedteat many protective laws
function to redress imbalances created by socialrig and welfare law®® By
truncating the downside of financial and other gigkrough a social safety net, the
welfare state and its laws have the effect of eraging irresponsible spending, risky
borrowing and over-indebtedness. Many limitatioms freedom of contract may be
justified with the argument that contracting patieke on too much risk in reliance of
the welfare state. In Posner’s view, what firstkieodike a protective rule in contract law

is in fact, in whole or in part, protecting the palbudget. This argument is very similar

% Autonomy-based theories formulate the same negjatifect under the name ‘harm’ (or, within
another category of Joel Feinberg’'s scheme: ‘o&f§ns

% Trebilcock 1993: 58.

7 Trebilcock 1993: 75.

% E. Posner 1995.
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to the social burden argument in support of mangatafety belts. As we have seen,
economists are still willing to refer to externigd, in this case burdens for the social
security system, in order to justify laws which their face are paternalistic, such as
safety measures.

Other limitations on contractual freedom can beeymausibly justified by third-
party effects. A trivial example is that an agreatrte commit a bank robbery is illegal.
Also, “antitrust authorities may frown upon contsa¢hat have potentially harmful
effects on competition (most favored nation clausestracts that induce predatory or
collusive behavior, etc.) Contracts between a fimd a creditor may exert externalities
on other creditors, either directly through pripriules in the case of bankruptcy or
indirectly through the induced change in manageneéntives. The Internal Revenue
Service warily investigates employment contracé thight dissimulate real income&”
These cases are clearly distinct from paternalism.

Some protective laws can be understood as bothrnadisgic and solving
collective action problems. For instance, John $t0Mill justified the statutory
limitation of working hours by arguing that it helpemployees to fulfill their
preferences which would otherwise be frustratedabse of a prisoners’ dilemma-like
situation. Mill discussed approvingly such contragjulations not irdn Libertybut in
his Principles of Political Economyreferring to “cases in which public intervention
may be necessary to give effect to the wishes @fpitrsons interested, because they
being unable to give effect to it except by concarhich concert again cannot be
effectual unless it receives validity and sancfiom the law.*® On a closer look, such
interventions are similar to collective self-patdism (see above section 2.2.3.). Since
workers do not only face a common action probleuat,they are also competitors on
the labor market, the game-theoretical analystt@fproblem would be somewhat more
complex.

Under one interpretation, thgublic policy doctrine in contract law is a special
case of avoiding negative externalities. The cabtraay have negative effects on

public purposes that justify its regulation or remforcement. Many contract codes

% Tirole 1992: 109.
190Mill 1997: 956. The entire chapter XI of MillBrinciples (“Of the Grounds and Limits of tHeaisser-
Faire or Non-Interference Principle”, pp. 936—971) il storth reading.
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refer to such limitations, combining in the wordipgblic policy or public interest with
illegality or immorality’®* For instance, the French Code civil (art. 6) pdesi that
“One cannot by private agreements derogate frons lewolving public policy and
good morals**? According to the art. 7 of the General Principté<Civil Law of the
People’s Republic of China (1986), “Civil activishall have respect for social ethics
and shall not harm the public interest, undermitageseconomic plans or disrupt social
economic order*®

These general clauses are put to a large rangsesfin their judicial application.
Some of these purposes are paternalistic, otherin&ed to externalities. Additionally,
public policy is sometimes referred to when theeaxdlity is “moral” in nature. This
term refers to cases when neither the contractamtigs nor any third party, individuals
or the public, suffers any tangible harm. This ssjg that the public policy doctrine

can be an instance of legal moralism as well.

Legal moralism
Paternalism is sometimes not easily distinguisimedh flegal moralism. As already has
been mentioned, this latter principle justifies iatervention by appealing to abstract
moral values, instead of the interests of individua their groups. The line between
moralistic and paternalistic reasons is somewhatrdd, at least in law. When
“exploitative” contracts are prohibited, one paimsyconsidered “victim”, although, at
leastex ante he might have consented fully voluntarifif Even his interests might have
been promoted by the contract, compared to hisidmutepportunities. When the
“victim” is granted reliefex postit is often done in the name of abstract valnesued
in social morality.

In the philosophical literature, the line of denaion between legal paternalism
and legal moralism is neater. Gerald Dworkin dgptishes “moralistic paternalism”

from legal moralism. Whereas, when a law restribes individual’'s choices for his

1017weigert — K6tz 1998: 380387, Scott — Kraus 2 IF—553.

12The translation of the governmental website Legite
(http://195.83.177.9/codelliste.phtml?lang=uk&c=22&09) is this: “Statutes relating to public policy
and morals may not be derogated from by privateergents.”

193 http.//www.law-bridge.net/english/LAW/20065/132 281653247 .html

1%40n exploitation in contracts see Bigwood 2004éneral Wertheimer 2005.
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moral good, it represents “moral paternalisifi.”When it wants to restrict the
individual’'s choices for enforcing social morality,is a form of legal moralism. Only
the first is a case of paternalism. When discus$ilmgrty-restricting principles, Joel
Feinberg contrasts paternalism as “harm to selfthwmnoralism as “harmless
wrongdoing.*?® It should be also noted that some supportersgafi lmoralism do not
consider the wrongdoing “harmless”; they argue thatsurvival or flourishing of any
particular society needs moral uniformity. Undds thiew, immorality does not simply
violate an abstract moral principle or code; itsmaiharm to society by weakening its
moral ties*®” This brings us back to the problem of externaitiedeed, some law and
economics scholars tend to speak of moral extéiesl® In either case, these reasons
are not paternalistic.

The typical instruments of legal moralism are cacirdoctrines like immorality
and illegality, or legal techniques like inalienllgj which restrict the transferability of
rights or resource®? We will come back to these instruments as sulisglimits on

freedom of contract in section 4.4.2.

Fear of commodification

Inalienability can also be motivated by a speceision of legal moralism which could
be called fear of commodification. The roots ofstheoncerns can be found deep in
history.

Even in societies committed to political and ecoiwfieralism, there is room
for debate about the scope of the market. Critidke market paradigm sometimes use
historical arguments to show that markets are naturally given” but the product of
historical development and depend on legal consons"® More relevant from a
policy perspective, the role of markets is also thbject of direct normative

1% pworkin 2005a.
1% Feinberg 1986.
97pevlin 1965. For a thoughtful critique see Har6391983.
1%gee e.g. Hatzis 2006b. This use of words is umfate, as it implies the false claim that moraivsie
can be reduced to preferences (Kornhauser 2003hiy ZaMiedina 2007).
1%For a law and economics analysis of inalienabtlige Calabresi — Melamed 1972, Rose-Ackerman
1985, 1998.
110 For the first see e.g. Polanyi 1944, for the mdce.g. Hale 1952 (cf. also Fuller 1954) and Atiyah
1979.
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controversies. These controversies focus on healslgussed issues such as whether
“permitting the sale of votes or public officesetlsale of blood or body organs,
commercial surrogacy contracts, prostitution cartraor pornography undermine
values of human self-fulfillment or human flourisbi”*** These questions are, of
course, not only raised by critics or the enemiesnarkets. As the Nobel-laureate
economist, Kenneth Arrow once noted, “a privatepproy—private exchange system
depends, for its stability, on the system’s beiog-nniversal.*'? What he meant by
this is that if political, legal and bureaucratifi@es were auctioned off, their holders
freely bribed or votes freely bought and sold, finevate sphere would be massively
destabilized.

In the American legal academia, one of the mainp@nents of this anti-
commodification view is Margaret J. Radifi.In her theory about commaodification and
inalienability Radin argues that these problems dafiecult to solve because of two
opposite effects: the double bind effect and theido effect. Thedouble bind effect
refers to the problem that in many contexts praimgiexchanges may actually worsen
the plight of the individual whose welfare is catio the issue. For example, banning
prostitution may eliminate an income-earning optdmpoor women. Thelomino effect
refers to the effect counterbalancing the formdnatt “market rhetoric and
manifestations [...] may change and pervert thmgesf discourse in which members of
the community engage with one anothgf".

While Radin is skeptical about the relevance ohecaic analysis to this subject,
Michael Trebilcock proposes to reinterpret commicdifon with the tools of law and
economics, and in accord with common moral intagi@bout the cited problems. The
problems can be interpreted as contracting failuesypes of market failures (e.qg.
externalities, coercion, and information failurdg) conclusion, Trebilcock argues for a
significant role for private ordering; for a carkflesign of default rules and procedural
limits of freedom of contract; and for autonomy-anbing public policies that broaden

the access to market of historically oppressedpmgbii

1 Trebilcock 1993: 19.

112 Cited in Trebilcock 1993: 23.

113 Radin 1996, for its critique see Arrow 1997.
4 Trebilcock 1993: 25-26.

115 Trebilcock 1993: ch. 2 (p. 23-57).
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2.2.6. Pragmatic antipaternalism

If we consider economics as purely welfarist, thibare is no theoretical limit to
paternalism. Within this framework, antipaternalisiits can be added, in a contingent
way, with reference to empirical facts about thectioning of the legal system. These
empirically based arguments, together with oth@uuarents against paternalisnot
based on autonomy could be called pragmatic aetfipalism. These arguments are not
only interesting for the antipaternalist. The atijex‘pragmatic’ in this catch-all phrase
indicates that supporters of paternalism should tdke these limitations into account
when they move from the ideal (pure) to real wahnkelory or from theory to policy.

The most important pragmatic arguments refer tootrer-inclusiveness of rules
and the ensuing redistributive effects. Others wabvaut the lack of information and
lack of motivation of the regulatdt® Here | only mention these argumeintsibstracto

Over-inclusiveness has been discussed above inose&2.4. Its main
consequence is that a paternalistic rule allodatiedens on those who are subject to the
general rule but do not benefit from it as they ldonot need assistance. In another
sense, this points to the (possibly unintended)istgloutive consequences of
paternalisnt!’ Namely, the costs of paternalistic rules are bobyerational and
informed individuals. Such individuals are actuattyeded by paternalistic limitations
from carrying out their actions as they want.

As economic analysis has long since establishednwidividuals on one side of
the market have heterogeneous preferences or diffether dimensions, protective
regulation usually leads to redistributidretweenthem, i.e. within one side of the
market. In contrast, so long as contract price threro contractual terms are not
regulated, contract law is largely ineffective atlistributing between the two sides of
the transaction. The contract price is changedrdougly so as to reflect and pass-on
changes in costs. This implies that the non-enfoes# of certain odious terms does not

lead to redistribution from the contracting partneéo the class of paternalised

116 Kleinig (1984: 31) mentions further argumentseaw will be brought into disrepute, the corrogti
tendencies of power will be accentuated, valuagdeurces will be diverted from more worthwhile ends
and effective enforcement will cause disruptionutonnected activities.” In my view, these are too
general to be relevant for the present analysis.

17 See Mitchell 2005.
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individuals. To be sure, limits to freedom of caatr can have redistributive
consequences between the two sides of the contdagtever, this effect is not an
instance of paternalisii®

There is a further instrumentalist argument agamdstsorts of paternalism.
Following the Hayekian line of argument about thepdrsed nature of knowledge in
society, serious doubts can be raised about therisnfknowledge of th@ater. To put
it simply, the argument is that even if the patéshdegislator is benevolent, he is
possibly ignorant about what promotes the good I{beihg, happiness etc.) of the
paternalised individuals. The information the regoit has about the “genuine interests”
of the subjects of paternalism is not only serigughited but potentially biased,
because of the potential capture of legislatured msagulators by interest groups.
Information problems are even more serious for @sdgnd jurors. Additionally, as
empirical research has established, official pessare also subject to cognitive and
emotional biases which need a careful separatssrasat-*®

In sum, pragmatic anti-paternalist arguments drd&n&on to the side-effects and
non-intended, counter-intentional, consequencespaiernalistic interventions. The
intervention may be more costly or harmful than dfemal, either (1) for the
paternalised subject (e.g. due to the double bifedt® (2) for third parties (e.g. due to
the over-inclusiveness of the legal rule), (3) or the general public (e.g. due to
implementation costs). In regards to the unintendedlsequences, overly protective
regulation always runs the danger that certairstrations become unprofitable and lead
to the collapse of the market, or the segment whiak the object protection. To put it
in another way, paternalism may be problematichesé cases not only because it is
costly for others, but also because it might baiekfie. make worse off the very group

of persons it intended to proteét.

2.3. Paternalism in economic theory
As mentioned, the traditional economic approach fireedom of contract and

paternalism is a non-reflexive mixture of liberalisnd utilitarianism. As such, it is ill-

18 On the passing on of costs see Craswell 1991.
19 On the one of biases in judging see Rachlinsk020
120 On ‘legal backfire’ see Hillman 2002.
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equipped to handle the problems which arise whesetliwo principles collide. The
potential conflict between welfare-maximization asmgtonomy draws attention to the
non-welfarist dimension of the problem of patersmli When this dimension is not
taken into account, the whole problem of paternalis reducible to a more or less
sophisticated exercise in welfare-maximization. Nvita strictly welfarist perspective,
if the regulator knows better, he should decidevery case in the agent’s place. In
terms of the preceding section, the constrain{zaternalism can only be pragmatic. In
contrast, autonomy provides a principled constrakst we will see, economists also
take this constraint into account, at least impici

In another dimension, contemporary economics enoftiticized on the basis that
it accepts existing preferences as given. As tligjee goes, economic theory does not
offer “ethical criteria for disqualifying morallyffensive, self-destructive, or irrational
preferences as unworthy of recognition.” If, to tbentrary, it acknowledges some
exceptions, as it usually does (e.g. in case obmir mentally incompetent persons)
then “some theory of paternalism is required, tbataurs of which are not readily
suggested by the private ordering paradigm itséff.Being reluctant to criticize or
“launder” preferences or rethink their model ofindual choice as a combination of
information (beliefs) and preferences, economisge an “eliminative redefinition”
strategy in order to fit paternalism in the necsieal models. In this part | examine how

this strategy works.

2.3.1. Redefinitions of paternalism in economic the  ory

The economic literature on paternaliémstrives to justify instances of reasonable,
seemingly paternalistic regulations in several wéys the sake of simplicity, they can
be put into four categories: market failures, mgabds, non-standard preferences and

non-welfarist objectives.

121 Trebilcock 1993: 21. On the private ordering pagadsee section 3.2.2. above.
122 E 9. Burrows 1993, 1995, 1998; Saint-Paul 20@Gniz 1998.
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Market failures

The first approach sticks with consumer sovereigntg revealed preferences. As we
have seen above, in most cases paternalism isiredebr “explained away” by
showing that the policy in question serves to pmévexternalities or other market
failures. These ways do not question consumer emmy. This eliminative
redefinition of paternalism is arguably the natwaly to treat the substantive problem
in economics. Indeed, at first glance it is relalyveasy to incorporate paternalism in
mainstream economic analysis: we just have to ilyespecific transaction costs and/or
informational imperfections and asymmetries whedd to a market failure.

Limits of freedom of contract, like the judicial ol of standard form contracts,
labor law or consumer protection can be analyzetkims of these (now) standard
economic concepts. These limits are economicalfifiad to the extent that they
remedy market failures. In this way not only theefar freedom of contract, but many
of its limits can be explained in relatively narr@@onomic terms, by neither relaxing
the rationality assumptions nor recurring to fasmargument¥? In fact, the biggest
“advantage” of this approach is that the conflietviieen welfare and autonomy does

not come to surface.

Merit goods

The second approach clearly and almost openly fdscegonflict and solves it in favor
of welfare. In the 1950s Richard Musgrave introdlt®o new concepts in the theory
of public finance: merit wants and merit godésThese concepts serve to formalize the
welfarist idea of paternalism with regard to certggublicly provided or publicly
subsidized goods. In the case of merit wants odgothe welfare function that the
policymaker has to maximize on behalf of the indibhals is modeled formally
differently from the way the individuals themselvéae modeled to) perceive and
reveal their preferences. In this way, “consumeseseignty” is openly questioned and
abandoned in favor of a supra-individual assessa®td how much one should receive

and consume of certain “merit goods”.

123 Mitchell 2002, cf. Hermalin — Katz — Craswell B0&2.
124 For a useful introduction see the still veryiiflinating summary article by Head 1966. Cf. also éind
1969, 1984, Brennan — Lomasky 1983, Miller —Tie2f62.
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Although merit goods often have public good chamastics and their provision
can also be driven by redistributive concerns atified by asymmetric information,
Musgrave has insisted that there can be a separas®n, independent of all these
standard economic ones for overriding individuagéferences. In the case of merit
goods, individual choice is overridden in the naofewhat a particular (political)

community considers worthwhile for individuals to @consume§?°

“Irrational” preferences

The third category of redefinitions comprises thosee or less sophisticated models of
preference-formation and decision-making whichadtrce specifiad hocassumptions
about the preference structure of individuals. Epdasinclude choice models based on
path-dependent preferences, dynamic inconsistencythe multiple self. The
methodological goal here is to analyze certain lgtiafbetween autonomy and welfare
with a minimal deviation from mainstream econonhiedry (rational choice theory).

When economists analyze market behavior, they ntt mnplicitly rely on a
standard of voluntariness but also explicitly ostandard of rationality. According to
rational choice theory, weakness of will, “sour ggg’ mechanisms etc. are irrational
behavioral patterns. This view implies that thefgnences of real-world individuals
should be measured on a normative scale. The amtwaVealed preference structure of
individuals is compared to an ideal or rationalf@rence structure of an abstract model
construct, the rational decision-maker. Irratiotyalin this sense may justify
intervention.

To some extent, rationality is treated in these elmtke autonomy in freedom-
maximization ‘models’ (see section 2.2.2.). Ongsf@rences are to be respected if they
truly and consistently reflect one’s desires. Bus is not always the case. The rational
self can be in conflict with other features of tlegy same person or in other terms with
different selves. These models re-conceptualizerpalism as a multiple-self problem

or even as an ‘intra-personal externality’ or ‘nmigity’ problem.

Paul Burrows was amongst the first law and econsrsatiolars to analyze legal

125 Musgrave 1987.
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paternalism in this manné&?® In his work he proposed a welfare-based justificat
theory of paternalism. “If a paternalistic legaltervention is capable of creating
benefits for people whose freedom of choice itrietst then there is prima faciecase
for intervention onefficiency grounds.**’ The pragmatic limits of intervention are
related to the capability of the legal system &niify ex antethe contexts within which
such benefits are attainable. The normative bendhrs provided by individual
preferences, as defined in his model of preferdoomation and modification. The
model is clearlyad hocand not based on empirical psychological reseatctgther
adds intuitive, more or less realistic modificaBoand complications to the standard
economic assumptions about preference formation randification. As he argues,
“conventional economic theory is rather stymiedtfability to analyze paternalistic
law by its adherence to the assumption that pdugle complete and fixed preferences.
Legal paternalism, on the contrary, tends to defrneen the incompleteness, the
variability through time and other problematic astpeof people’s preference¥®

One characteristic feature of Burrow’s analysipatiernalism is that in his view a
judgment about the value of any paternalistic wgation “should be based upon the
benefits to the constrained individuals as theggige themex post'*?° These benefits
are threefold: “the enhancement of a person’s jghaysvellbeing, the stimulation of the
creative development of a person’s preferences tlamanoderation of impulsive, self-
damaging decisions-*

Interestingly, on the level of normative philosoptBurrows has defended his
welfare-based theory against autonomy-based enti€iwith arguments of a slightly
perfectionist flavor. His first counter-objectiors ithat autonomy-based theories
“seriously oversimplifly] the consequences of legaternalism for people’s freedom”
as they consider only negative freedom, i.e. tightrto make free choices to the
exclusion of positive freedom, i.e. the right tavda@access to an enhanced set of options,
the right to develop and fulfill one’s potentialec®nd, he seems to claim that values

126 Burrows 1993, 1995, 1998. For another model seriZz1998.
127 Burrows 1998: 541.
128 Burrows 1998: 540.
129 Burrows 1998: 541.
130 Burrows 1998: 541.
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held in current societies are much less influenbgdhe value and the theories of
autonomy than its supporters claif.

In sum, in certain cases soft paternalism is jestiby the following argument:
limiting freedom of choice is instrumental to thefehse of the true self of the subject
against one’s weakness of will or judgment err&@entually, these limitations many
even increase the subject’s rationality and/or raortoy.

Beyond welfarism

Finally, there are such heterodox economic appemcihat criticize mainstream
economic theory for the reduction of every normatimstance to preferences over
outcomes and suggest this simplistic view be reatkdhs we have seen above (section
2.2.2), by stressing the difference between whatdesires and what one has reason to
value Amartya Sen belongs within this category. sThiistinction would move
economics in a perfectionist direction.

Other economists (or the same ones in other wsjigghlight the need for
including freedom of choice in economic modefsThese lines of research can be
extremely helpful for an economic analysis of then-welfarist dimension of
paternalism. Here | only briefly and superficiatligaracterize this “freedom of choice”
literature.

Originating from Amartya Sen’s seminal article twve impossibility of a Paretian

liberal 133

there is now an emerging branch of literatureaaoia choice theory which

searches methods and modeling techniques for tteeparation of the dimension of
freedom of choice into formal economic (social cedimodels. The intuition behind
this line of research is that the extent of opputies, i.e. the number and diversity of
alternatives open to an individual might be valeainl and of itself. The freedom to
choose among alternatives might have some valeperent of the intrinsic value of

these alternatives.

1314t asserts a degree of dominance of freedom daficeh that society does not generally try to
implement.” Burrows 1998: 542.

1325ee, e.g. Sugden 1998, Van Hees 2002, Sen 2002.

133 Sen 1970.
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This idea is hardly new in political and moral isibphy. Still the philosophical
literature on autonomy, liberty or paternalism disulacks the conceptual rigor, or the
degree of formalization, that would make such argois directly amenable to
economic analysis. Conversely, economists findfficdlt to incorporate relevant and
important philosophical ideas into their analysisiles ever they cannot translate them
to their own formalized language. Hence the relegaaof the economic analysis of
freedom of choice, and the use of social choicerthéo formalize, measure and
evaluate freedom of choic&® Authors active in the freedom of choice literafure
besides searching for formal methods to measurextent of freedom, usually argue
for the importance and normative superiority oba-welfarist metric of well-being.

In regards to paternalism however, this line okagsh has no clear and direct
policy implications. Whatever normative position eomolds, the insights of the
economics of freedom of choice are crucial in analy the autonomy-related
dimension of paternalism in a conceptually cleat agorous way.

2.3.2. The need for empirical foundations
From the discussion in the preceding sectionsstiiecome clear that the mainstream
economic approach has to face two problems. Rirsemains controversial from a
normative point of view whether the function of lasan be reduced to the
maximization of individual preferences. Second,réheemains a methodological
difficulty: the growing amount of evidence on biasand other irrational behavior
calling the scientific fruitfulness ohd hoc modeling of bounded rationality into
question. To put it differently: in cases where glecsystematically make suboptimal
choices, paternalistic intervention may be judiifi€o determine the appropriate scope
and technique of intervention, systematic empirreglearch on bounded rationality is
necessary. However, the justification of intervensi cannot be based simply on
revealed individual preferences as the ultimatemabve benchmark, because the
concept of preference has also become questionable.

As Robert Sugden has argued with regard to pdlighdosophy on the one hand

and economics on the other, albeit in a slightffedent context:

134 Cf. Van Hees, 2004, Sugden 1998.
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“Neither approach is grounded in empirical hypottseabout human psychology
or human nature. Political philosophy is concerneith good reasons: the question of
how, as a matter of psychological fact, good reasorotivate people to act is left
unanswered. But ...economic theory ... does not contsaih with the psychology of
motivation either. It simply asserts the a prioaspulate that, for each individual, there
is a well-defined set of self-interested preferenam which that individual invariably
acts. When pressed, economists usually defendagkismption on the grounds that it
corresponds with the requirements of rational betwavn other words, they appeal to
a notion of good (prudential) reasons and do natcewn themselves with the question
of how such reasons motivate. [...] However, an eiggdisocial science has to rest on
empirical foundations.

Consider the fact that many people choose to coesuhstances such as alcohol
and heroin in amounts that endanger their healttia lives, and careers. Is this self-
interest? From a conventional economic perspectiivas: the consumers have
preferences for these substances, and they armgvitb pay to have those preferences
satisfied. This is all that economics ever expeuftsself-interested consumption.
Psychologically speaking, the consumers are mad/dty desires for the sensations
that are triggered by the substances they consuBmelogically speaking, those
sensations are by-products of a neural systemishakll adapted to the world in which
homo sapiens evolved, but they are dysfunctiortadt (s, they do not serve the
“purpose” of survival and reproduction) in a worlieh which manufactured drugs are
readily available.”***

| consider Sugden'’s critique regarding philosophgt aconomics mainly justified.

Empirical research is crucial in order to answegsgions about the best possible way to
design legal rules, be they paternalistic or otle¥wand in the discussion of the

reasons for paternalism.

2.4. Psychology alias behavioral law and economics

Whether legal policy needs empirical foundationsd$ a real questiof® The main
question is, instead: what will, and should, thésendations look like? In recent
decades there has been a large volume of ongoipgieah research in this direction,
both by psychologists and economiStslt has been shown in thorough and extensive
empirical studies that human behavior systemagicdélviates from the precepts of

expected utility theory and rational choice theiorgeneral.

135 Sugden 2004: 210.

136 On empirical research in contract law scholarskig Korobkin 2002.

137 For overview with further references see Suns26@0, Englerth 2004, Camerer et al. 2004, Korobkin
— Ulen 2000.
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2.4.1. Empirical findings

Human decision-making, choice and judgment reachimghavior are often
characterized by loss aversion, the endowment tedifed framing effects. Furthermore,
people commit judgment errors when assessing pildies By using mental shortcuts
called heuristics (availability, representativenes$s.) their judgments might become
biased and vulnerable to manipulation — self-sgrvimas, hindsight bias, over-
optimism, unstable risk-assessment being the mettuvown example$®

For instance, several hundreds of studies raisadafmental doubts about the
assumptions regarding preferences in economicyh&be framing effect shows that in
many situations the concept of preference itselindeterminate. In a descriptive
psychological sense, the assumption that prefesesn@eautonomous and stable is false.
Several other features and mechanisms of humamjeigand choice have been also
described which contradict the assumptions in ressatal economics (rational choice
theory). Cognitive limits and emotional biases akequitous. These should be, and
have been, theoretically explained and modeledinvitteuro-sciences and cognitive
psychology. It is important to note that in ternfigheese sciences, the issue is not one of
biases and anomalies but the understanding ofetheway human minds work.

The question to be raised it: how should law anshemics (being interested in
how law works) react to these insights? Is it possiblbuidd a competing (and possibly
superior) version of legal theory based on the ymml of these psychological
phenomena? There are many obvious difficulties ammesuch an endeavor. The main
criticisms against behavioral law and economicgl (Hre counter-arguments) can be
summarized in the following extremely simplified yw&°

(1) The phenomena described in this line of researehrat real. The empirical

results do not have internal validity.

True, these mechanisms are context-dependent. d&verdly in the literature

remains about the magnitude and subsequent sigmifc of these effects. Still,

some of the effects have been studied in severalreds of experiments and their
significant presence has been confirmed in a wathge of contexts. The internal

validity of the empirical research seems warranted.

138E0r details see references in note 138, above.
139The following is loosely based on Rachlinski 2006.
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(2) The phenomena analyzed and the results presentéteiempirical studies
are not relevant to the real world. This line ofsearch has no external
validity.

With regard to the external validity of the empali¢éacts uncovered by behavioral
decision theory, it has been empirically confirmdttht people (consumers,
managers, judges, etc.) “fall prey” to certain ceoand judgment anomalies
systematically and repeatedly. This happens noy amlone-shot laboratory
experiments but in real-world situations and destiite possibility of learning
effects.

(3) The phenomena disappear when sufficient monetagntives are provided.
When stakes are high, people do calculate and eh@ssrational choice
theory would predict.

To be sure, the responsiveness of biases to mgnet@ntives varies. In some

cases, this incentive effect is observable. HoweNas unclear through which

psychological mechanism it is driven and how prdity it happens.

Furthermore, “small-stake” situations may be alsmnemically or socially

relevant.

(4) There are private institutions that cope with bsse

This is, in fact the case. However, it is not aguanent against a theory

explaining how this debiasing works and when expected to be used. Rather it

provides a reason why legal paternalism should dsgded so as to take into
account this institutional context and avoid cravgdbut’*°

(5) The errors compensate, even cancel out each othes on the macro
(market) level their effect cannot be observed.

This might be the case for random errors in marsesaBut the distribution of

biases is typically not random — they do indeetbfwlsome well-defined patterns.

It is enough to refer to the literature in “behamidinance” in this respecf?

(6) Finally, the last argument claims that there is w@oherent theory to
encompass all the empirical observations on humaigment and choice

behavior.

1900n private debiasing mechanisms and mandatorgacdeée section 4.3.3, below.
1“15ee Thaler 2005.
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In fact, behavioral law and economics does not msta single theory or
definition of bounded rationality that would allotie observations on human
behavior to be axiomatized. Despite prospect théaying been suggested by
Kahneman and Tversky as the alternative to expautiéity theory**? (and still
other candidates arising in the literafdPe in this matter the research has
remained inductive to a considerable extent. Thame specific behavioral
regularities which are highly relevant and can bedeted at a lower or middle
level of abstraction. Nevertheless, the fact thatavioral law and economics
cannot fully explain every main feature of humagisien making and judgment
in terms of a single general thedf¥ should not be seen as a failure or “a problem
to be solved”. It is rather the general conditidnsaentific research, its reason
being in the nature of empirical knowledge.

In conclusion, the objections against behavioral Bnd economics are either
false or not decisive in dismissing it as a lingedearch. Still, one further concern with
psychological research should be mentioned.

As noted above with regard to the economic apprdachuman preferences
(section 2.3.1.), the benchmark of what countsnasreor is uncertain. The uncertainty
of the benchmark raises problems when a theoryfam decision-making is used in a
normative context. It is especially relevant foe tthevelopment of legal policy and the
justification of paternalistic interventions. Theoplem is that it is not always easy to
tell what is given and part of the autonomous dral) self and what is potentially
subject to paternalistic correction. It is not entwhich features belong to the abstract
person to be protected and what counts for an alyomngudgment error that needs or
justifies a cure.

For instance, it is not self-evident how to def(aed measure) the value that an
individual attaches to a certain entitlement. Duéhe endowment effect there is often a
considerable gap between an individual's willingnesaccept and their willingness-to-

142 On the genesis of Kahneman and Tversky’s themeyHeukelom 2005.
1433ee, e.g. Gigerenzer 2002.
144 Cf. Roundtable 2005, Parisi — Smith 2005.

55



pay. It is not self-evident, which of these sumeuth be accepted as the “real”
valuation of the object, right etc. in questién.

Another example is the normative status of attisuidevard risk. In some contexts
they are taken as given, in others as a policyabéei It is again not clear whether
extreme risk aversion is to be corrected for, orirahividual’s risk attitude is just a
datumwhich can not be the object of regulation, marapah etc. as it belongs to the
autonomous preference structure of the person maltie decision. Experimental
results show that risk attitudes are context-dependliffer for gains and losses, and
depend also on the quantum of value at stake andrder of other factors. Thus the
cognitive background of risk perception is too ctempto allow for an easy
conclusion:*® Still this is not a matter of empirical data onlPne needs to make
conceptual decisions and normative choices in ohgfifithe self”, “identity” and the
like. In this respect, psychology and economics,wedl as law, should rely on
philosophy or at least be aware of the philosophssaies at stake.

2.4.2. Policy implications

As to the policy implications of psychological raseh, it is clear that empirical
findings alone cannot justify legal interventiomu&, in some cases it can be shown in
an economic model that limiting the freedom of clkoiof boundedly rational
individuals may increase, on average, their welfahes is so even if the regulator does
not know what is best for each person individuddiyt only knows the distribution
function of their cognitive error$’ In general, however, the welfare implications (and
consequently, the normative conclusions) are maigsttforward.

Psychological insights suggest that the justifigbilof paternalism is an
“uncertain case” — outright anti-paternalism shoulot be replaced by uncritical
paternalisnt*® In short, there are strong arguments both for agminat paternalism.
The behavioral findings may lead, in certain cirstemces, to normative conclusions

(policy recommendations) that are significantlyfelént from those arising from the

145 Cf. Jolls — Sunstein 2006: pt.2.2.
146 See e.g. Noll — Krier 2000.

Y7 saint-Paul 2004.

148 Rachlinski 2003, Blumenthal 2007.
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traditional anti-paternalism of mainstream econ@nithe consequences for normative
analysis, however, are not simply the uncritical@@sement of paternalism. Some
researchers speak about anti-anti-paternalismismrelpect

The prima faciearguments for paternalism seem obvious: when Ewpromote
the interests of humans by reducing their biaseseasing their autonomy, it should.
But why should the lawnot always intervene despite systematic irrationalifye
pragmatic antipaternalist arguments (section 2.2dan of course be invoked.
Interestingly, there are also specific psycholdgarguments which can complement
traditional skepticism toward governmental regolatiThe psychological arguments for
not intervening in people’s choice are numerous.

First, they refer to the fact that biases are lyiglointext-dependent. We simply do
not know enough about the biases to suggest aajepeanedy.

Second, what are called “biases” in the light (madow) of rational choice theory
are in fact (in terms of psychology) components etded in a complex decision-
making mechanism. In this complex cognitive and &onal system, there are several
interactions between these mechanisms. It is pestibt one bias may temper another.
When such interactions are neglected, debiasindnitnmgake the overall result worse
than the initial situation.

Third, learning effects can be at work. In a dymaperspective, regulation may
lead to the inhibition of learning and negativeffeet rational and autonomous choice
in the future. This provides a dynamic or developtakargument against paternalism.
“If adults are treated as children, they will im& come to be like children. Deprived of
the right to choose for themselves, they will sbase the power of rational judgment
and decision. Even children, after a certain pdiat] better not be ‘treated as children,’
else they will never acquire the outlook and calitstsf responsive adults™®

This dynamic effect, already stressed by J. S.,Méis been now convincingly
demonstrated in empirical terrti.In my view, it provides a reason why the law skioul
deliberately deviate from a “psychologically adetgliaview of man. Arguably, if

rational autonomous choice is accepted as a norenateal, especially for contracts,

149 See note 1.
130 Feinberg 1986: 24.
151 gee Klick—Mitchell 2006.
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then the law should counterfactually slightly “osfeoot” with its assumptions
concerning both of them. This should be done irepmbt to simply map and thus
stabilize biases but to leave space for learninbdmvelopment>?

Fourth, since biases are so varied and complexatten the case that individuals
themselves are in the best position to cope withr tbwn irrational tendencies and
deficiencies. In fact, this is what happens wheappe hire experts, use self-binding

techniques etc. Law should encourage, or at ledstrowd out these mechanisms.

2.4.3. New regulative ideas

In arguing for protective rules, legal commentatofiten refer to empirical data about
the vulnerability of consumers to biases and mdatmn. The psychological,
pragmatic, economic and philosophical argumentd,caninter-arguments, discussed in
the previous sections should make supporters oél Iggternalism cautious. An
uncritical, across-the-board support of paternalismnwarranted. Recently, a number
of more or less sophisticated approaches have saggested by law and economics
scholars which take into account both the behaviosights and some of the counter-
arguments. | briefly recall here three regulatodeas: asymmetric paternalism,

libertarian paternalism, and debiasing through law.

“Asymmetric paternalism”
“A policy is asymmetrically paternalistic if it cages large benefits for those people who
are boundedly rational while imposing little or t@arm on those who are fully
rational.”™* More concretely, it is argued that legal interfexe with private choices is
justified (in a firm/consumers setting) if:

(p*B)—[(1-p)*C]-1+d]>0,
where B denotes the net benefits to boundedly rationahtsg€ is the net costs to

rational agents, stands for the implementation cost§] denotes the change in firms’

152 Eidenmiiller 2005.
153 Camerer et al. 2003: 12109.
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profits, andp is the fraction of consumers who are boundedlyomat (all other
consumers are supposed to be fully ratiottl).

The economists and psychologists who argue formasstric’ paternalism on a
welfarist basis also compare real-world agents Wit fully rational individual as
assumed in orthodox economic models. They go aayothat bounded rationality is
something which can be justifiably regulated inmailer way to externalities. Here one
has, first, to suppose the existence of a trueelirgelf’, characterized by such desires
and beliefs which are normatively undisputed, arepted as rational. Second, one has
to explain the behavior of real world individuals eases where their inner self falls
prey to certain anomalies. As | mentioned aboves oh the problems with this
approach, is that it is not clear which featureshef empirical self should be respected
and protected.

Asymmetric paternalism is a purely consequentialiguiment. As such, it is open
to criticisms for not taking autonomy seriously.afen a different way, this formula
only illustrates the structure of the problem ajdkepaternalism. It does not serve to
measure and quantify these variables, but to lgghWwho are the beneficiaries, and
who are the cost bearers of a paternalistic intérore. These costs and benefits can be

more precisely assessed in specific contexts.

“Libertarian paternalism”

While “asymmetric paternalism” suggests policiesttiprotect boundedly rational

individuals while not (significantly) burdening @is who do not need protection,
“libertarian paternalism” draws attention to th&etent methods and techniques of this
protection. More precisely, “libertarian paternalissuggests policies that respect the
autonomy of boundedly rational people to the eximvdsible, but nevertheless help
them to avoid making bad choicEs.It advocates paternalistic interventions mainly in
the form of default rules and “menus.” As we wikes contract law is the legal angar

excellencavhere even non-mandatory rules can improve theaneelif the parties.

1% Camerer et al. 2003: 1219.

135 Thaler — Sunstein 2003, Sunstein — Thaler 2008stM due to the provocative title of their article
there has been some controversy in the literaturetiver what Thaler and Sunstein suggest is indeed
paternalism and whether it is truly libertarian €Ki 2004a, 2004b, Sunstein 2004, Mitchell 2005). &0
restatement of their view see Sunstein — Thale6200
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“Debiasing through law”

Still another regulatory ideal, suggested by Chéstlolls and Cass Sunstein is more
ambitious™® Instead of searching for legal rules which arepéida to judgment and
decision errors, it aims to reduce the occurrerfideoandedly rational behavior at the
first place. In addition, the novelty of this vies/to suggest debiasing be achieved by
exploiting (or at least relying on) bounded ratityaitself. As already mentioned,
psychologists have found several instances whasebiinteract, and more specifically,
offset each other. In these cases, an intervetimed at the reduction of only one of
the biases can actually worsen the overall redutiw, the interaction between
compensating biases may be deliberately designédused by policymakers as well.
Jolls and Sunstein illustrate, with examples fraanaus legal areas, how legislators can
make use of the presence of one psychological mesha(e.g. the availability
heuristic) in order to counteract the self-detritaéreffects of another (e.g. over-
optimism). One of their examples is consumer safety™>’ | will discuss it in section
4.3.4.

2.5. Overlapping consensus in a limited domain

The ultimate justificatory question about patersralibelongs to normative (moral or
political) philosophy. Some philosophers answawith an absolutistic certainty and a
claim to universal validity, without recurring the specificities of particular societies or
to empirical facts. To be sure, most of them thin&t these specificities matter; they
(only) disagree, why and hot®?
Looking at the extensive philosophical literaturetbe topic, it seems difficult to

decide between the standpoints without discussiryy $ar-reaching questions as the
nature of the good, and the meaning of free wiill, 3ny aspirations in this thesis are

more modest. When we want to see what law and ewmosohas to say about

136 Jolls — Sunstein 2006.

157 Jolls — Sunstein 2006: 215.

138 For instance, Mill (2004 [1859]) approves patéisma over “barbarians” in some cases, and grams th
full extent of liberty to “civilized” peoples. Inis analysis, Feinberg (1986) disregards situationen a
society is in emergency (“garrison under attack”).
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paternalism in contract law, we are not necessamdgicerned with these ultimate
guestions.

As discussed in this chapter, the justificatiorpafernalism is a complicated case
where autonomy and welfare concerns should be tadarin some sense, the conflict
between these two values is at the core of patemal he divergent implications of the
two basic values eventually force the philosopbetchtoose. But, if Dan Brock is right,
on the level of theories there can be convergéiicé/e are not forced to choose
between different theories in discussing the jicstifon of every case of paternalistic
intervention.

One way to avoid taking sides in far-reaching mieyajgcal debates is suggested
by John Rawls’ ideas about ‘public reason’ and tamping consensus® In this
spirit, 1 will use arguments that can be, at a medlevel of abstraction, acceptable, or
at least reasonable from several comprehensivepgerges. Speaking about legal
issues of more practical concern, the idea of baagcfor an overlapping consensus
seems quite attractive and plausible. Even suchoeipent figure of the law and
economics movement as Richard Posner once argu¢hisadea as one possible basis
for the general acceptance of the minimizationaxfiad costs as the objective of tort
(accident) law'® In the next chapters we shall see whether a sinsibmsensus is
possible in the domain of paternalistic contraat tales.

159 Brock 1988: 565, see text at note 63 above.

180 See Rawls 1993. To be sure, in Rawls’ view oyguilag consensus is not simply a compromise
reached by softening or mixing irreconcilable views

1°1 R. Posner 1995: 505.
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3. Contract theory

3.1. The world of contracts vs. the world of contra  ct law

From a non-doctrinal (economic or sociological)gpective, contract law is only one of
the possible mechanisms for enforcing contractsragdlating transaction$? Standard
law and economics has been sometimes criticizedvhat is called legatentralism
i.e. the neglect of the non-legal mechanisms ioreirfg contracts®® Legal centralism
is the view that law is the only relevant normatige to be modeled in law and
economics. In this view, enacted law is supposeahadify the behavior of the agents
as changes in market prices do and law is suppimseé enforced in an anonymous
way. Consequently, non-legal mechanisms of coojperative been often neglectéd.

In the last few decades this critique has lost mafdts force. It did not ever apply
to a large body of research, the economics of aotdr Now it does not apply to many
economically minded legal scholars either. Nevdedwe there is still an open, and
somewhat neglected, question for the economic aisaty contract law: how should the
interaction of law and non-legal contract normsabgessed in legal policy.

First, a note of clarification. The economic anays contractsand the economic
analysis ofcontract law are two somewhat different research areas. Inrdegto
contract economics, it comprises three sub-areasntive theory, incomplete-contract-
theory and transaction-costs thedtyFrom the 1970s, economists have introduced into
the analysis of contracts, such now standard cascag: asymmetric information;
moral hazard; adverse selection; incentive comigitib incomplete contract;
principal-agent relationship; asset-specificityldup problem; and most prominently,

transaction cost®®

1624 T]he system of voluntary exchange would not lrdawn completely without a law of contracts.” R.

Posner 1998: 102.

'3 posner 2000: 4-6, Ellickson 1998: 541.

164«By exaggerating the reach of law, [law and ecomsnscholars have] underrated two other major
sources of order: internally enforced norms (soraéibn) and externally enforced [social] norms.”
Ellickson 1998: 539. To be sure, in a number ofterts the anonymity of agents and the lack of
reputation effects is a realistic assumption. hread, like in village societies and communitieis itlearly
unconvincing (Andreozzi 2002: 407-8, Platteau 2Q®).

15Brousseau — Glanchant 2002: 8.

% For a useful overview see Bolton — Dewatripont®200
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The economics of contract law is somewhat moreipeit relates mainly to the
legal framework in which contractual transacticaset place. Even within this narrower
scope, this latter research area is not merely lHiedt of contract economics.
Normatively, one objective of legal scholarshiptésdesignlegal rules in order to
influence the contracting parties in a certaincion or at least to offer the framework
in which they may operate. However, in designing applying contract law, legal
scholars and practitioners should be aware thalatenteracts with a set of non-legal
mechanisms of contract-enforcement as complemedisasubstitutes.

Legally enforceable contracts are only one amotigsimany mechanisms which
serve to facilitate cooperation by making the coapee commitment of one party
credible to the other. “In addition to [legal remesdfor breach of contract], the credible
commitment problem might be addressed through {&repwork contracting, (2)
reciprocal altruism, (3) internalized norms, (4)amstrategies and (5) non-contractual
bonding.*®” The real-world operation of contracts and transastiis embedded within
a network of social norms of cooperati$f.There are interactions between these
mechanisms and normative systems; the most impatarthe following:

(1) Norms inspire law. Contract law can follow, imitatnd copy business norms,
and eventually transform them into default rulest Fstance, this is the path
Karl Llewellyn claimed to have followed during tliafting of the Uniform
Commercial Code of the United Staté$.0n the other hand, law may also
fulfill an expressive role in restating and reirdfiog preexisting norms”°

(2) Contract law changes the normative context of &etsns. Sometimes it

deliberately counteracts widely shared norms, bygmaking discrimination

%7Buckley 2005a: 43. See also ibid., 43—49 (“Subi for contract law”). Following Dixit (2004),
Fernando Gomez lists the following “mechanismsdiieve cooperation among humans”: biological kin
selection, selfish cooperation (assurance gamdjuisah and fairness, reciprocity, and external
enforcement (Gomez 2007: 7-14).
8patrick Atiyah claims that “an agreement is a abor moral or legal construct, and is therefore
necessarily already imbued with our social or mordegal ideals. Contract law is about a broac afe
human interaction such as ‘cooperative activityiamcterized by consent, reciprocity of benefit] an
reliance.” (Atiyah 1990: 10)
%9The historical question, whether Llewellyn actyatbdified business practice is often linked with a
normative one. The latter concerns whether codif@atract law should rely on business practiceatr n
On both problems see Bernstein 1996, Scott 2002nfis 2002.
170See e.g. Cooter 1998. In game-theoretic termspbtige expressive functions of law is to coordénat
expectations around a focal point.
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illegal’™* On the other hand, the legalization, or juridiaati of certain
transactions may also contribute to the erosiosoofally beneficial norms in an
unintended way’? Relatedly, empirical research suggests that ccistrare
often deliberately left incomplete because extan&rmal control would crowd
out intrinsically motivated behavior. This “hiddeost of control” means that
the inclusion of control mechanisms in an inte@actsignals distrust, and thus
reduces its benefits?

(3) Social norms make law less relevant to real lifeud, legislators and judges
should be less concerned about the impact of #aivity. On the other hand,
one can argue that the fact that the law is rampked does not make it
irrelevant. As rational actors can predict the oate of an eventual legal case,
they bargain in the shadow of the law, taking iatcount what they expect the
legal consequences of their actions td Bd&rom the viewpoint of these actors,
the law is present in the background (in game #tenterms, it provides a threat
point in their bargain and subsequent actions)s finechanism relies on strong
assumptions about the information the parties @3ssabout the law.
Empirically, a large segment of everyday transactidvappen, not in the
shadow, but in the ignorance of the law, i.e. withthe parties realizing that
their transaction has a legal significance or asgeantract law is an enabling
set of rules consisting mainly of default rules. fiirmal apparatus rarely comes
into play even through default rules because martitten follow non-legal

norms in designing their contracts.

10On the role of contract law with respect to distriation, from an economic perspective see
Trebilcock 1993: ch. 9 (p. 188-240).

172\ith regard to contracts, this suggests the fdthgwisk. “An exclusive focus on the legal dimemso
might induce a design of rules and legal instrumémat interfere with non-legal mechanisms prongptin
desirable cooperative outcomes, with the undesiesdlit that some substantive Contract Law rules may
actually end up reducing, rather than increasing,l¢vel of cooperation in economic exchange.” Gome
2007:14.

13Falk — Kosfeld 2006. As the authors argue, if at@xt specifies control rights for one party, ight
increase or decrease the surplus from cooperafiba.net result is the sum of positive and negative
effects of control. On the positive side are thedi effect of control and the expressive rolehef tule.

On the negative, there is the crowding out of viduyncompliance. The interpretation of the expernitak
results is somewhat unclear, concerning the pspgidl mechanisms that drive the results (gratitiode
trust, guilt, and/or the reciprocation of an insulght be at play).

" For the classical article see Mnookin — Kornhau$ato.
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For some social scientists and philosophers thesgokly mentioned aspects
regarding the everyday world of contracts mightremarkable or even fascinating
subjects in their own right. This world of contmas seen as a normatively saturated
area, one of the last fields of “socially embeddadijectivity” in the ocean of
objectively standardized behavior in our modernverse. Their research strives to
understand this human experience bétter.

What is the relevance of the world of contractsdnranalysis of paternalism in
contract law from a policy perspective? For ourpmses, this knowledge serves to
make law better. The policy question is: what ie tlmpact of contract law, with its
often “sticky” default rules, on contracting behad "® What should courts do if parties
do not take contract law or standard form contraxgsguidance influencing their
behavior? Should regulators care at all?

The answer is that as long as relational contracts governed by non-legal
norms, they are, and should be, out of sight oftrach law. Provided there are no
significant external effects or other market faglsirthe main purpose of contract law is
facilitative. However, the world of informal enf@ment mechanisms and relational
contracts is not completely lawless. Sometimestevricontracts are concluded because
parties take into account the possible end gange, the eventuality that their
relationship might collapse and come to litigatigdiso, putting certain terms into
writing can be beneficial for the parties by redigcmisunderstandings in coordination
problems during the relationship.

Normative embeddedness is widespread in many ageas, beyond the world of
relational, long-term contracts. However the contdrthese norms is often uncertain. If
contract law’s task is to determine a reasonablajdrtarian) default rule, it can be
difficult, and sometimes similar to flipping coins.cannot choose the best result. Still,
there are situations when mandatory rules are weedesplace these norms. As will be
argued below, there is some room for paternalistervention as well.

There are two further links between our subject soalal norms. In almost every
Western legal system, a contract can be voided vehprige finds it violates certain

fundamental norms of social morality, even when ttla@saction does not violate the

17> See, e.g. Yovel 2000.
178 0On the stickiness of default rules see sectior24telow.
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law. This doctrine of immorality reinforces socmalorality. In the discussion below,
whether the doctrine is justifiable, economicaltyotherwise, concerns us to the extent
that it represents an instance of paternalism,idslyvunderstood’’

Second, the larger social context of a contract raEsp matter in deciding
whether the transaction has a legally acceptalilenede or not. This consideration has
implications for the application of the unconscibitity doctrine, as will be discussed

below in section 4.4.1.

3.2. Accounting for contract law

In the previous section we have seen that fronvéned and normatively plural world
of contracts, or cooperative transactions, onlynalssegment is relevant to contract
law. In this section, we go further in analyzingawleontract law should do. We can ask
the question again: why is contract law neededl.aDamore precisely, why should the

law provide for anything beyond freedom of contpact

3.2.1. Will theory: the doctrinal view

Freedom of contract is an ideologically chargediamotwvhich attracts strongly-held
political beliefs, but which for the most part, @hs the interest of the lawyer in his
everyday work. On the other hand, the questionmedgdom of choice and its limits are
of crucial importance in contract law. For instanttee validity of a contract, liability
and remedies are often conditional on the (in)vialiness of the actions of the parties.
As Cooter and Ulen have already reminded us, tlvehks elaborate rules for checking
the voluntariness of contractual agreements. Motléestern laws attach a high value
to freedom of contract but at the same time haveeeeral limits to it.

Why are economic or moral arguments relevant inath&ysis of contract law?
Why is it not possible to “find” a contract theowithin law, leaving philosophy,
economics etc. aside? Historically, there have Issyeral attempts in this direction.
This is especially true for the contract doctrireegressed in most European Civil

Codes. These codes are inspired by nineteenth rgecntract theories. The century

"The relation of paternalism and moralism has lstussed above in section 2.2.5.
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before-last was an era during which legal scholdbberately worked out their
doctrinal constructions, both in civil law and commlaw countries, as markedigal
doctrines, i.e. independently of philosophical ties'®

The so-called “classical theory of contract” or fiwtheory” was based on the
fundamental premise that a contract is an expnessioche free will of two consenting
individuals. Its binding force derives from the mait assent of the parties, i.e. “the
meeting of their minds”. The will theory of conttacdominant in the nineteenth and
still influential well into the twentieth centurjholds that, as far as contracts are
concerned, the ultimate measure of the good iswiitleof the parties of a legal
transaction Rechtsgeschaft As for freedom of contract and its limits, thiseory
focuses mainly on the voluntariness of conserdaift account for what could be called
the “constitutive” limits of freedom of contraciké mistake, fraud and duress. These
limits can be explained in the following way. Whamontract is unenforceable for one
of these reasons, then either the content of thead is not considered to derive from
the actual free will of the parties (mistake); ome additional premise is introduced,
claiming that it is wrong or at least illegal te lffraud) viz. to use coercion (duress) in
order to influence the free will of the other party

Despite these efforts, even the most liberd! &8ntury contractules cannot be
accounted for fully under the willheory Any procedural and substantial contract
regulation beyond the “constitutive limits” remaitieoretically problematic under this
view, and has to be explained (away) in ah hocmanner. The classical theory’s
paradigmatic contract is: (1) a discrete, (2) tvaoty (3) commercial, (4) executory (5)
exchange. Many contracts which are more, or leskkeithis paradigmatic case, are

dealt with under special rules.

80n the historical origins and main representativethe will theory see Gordley 1991, Atiyah 1990.
As Gordley argues, Aristotelian and Thomistic phiphical theories were used by the late Scholastics
and natural lawyers like Grotius or Pufendorf teega coherent theoretical structure to contract(kvad
other areas of private law as well) in the"®hd 17 century. Paradoxically, at the same time, the
Aristotelian philosophical background went to dpree and oblivion. As there has not been any
overarching alternative philosophical theory whilegal theorists could or would have used to repigce
what remained were the fragmentary and heterogenegal’ doctrines of the last two centuries, most
prominently the will theory of contracts. These tlimes still bear the marks of their philosophiogbins
though.

10n these constitutive limits see section 4.2.Wwelo
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Although the categories of the classical theoryrafected in the provisions of
many civil codes, and deeply rooted in the minadgedoctrinal contract lawyers, this
theory was not been long-lived among theoreticidioglay, most agree that the theory
is part of a legal epistemology (ideology), theeemal validity of which is rather
dubious. Regardless, as mentioned in the Introdiictihis does not imply that will
theory is useless.

As Patrick Atiyah once argued, the view that bai@rpses are (to be) enforced
because they are promises is untenable, both geégely and normatively. However,
there are still

“great advantages which ensue from treating barempises as binding legal
obligations, without looking behind them (to seey ey are made) or after them (to
see whether they have been relied upon). Stilletheust always remain some
circumstances in which we do need to ask why a iseomas made or what has been
done in consequence of its having been made, be®i@n sensibly say that it created
an obligation. In these circumstances, much weglgbing to be placed on these other
considerations, and the promise itself may then turt not to be capable of generating
an obligation of its own force!®°

While | will not discuss Atiyah's ideas about théséher considerations”, his line

of thought points at fundamental questions in @wittheory. Why is there then such an
institution as a legally enforceable contract? Wimg contracts binding? These and

related questions will be discussed in the remgisictions of this chapter.

3.2.2. Freedom of contract and the private ordering paradigm

Behind the law of contracts, a central subject aneprivate law lies a broad set of
economic, social and political values that defite trole of markets in modern
developed societies. However, markets are notdleersode of social organization. As
Heilbroner argues, societies basically organizelpcton and distribution through three
types of institutions: tradition (social convensoand status), command (centralized
information gathering and processing and coerciamd market (decentralized
decisions)®* While historically most societies have combineldtiaése organizational
modes to some extent, the allocation of resounces developed Western society is

mainly focused on market-type mechanisms.

180 Atiyah 1990: 4.
'81Robert HeilbroneiThe Making of Economic Socid€ty975), cited in Trebilcock 1993: 271. n.2.

69



At the same time, within a market-based society haeisms need to be
developed to cope with the backdrops of the magkehomy, relative to the other two
modes of social organization. Vagrancies within tharket economy include the
potential for dramatic shifts in consumption anadarction, the destabilization of
personal, social and communal relationships, argigaificant degree of inequality.
Intertwined within these backdrops, there are margubling and controversial
normative debates about the extent to which markets freedom of contract are
desirable. Still, in general there is a relativalide consensus in favor of economic
liberalism and the market economy in these soaetie

Michael Trebilcock calls this consensus, togetherthwits theoretical
underpinnings therivate ordering paradigmWhat are these theoretical underpinnings
of freedom of contract? In neoclassical econonties‘predilection for private ordering
over collective decision-making is based on a senfperhaps simple-minded) premise:
if two parties are to be observed entering into cduntary private exchange, the
presumption must be that both feel the exchangéesy to make them better off,
otherwise they would not have entered into’{"To rebut this presumption, the
economist must refer to either contracting failuoesnarket failures. As we will see,
these constitute, from an economic perspective,réfasons for limiting freedom of
contract. Or, as Milton Friedman has put it: “Thesgibility of coordination through
voluntary cooperation rests on the elementary fregguently denied — proposition that
both parties to an economic transaction benefinfig provided the transaction is
bilaterally voluntary and informed®

Besides the consequentialist arguments used inoeuos, there are also non-
economic justifications for the primacy of privatedering and the rejection of
paternalism, which are based on individual autonomyyegative liberty as a paramount
social value. Autonomy theories see the law of mi$ as a guarantee of individual
autonomy. These theories are content-independénforl instance, one accepts a
radically autonomy-based (content-independent) epiien of contract, exploitation

can only beprocedurallyunjust orprocedurallyunfair.

182 Trebilcock 1993: 7.
183Eriedman 1962: 13.
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Other stances in political philosophy are more amlent towards freedom of
contract. Theories based on the positive, or a#time, concept of liberty are concerned
with the fairness of distribution of welfare, anduality, in society. Communitarian
theories, on the other hand, emphasize the eskgsbaial nature of the individual.

These four theories about freedom of contract parhere and converge, but
also partly contradict each other. If we explore tongruencies and conflicts between
current moral and political philosophies and thrmative implications regarding the
fine details of the law of contracts and in additicontrast them with common moral
intuitions and legal rules in force, we will prothalcome to the following conclusion.
Neither autonomy-based theories nor different sodk utilitarianism, nor
communitarianism alone can offer a coherent thabout freedom of contract.

Nevertheless, there is a large area where whaildoek calls the “convergence
thesis” applies. This thesis says that market ardeand freedom of contract
simultaneously promote individual autonomy and aloaielfare. To the extent that the
convergence thesis is true, one does not havedosehbetween autonomy and welfare
theories. When different modes of analysis convesgethe same conclusion, our
confidence in that conclusion increasgs.

The question then becomes whether there is a rablyorlarge range of
overlapping consensus between different theorikat freedom of contract is valuable
seems to be within this consendfsAs for contract theory in general, commentators
have pointed towards numerous exceptions to theezgance thesi&® For our present
purposes, it is important to recognize that theveogence thesis is not sufficiently
robust; “the convergence between autonomy and meelfalues is much more tenuous
than proponents of the private ordering paradigret@nventionally been prepared to

acknowledge **’

1844n this way, depending on how the term is usdthee competing modes of analysis are not truly
“redundant”, or redundant modes of analysis arealslke.” Barnett 1992: 94. See also Barnett 1989.

% Barnett (1992: 93-94) joins the private orderirayguligm by providing a functional analysis of
freedom of contract, in part based on Hayekian ragnts about markets as decentralized systems for
aggregating knowledge.

1% 35ee Trebilcock 199Rassim esp. 241-248, Hadfield 1995, Trebilcock 1995:-33B.

8" Trebilcock 1993: 242. From this, Trebilcock maimlgaws the conclusion that autonomy and welfare
should be treated as separate values and purseedtasieously, in an institutional division of labor
rather than chosen between.
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To be able to construct a normative contract thaoy deduce arguments from it,
for or against certain limits of freedom of contratbe complex relationship “between
autonomy values and welfare (end-state) valuesicigiity, utility, equality,
community)” should be clearé® This project seems rather ambitious. In view of so
many competing contract theoriés,one tends to agree with the skeptical position:
“There is no such thing as a correct theory of @mit**°Be that as it may, the ultimate
victory between rival philosophical theories of tract will not be decided upon in this
thesis. This does not mean | am fully agnostic.ofétecal pluralism, i.e. the plurality of
theories does not imply the end of reasoned argtem@me possibility to go further is
to search for meta-theoretical ways to make thear@mpatible and/or delineate their

competencie$® In the next section | discuss some of these atemp

3.2.3. Autonomy and welfare: towards a unified contract
theory?

In the English-speaking literature, there has lmeggested at least four different ways
to integrate different contract theories withiniragée meta-theoretical framework.

Buckley

In an insightful book on contract theory, F.H. Blegkargues that a theory of contract
must fulfill three tasks: account for the instiani of promising; justify why this
institution is desirable; and explain the majoofycontract law rules. Different contract
theories give different answers. Buckley also ckaiimat among rival contract theories
only law and economics is able to meet this trigHallenge:®? Looking at the answers

he provides to the three questions, however, @ fmalysis his is not a pure economic

8 Trebilcock 1993: 21.

189For overviews see e.g. Benson 1996, Hillman 18@hson 2001, Kraus 2002c.

190patterson 1991: 1436. To be sure, Patterson’mdkinot merely based on the pedestrian argument
about the plurality of theories; his is rather alqgophical one, related to his skepticism abouhdtv
philosophy can provide by way of justification aofirolegal practices.” Instead of asking for a cadrrec
theory of contract, he claims, “it is better tonthiof contract law not as a thing but more akirato
ongoing, self-transforming cultural activity.” Patson 1991: 1432; 1436.

1 Trebilcock (1993: 248) argues for an “institutibdavision of labor” but acknowledges the posstili

of a meta-theory.

192 «To persuade, a theory of contracts must do thhigs: it must recognize that promising is an
institution; it must account for the promisor’s dlily duties; and it must explain the basic rulds o
contract law. Only one theory meets this challerthe, consequentialist explanation of contract law
provided by law-and-economics.” Buckley 2005a: 22.
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theory: he constructs a hybrid theory. Whether besdthis unknowingly or simply
without acknowledging it should not concern us hef¢hat matters is that his
arguments go beyond standard law and economics.

Buckley argues that one can justify the instituttdriegally enforceable contracts
with the desirable consequences it produces in steofn welfare and preference-
satisfaction. This makes the institution of prormesdorcement not only instrumentally
beneficial, but also just. Carrying his thoughtghar consequently, Buckley proceeds
to ask the moral question: why one should be oblige support such a “just”
institution, or in other words, to play accordimgits rules. In his solution, he then relies
on the “natural duty to support just institutiort&®.

Whether such a natural duty exists or not, in mgwyiBuckley’'s claim locates
him outside the law and economics camp, at leasaraas the justification for the
binding force of contracts is concerned. Althougheixplicitly distinguishes his theory
from the natural law tradition, the ultimate foutida of this natural duty is based on
neither consequentialist, nor consensual argumantact, it is supposed to be natural.
The less speculative, or dare | say more mundaeme,gb his theory is based on the
empirical claim that contract-enforcement contr@dsusignificantly to economic welfare.
In connection with this claim there is consideralsieope in his theory for the
incorporation of typical questions in the econoamalysis of contract law. One of these
questions, central also for Buckley, is: how toiglescontract law rules in order to

contribute most to welfare.

Gordley

We come to a somewhat similar conclusion with respe another non-economic
theory of contract. Based on a methodologicallyf-idlective (Neo-)Aristotelian
approach, James Gordley argues that as a mech&nmisthocating resources contracts
are valuable “to the extent people exercise thaes of prudence and distributive

justice.”™®* Contract law contributes to achieving the ultimetel of human beings (a

193Buyckley 2005a: 58.

% Gordley 2001: 268, 333. See also Gordley 20075178or some modern thinkers, the choices a
person makes matter because he will choose whatosé prefers. The satisfaction of his preferenses i
deemed to be desirable, whatever they may be. @thdern thinkers believe that choices matter bexaus
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happy and meaningful life) if, and when, it is sss@jned, that people can spend their
money to acquire the resources they should, and gason has the purchasing power
he should have to acquire resources. The poinélos of ‘contract law’ as a human
institution is to help people to achieve what i®@dor them. There is a presumption
that what they choose is actually good for thend, that this is true in most cases.

While on the foundational level Gordley clearlytaiguishes Aristotelian theory
from both autonomy-based and welfare-based corttracries, on the practical level he
leaves some scope for both autonomy, and welfaselasrdinate values®

One way, though perhaps not a literally Aristoteleane, towards integrating these
theories could be the following reasoning. Ultinhatehat constitutes a good life is an
objective matter and society should promote it. tBem second level, autonomy is an
important component of the good life, both intraadly and instrumentally. Given
human nature and the characteristics of represem@mocracy as they are, pragmatic
considerations set limits on the direct pursuitsofne values constituting the good.
Under these circumstances, on the third level,apeivordering is the best means of
resource allocation to promote these instrumental &trinsic goods. The proper
functioning of markets requires rules that make kaartransactions (contracts)

efficient 1%’

Craswell
Richard Craswell is one of the few law and econarsitholars who take non-economic
contract theories seriously. He argues that wihiése theories are concerned with the

they are the expression of individual freedom whichone has the right to override. In contrasthi
Aristotelian tradition, choices matter because haf tontribution they make to a good life, a lifatth
realizes, so far as possible, one’s potential &siraan being. Leading such a life constitutes human
happiness. It is the end which all actions shoeldes either instrumentally or as constituent paftsuch

a life. Living such a life is the ultimate end of andividual. Enabling its citizens to live suchife is the
end of government.”

1%\When this is not the case, then there is soméreae space for paternalism. On the Aristoteliaw

of paternalism see section 2.2.2. above.

1% Gordley 2001: 272—280. There are a lot of incoribjiaies between an Aristotelian theory and ther la
and economics approach. But when Gordley identifies economic approach with a theory of
preference-satisfaction, this is a somewhat narroew. Economic theory itself is not logically
committed to any particular conception of welfanelfare could mean what Aristotelians mean by &. A
we have seen in section 2.5., with respect to palism the convergence is surprisingly close.

¥"This is a purely hypothetical argument. In my vjeany perfectionist theory has to face serious
objections, especially when translated into legdicy.
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philosophical justification of the morally bindingrce of contracts (promises), they
have “little or no relevance to those parts of cactt law that govern the proper
remedies for breach, the conditions under whichptioenisor is excused from her duty
to perform, or the additional obligations (suchimplied warranties) imputed to the
promisor as an implicit part of her promis€®In short, he claims that pure autonomy-
based theories are under-determined as to howambnéaw’s background rules should
look like** This leaves room, on the level of background rébeshe incorporation of
welfare-based theories.

A full-fledged contract theory should answer tweesfions. First, it should tell us
what the basis of enforcing contracts is. Seconh@d/so has implications as to what
contract law should look like, in other words, h@entracts should be interpreted,
supplemented and regulated. | am uncertain whasv&ia would think about the

possibility of a hybrid theory, but at least hisws leave this possibility open.

Kraus

A sophisticated way of integrating insights of dr#nt contract theories has been
suggested by Jody Kraus in a number of his writfiore specifically, his purpose
has been to combine autonomy-based and welfaretilaseries “to produce an overall
theory that takes advantage of the strengths aodisthe weaknesses of each kind of
theory.””®* As the two theories have very different methodmalgcommitments and
answer different questions, one is not superidhéoother, and neither is to be preferred
to the other. The “apparently first-order conflidistween autonomy and economic
contract theories in fact are implicit, second-orcenflicts over legal methodology™

If the conflict is so fundamental, this has someaniant consequences. “Since their
conceptions of what contract law is (express doalrstatements versus outcomes),
what contract theories should do (explain verssifju contract law, explain versus
explain away the distinctness of contract law), aheé object of adjudication

(retrospective dispute resolution versus prospeategulation) are so different, these

1% Craswell 1989: 489.

19 Craswell 1989: 516. For a restatement of the aaqirsee Craswell 2006.
20K raus 2001, 2002a, 2002b, 2002c, 2006.

21K raus 2002c: 689.

202K raus 2002c: 689.
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theories cannot be meaningfully comparé.in this situation, one way is to continue
the debate at the level of these methodologicalnchments.
Alternatively, in light of these methodological f@ifences, one can attempt to

“vertically integrate®®*

autonomy and welfare theories, by delineating rthei
competencies. The vertical integration strategylsdeaith the conflict between
consequentialist and rights-based theories by aoimdpithem as logically distinct
components of a unified theory. Such united thsoc@n take different forms. Still in
my view this strategy promises the best hope folviag at a coherent theory of

contract, both in a normative and an explanatonge®”

3.3. The economics of contract law

What is the role of contract law from an economéspective?® Richard Posner
distinguishes “five economic functions: (1) to peav opportunism, (2) to interpolate
efficient terms, (3) to prevent avoidable mistakesthe contracting process, (4) to
allocate risk to the superior risk bearer, andi¢Seduce the costs of resolving contract

disputes.?®’Briefly, it either enables or regulates contracts.

3.3.1. Enabling and regulation

In its enabling function, contract law should faatle the voluntary (and well-informed)
exchange of well-defined property rights. From gutatory perspective, contract law
addresses contracting failures and market failurbs includes four main tasks. First,
contract law is a “check on opportunism in non-diameous exchanges by ensuring
that the first mover, in terms of performance, doesrun the risk of defection, rather
than co-operation, by the second mov&f.3econd, it reduces transaction costs. Third,

as a part of this, it provides a set of defaulesuwhich apply when the terms of a

293K raus 2006: 13.

2%Kraus 2001.

2SEor two further integration strategies see Fa@@00, Oman 2005. For critiques: Gargarella 2002,
Morris 2002.

2%The economic literature on contract law is extessFor two recent overviews of the standard lad an
economics view of contract law see Shavell 20043 pHermalin — Katz — Craswell 2006.

27 R, Posner 1998: 108.

2% Trebilcock 1993: 16.
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contract are incomplete. Fourth, it distinguisheslfare-enhancing and welfare-
reducing exchanges. Amongst these four tasks dfamiraw, it is mainly the last one
that can be linked to paternalism.

Interest in contract regulation has been reinvigatdy the debates regarding the
harmonization/unification of contract law in therBpean Uniorf°°Law and economics
has traditionally conceived contract law as a $daailitative or enabling rules which
are necessary for the working of markets and tcimsal planning. It is a relatively
recent insight that contract law is also a pathefeconomic regulation ‘toolkit*°In a
general sense, any system of rules which fulfile functions of standard-setting,
monitoring and enforcement towards its subjectsheanalled regulatioft* To be sure,
traditional distinctions between contract law addhaistrative regulation remain; these
can be seen as alternative regulatory techniqueth wlifferent institutional
competencies. The former is private, decentralized| operateex post the latter is
public, centralized, and operaes ante**?

3.3.2. Regulation: ex ante and ex post
Paternalism towards contracting parties can berebden two different forms. First, it
may be found in regulation by legislative or admsirative rules, formulated in general
terms and applicable to every individual case umfg (ex antepaternalism). Although
these rules restrict the power of individuals tonalode enforceable contracts, they
often lie either structurally or doctrinally, oudsi the body of traditional contract law,
e.g. in labor law or administrative law.

Second, on the other hand, there are several “gehwontract law doctrines
which can be interpreted paternalistically. These asually formulated as vague
standards, leaving the judiciary a relatively waiscretionary scope. For instance, it is

for the judge to determine in individual cases \Wbketa certain contract (provision) is

209¢f. Kerber — Grundmann 2006 and the referenced titere.

#OFor different economic perspectives on contragtil@ion see Werin — Wijkander 1992, Collins 1999,
Schwartz — Scott 2003, Rubin 2005.

1 Collins 1999: 7-8, Cafaggi — Golywoda 2007.

#20gus 1994. On the choice between contracts anitpelulation see section 4.6.1. below.
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“unconscionable”, “immoral” or “grossly unfair”. Hse are typical examples X post

paternalisnf*?

As mentioned above (section 2.2.4.), here we faeeusual trade-off implied by

standards. If the question of the legality or ecdability of a contract term is left &x

post case-by-case determination, then the over- andrindesiveness of a general

rule is avoided at the price of maee postregulation by judges.

For judges solving contract disputes, their poficirole in regards to labor,

consumer and other standard-form contracts haseawreasingly apparent since the

late 19" and early 28 century,. Since then, there have been severaktgpeases

where modern legal regimes have set limits upongtreeral principle of freedom of

contract. Many contract law rules do not aim aberihg the parties’ intentions, be they

actual or hypothetical. lllegality, public policymé numerous other doctrines, mandatory

rules of labor law, tenancy and consumer protectensuch limits, for the right or

wrong reasons. These doctrines are argued foreititdrature in a number of different

ways:

third-party effects (externalities),

redistriion,

paternalism are amongst the reasons.

3.3.3. Regulatory doctrines of contract law
Following Cooter and Uleft"* in this section | give an overview of some regofgt

fairness,

moralism, and

doctrines of contract law. The main purpose her iglentify the links between the

reasons for setting limits to contractual freedamd the typical rules that serve these

reasons.

Legal doctrine

Fact triggering legal doctrine
(problem)

Incentive (solution)

Legal solution

blus

Incompetence Incompetent person makes|Protect incompetents at leastinterpret contract in incompetent’s
promise cost best interest / No enforcement

Duress Promisee threatens to destrpy Deter threats No enforcement of coerced promi

Necessit Promisee threatens notto  |Reward rescue Beneficiary pays cost of rescue
rescue reward

Impossibility Contingency prevents

performance

spreading

Encourage precaution and riTkiabiIity for the least-cost risk-bearer

Frustration of
purpose

Contingency destroys purposEncourage precaution and riglkiability for the least-cost risk-beal

of performance

spreading

er

Mutual mistake

Buyer and seller make samé

2 Encoyregmaution and risk

- Liability for the least-costkribeare

r

23Eor this distinction see Klick — Mitchell 2006.
#4Cooter — Ulen 2004: 294 (Table 7.5).
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about facts mistake about facts | spreading

Mutual mistake Buyer and seller have diﬁere‘ﬁrevent involuntary exchangé Unwind contract

about identity object in mind

Unilateral mistake | Buyer or seller mistaken ab’n.mite knowledge and controljEnforce contract
facts encourage discovery

Duty to disclose  [Promisee harms by withholdilnduce supply of true Liability for harm
information information

Fraud Promisee supplies false Deter supply of false No enforcement of contract a
information knowingly information liability for harm

IAdhesion contracts| Cartel uses standard formsjb@stabilize cartels Deny enforcement to contratts g
promote collusion cartels

Procedural Consumer ignorant of critical Create incentive to Deny enforcement unless bargaining

unconscionability fterms in retailer’'s contract [communicate meaning of  [process communicates crucial

contract terms information

Although based on American law, the informationtiis table can also be
generalized to other legal systems. The economasores for intervention are
essentially twofold: contracting failures and markalures. Contracting failures or
problems with individual rationality are either easof bounded rationality which is
addressed by the doctrine of incapacity or of gamstd choice which is addressed as
coercion, duress, necessity, or impossibility. Marailures can be explained by three
types of transaction costs and addressed in conéacaccordingly. First, they can be
externalities which lead to the unenforceability aifntracts which derogate public
policy or violate a statutory duty. Second, faikideriving from imperfect information
are addressed as fraud, failure to disclose, #tistr of purpose, or mutual mistake. A
third type is structural or situational monopolyiathleads to the lack of competition,
which is addressed by doctrines such as necessitgnscionability, and lesici®

How is this categorization relevant for our topR&ernalism relates primarily to
contracting failures. One can speak of paternalistervention mainly: (1) in the case
of systematic cognitive failures or insufficientgrative capacities; (2) when there is
insufficient or asymmetric information; and (3) whéhere are insufficient outside
opportunities, due to the circumstances of negessif situational or structural,
monopoly. In the next chapter, | will discuss ireger detail whether, and to what
extent, these problems are addressed appropriatelydoctrines and rules of

contemporary contract law.

“5Based on Cooter — Ulen 2004: 267 (Table 7.3).
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4. Paternalistic Doctrines in Contract law

4.1. Mandatory and default rules

4.1.1. The “default rule paradigm”

Freedom of contract implies that contract law im@pally non-mandatory in nature.
Parties are free to determine their mutual rightd abligations; the provisions of
contract law only apply when explicitly referred tw when there is a gap to be filled.
Mandatory rules are the exception, if not in a duative, at least in a qualitative or
structural sense.

We can see this in many legal systems. For exampl&merican law the Uniform
Contract Code provides: “The effect of provisionk this Act may be varied by
agreement, except as otherwise provided in thisafack except that the obligations of
good faith, diligence, reasonableness and carecnived by this Act may not be
disclaimed by agreement but the parties may byeageat determine the standards by
which the performance of such obligations is tonteasured if such standards are not
manifestly unreasonablé™® Art. 19 (1) of theSchweizerisches ObligationenredftR,
Swiss Code of Obligations) provides that “withir timits of the law the contract may
have such a content as the parties chot<e”.

In Western tribunals, a case for breach of contiadiypically handled in the
following manner. “The court must (1) determine wiee contract formalities are
satisfied; (2) if so, determine whether there wesd consent (no fraud, duress, mistake),
(3) if so, determine what the contract says; (&hdre is a gap (that is if the contract
does not address the contingency that causedgpatd), apply a default rule; and (5) if
an explicit or implied term was violated, awarceanedy.**®

Although analytically different, step 3 (contraatarpretation) and step 4 (gap-
filling) are closely linked in practice. In fach many cases it is not self-evident what a

contractual gap means: it is often a matter ofgiadlinterpretation whether the dispute

Z8ycc § 1-102 Sec. 3.
27t Zweigert — Kotz 1998: 324-325.
218pgsner 2006: 565.
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is about interpreting a contract clause or suppfgmg a term in an incomplete
contrac™® When filling gaps in a contract, judges sometimefer to “implied terms”.
Gap-filling can happen either by the implication tefms by law (statutory default
rules), or by constructive interpretation (usingng®l clauses and other legal
principles). In Germany, Switzerland and Austria jhdge supplements the contract by
constructive interpretation. It is being said: “wdehe parties have omitted to say
something the judge must discover and take intowdcwhat, in the light of the whole
purpose of the contract, they would have saideaf/thad regulated the point in question,
acting pursuant to the requirements of good faitd gound business practicd”
French courts decide in essentially the same wayhay invoke the rule that the gap
has been filled by the common intent of the paftiés

Some commentators even deny the usefulness obeetital distinction between
contract interpretation and supplementation, iag@-fijling through default rule€?The
two are closely linked to each other: not only he tonceptual limit between them
blurred, but the reasons for choosing differenesulo solve these problems follow
essentially the same principles.

There are several reasons why a contract mighnblear or incomplet& These
different kinds of incompleteness justify differdagal responses, and possibly argue
for different methods of interpretation and suppatation. Contractual incompleteness
may be unintended or strategic. Largely correspanth this distinctio>* gap-filling
rules can be either majoritarian (market-mimickirg)information-forcing (penalty)
defaults. Furthermore, “the approaches used torprdge contracts have much in
common with the approaches used to select defalals.rin many cases, for example,

97weigert — Kotz 1998: 407-408.
220 BGHZ 16, 71, cited in K6tz — Flessner 1997: ch. 7. Awetigert — Kotz 1998: 405.
21K 5tz — Flessner 1997: ch. 7.
222\While Americans typically refer to default rulébe French term igdgles suppletivesGermans have
dispositives Rechtand English lawyers refer to implied terms. Alse English often speak about
construction instead of interpretation. “Englishvlhas three principal techniques for ascertainimg t
meaning of the contract: interpretation of the exsgrterms, filling the gaps by implication, and
rectification of any documents which fail to recacturately the parties’ intentions.” McMeel 20Q38
n. 75.
23 Alan Schwartz (1992: 278-280) distinguishes fieasons: the inevitable limitations of languagetypar
inadvertence; the costs of creating contract temasgmmetric information; a preference for anonymity
(pooling) by one party. On incomplete contractsalse Schwartz 1998.
2“ps we will see in section 4.5.3., information-fiig rules are not only used in case of strategic
incompleteness, i.e. when one party opportunidyicaithdraws information but also in cases whers thi
party is simply the ‘cheaper drafter’.
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vague or ambiguous language is interpreted so #s whatever the parties probably

would have agreed to if they had discussed theemalktus producing the same result as
the majoritarian or market-mimicking default rul€s.). In other cases, vague or

ambiguous language is interpreted against the pdrtydrafted it, just as in the case of
a penalty or information-forcing default rule desg to induce more careful and

explicit communication?*

One way to look at the problem of incompletenesm ianalogy with tort law.
From a consequentialist point of view, liabilityles give incentives to people to take
optimal precaution, i.e. to invest in the preventad accidents up to the point when the
last dollar spent on precaution reduces losses bg dollar. If contractual
incompleteness is unavoidable and/or desirabletdugansaction costs arising from
limited resources, time, comprehension or foresigburts should supply terms that
would maximize the joint value of the contract, terms that the parties hypothetically
would have intended. This majoritarian interprefatiule assumes that the court is the
cheapest contract drafter. Indeed, for certain sgeamurts have a cost-advantage in
providing efficient terms (either by using a statytdefault or by referring to standard,
pre-formulated meaning$3®

As a practical matter, these cases may justify atextualist approach to
interpretation, where the court refers to the cewf performance, course of dealing,
trade usage, and other external standards. Toree ifa court insures parties against
incompleteness through flexible interpretations anglied terms, it creates a moral
hazard problem: parties have a reduced incentiverite good contracts themselves. In
every contractual regime various doctrines settdimipon the kinds or amount of
extrinsic evidence a court can consider (e.g. #m®lpevidence rule in common law).
Functionally, these limits can be seen as judiamtruments designed to create
incentives for parties to reduce interpretive riskemselves. From an efficiency
perspective, it makes sense to encourage partieske such precautions to the extent
that they are able to do so cost-effectively.

There are, however other cases where one of thiepa in the best position to

clarify a term or identify what should happen ie #avent of some contingency. This is

225 Craswell 2000: 15.
226Cf. Goetz — Scott 1985.
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often the case with a repeat contractor, or oneesgmted by legal counsel. Imposing
liability on the “cheaper contract drafter” mightake sense. Also, if this party has an
informational advantage, gap-filling or interprétatrules can force him to reveal this
information in future contracts. To be sure, thare a number of other factors that
should be taken into account. The homogeneity derbgeneity of the parties
determines whether a single majoritarian defaué (e.g. one that determines the place
of delivery in a sales contract) is desirable dr Bven more importantly, there is a risk
of court error. These factors should be considareskarching for the optimal mix of
express and implied contracting terms, and thugtienal contractual completeness.

In a further class of cases the main reason faynmeteness is not transaction
costs due to the imprecision of language, inadaedeof the parties etc., but rather
asymmetric information between the parties. Byinigl a gap with the default rule
unfavorable to the informed party (penalty defaudyv and economics suggests that
contract law should force the informed to reveagie information either to the other
party or to the cour?®’

In the last one or two decades, many law and ecasoscholars have argued that
gap-filling rules can be either majoritarian (mark@micking) or information-forcing
(penalty) defaults. However, not long after onlgtjdinally gaining wide acceptance,
several aspects of the “default rule paradigm” @og being criticized on different
fronts.

In fact, the juxtaposition of the two types of ddfaule is somewhat misleading.
As lan Ayres has noted, “If we go far enough baekibd the veil of ignorance, all
information-forcing rules are majoritarian. Fromisthperspective, the dichotomy
between majoritarian and penalty defaults is fafé&According to the “received view”
in law and economics, contract default rules shdddjustified by the “hypothetical
consent” of the parties concerned, hence Ayresregice to the veil of ignorance. Here,
hypothetical consent is a shortcut term for Paeficiency??® Thus, when contracting
parties are homogeneous, both “regular” market sking rules, and information-

forcing rules should be majoritarian in the serss they should impute terms that the

22ISee e.g. Ayres — Gertner 1989, Bebchuk — Shagetl 1
228 pyres 2006: 612.
2 Craswell 1992,
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two parties would have agreed upon. “A ruling ttadls to interpolate the efficient term
will not affect future conduct; it will be reversda/ the parties in their subsequent
dealings®*° — provided the transaction costs of such deviai®nnot prohibitive. When
this ex anteperspective is applied to both types of defaulesuit relativizes their
difference. Partly related to this has been theenteguestioning of the concept of
penalty default rule§®* More generally, Robert Scott has suggested thatetftire
“default rule project” should be rethought. He pd®s several reasons to “question
whether the state can create efficient defaultsriite supplement the relatively small
number of simple, binary rule that have evolveatigh the common law proces3?
The economic analysis of contract incompletenesdsdafault rules, both in its positive

and its normative variants remains controversial.

4.1.2. Problems with the dichotomy

Blurred distinctions

In this section | discuss a few aspects of therowetsy surrounding the dichotomy
between mandatory rules and default rules in confew. Law and economics has
become somewhat ambivalent towards the mandatdayleule distinction for several
reasons, both analytically and empirically. Firstp closer look the traditional
distinction seems blurred in an analytical or cqrteal sense:

“The term »default rule« refers to several differasharacteristics: (1) if the
parties specify some contract term, the court @nlfiorce that term; (2) if the parties fall
to specify some contract term, the court willifilthe gap and supply one; and (3) if the
parties fail to specify some contract term but @bwant the court to fill in the gap, the
court will honor that intent (that is, the gap-iiilg rule itself is a default). [...] Default
rules are usually contrasted with mandatory rubegich term can also refer to three
characteristics. Mandatory rules can refer to stioas in which the court knowingly:
(1) imposes a term that contradicts a term the iparspecified; (2) refuses to fill in a
gap that the parties left when the parties wantexldourt to fill the gap; and (3) fills in
a gap that the parties did not want the court tairfi

2%0R. Posner 1998: 98.

#1posner 2006, Ayres 2006, Baffi 2006.

2325c0tt 2004: 90. Instead, he suggests a new pddicieast with regard to business contracts: “The
project of the law should be to replicate thosentefand only those terms) that individual partiesild
choose not to bargain over if they knew that théestvould provide them.” Scott 2004: 94.
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When economists refer to mandatory terms, theyllysuaan the first sense, that
Is the court rejecting a term the parties specifiéd example would be a liquidated
damage clause deemed to be a penalty, or a terrmetbéo be unconscionable. The
usual critigue of mandatory terms is that becaus®ytdisregard the intentions of the
parties, the parties who prefer these terms willnede worse off. [...] This critique
makes sense if contracts are assumed to be compateonce we allow for the
possibility of efficiently incomplete contracts amaclear intent, it becomes much more
difficult to distinguish mandatory rules from deftawules. Take, for example, the
implied duty of good faith, or the duty of loyalty fiduciary contracts. Are these
defaults or mandatory rules? That depends on hoW ave thinks the duty of good
faith tracks contractual intent. If one believesatthparties may write incomplete
contracts for which they expect courts to fill retgaps, the duty of good faith or the
duty of loyalty might easily be viewed as a defafilthe parties want a particular
obligation that conflicts with what courts ordinbriview as good faith or loyalty, and
they specify that obligation, courts will generadigforce it.[...] On the other hand, if
one believes that courts use the duty of good faitthe duty of loyalty to fill in gaps
that the parties did not want to be filled, or &ect obligations the parties thought they
had fully specified, then the duty of good faitbki® more like a mandatory termi>®

Mandatory rules from the bad man’s view

The distinction between mandatory and default ruas be also deconstructed in a
more radical (or in jurisprudential parlance, meealist) way*>* The argument is based
on a simple inference from a basic assumptionasfdsard law and economics. Standard
economic models usually follow O. W. Holmes in aiftupp a bad man’s view of laf”
Under this view, people (should) obey the law &g las they are deterred by sanctions:

“Managers do not have an ethical duty to obey etomicoregulatory law just because
law exists. They must determine the importancéede laws. The penalties Congress
names for disobedience are a measure of how mueants firms to sacrifice in order
to adhere to the rules; the idea of optimal sandias based on the supposition that
manz%gers not only may but also should violate thesr when it is profitable to do
S0.“

Whether the normativeversion of this view is acceptable or not, on the
explanatory level, standard law and economics densilegal rules not asbligations

but asincentives It imputes to citizens only prudential reasonsdompliance with the

283 Cohen 2000: 84-85.

#4Menyhard — Mike — Szalai 2007.

2% «If you want to know the law and nothing elseuymust look at it as a bad man, who cares only for
the material consequences which such knowledgdesnhbn to predict, not as a good one, who finds hi
reasons for conduct, whether inside the law oridetsf it, in the vaguer sanctions of conscienca.'W.
Holmes ‘The Path of the Law’ (1897), cited in Cad2000: 375 n.12.

2% Cited from Easterbrook and Fischel in Cooter 19823 n.2.
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law. Sanctions are treated as prices. In the bad'smaew, laws are price-like
constraints; he considers them as constraints matentain actions more costly. This
perspective, although not uncontroversial, has gaoluminating in the economic
analysis of law in many ways.

With regard to the mandatory/default distinctidme bad man’s view implies that
“mandatoriness” only refers to a rule, the violatiof which is more costly, than to
deviate from the default rule. From the perspeativeationally calculating contracting
parties, the distinction between mandatory andulefales is rather one of degree, and
not of category. When the parties agree on a teatating a mandatory rule, it may
govern their relationship to a large extent — angannot be enforced in (a law-abiding
state) court. Parties follow mandatory contract laes as long as, calculating their
costs and benefits, they find it in their own ietdrnot to deviate from it. As we will

see, this insight has implications for policy imgeal, and paternalism in particular.

Sticky default rules

The distinction is less clear for a third, somewtgéted reason as well. There is now
growing evidence that defaults rules are sticky.iRstance, in Spain, there are regional
differences in matrimonial property regimes. Théeris different in Madrid and
Barcelona. The rules are not mandatory, but intec¢he typical solution follows the
default rule. In fact, there are large regionafaddnces in actual practice: in Madrid
most couples agree on joint property, while in Béona divided property is typical.
Arguably, this does not reflect a difference infprences between the two cities but a
difference in the statutory default rules. Simgaickiness has been observed in many
other contexts and countrig¥,

This stickiness is somewhat puzzling when analyZemn an economic
perspective. Parties often do not deviate fromfaulierule even when the rule is not
efficient, i.e. it does not maximize the cooperatsurplus of the parties. “Parties might

%7 See  Trias 2000, on the different legal regimes irBpain cf. also
http://www.spainlawyer.com/guialegal/guialegal.cfRCAPITULO=01010000#01010400000000
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choose not to opt out of a legal default even whepetter provision can easily be
identified and articulated at a negligible draftast.””®

One reason for this stickiness might be the opmmadf network effects, but this
only applies in specific contexts and cannot explér instance, the marital property
case”*® More probably, the explanation has to do with psyogical mechanisms. Ben-
Shahar and Pottow argue that default rules ar&ystecause unusual, non-standard
termsas suchmight look suspiciouso the other party. The very idea of deviating from
the default may make the other party reluctant tmept such deviations. In
consequence, parties are unwilling to propose gt of the default in the first place.
The possible negative signaling effects such praljpesuld have may be weightier than
the merits (the Pareto-improvement) of a deviatfGn.

Others suggest different explanations. Whateverdhason for stickiness, it also
has policy implications. When party preferenceshaerogeneous, sticky default rules
can correspond, at most, to the interests of thera One solution to remedy this is
to offer a menu and force parties to choose orikeobptions. Of course, to be forced to
make a choice is also costly for individuals. Thenen provision only works when the
transaction cost rationale for the default rul@as$ too strong and when it is otherwise
technically possible. In general, stickiness imgplieat default rules matter even more
than usually thought in economic analysis. On theeohand, as mentioned above
(section 2.4.3.), default rules and menus provigeeéerable instrument for “libertarian
paternalism”.

As to the role of mandatory rules, within the coaisits mentioned above, these
can also be used to pursue various policy purposediding paternalism. The
policymaker still has the choice between mandapvocedural rules (see section 4.3.)
or substantive limitations, such as the non-enforr or voiding of certain clauses or

types of contract (see section 4.4.).

28Ben Shahar — Pottow 2006: 651.
290n network effects see section 4.5.3. below.
240Ben Shahar — Pottow 2006.
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4.2. Voluntariness and the “constitutive limits” of contractual
freedom

Before discussing procedural limits in the narreemse, it is useful to distinguish yet
another group of rules on freedom of contract. Waegory comprises those minimal
limits which are necessary for the working of exehbertarian (unregulated) contract
regime. These rules can be found among the basitamb provisions of practically

every civil code and among the contract rules ef ¢dommon law as well. From an
economic perspective, they refer to the most olsvicases when a contract is
presumably not welfare-enhancing and therefore lghbe void. From an autonomy
perspective, these are the cases when the corfoacgasons related to its formation,
does not typically reflects the autonomous choitéath parties. Both perspectives
agree that in these cases the private orderingliganadoes not apply.

If we recall the conditions of substantial voluinass?**

at first glance the three
conditions remind one different contract law dows. The rules of incapacity are
supposed to regulate transactions in such a wayahly agents being capable of
making choices (in the abstract sense of beingutarehic subject) can conclude a valid
contract. The contract law rules of duress, fraadd misrepresentation serve to
guarantee the lack of certain substantial extecoatrolling influences. Whether this
condition includes the absence of economic neggsseit that counts among the
“legitimate inequalities of fortuné®? is a matter of dispute and shall be discussed
below. Finally, substantial freedom from epistemiéfects is taken care of via rules on
unilateral mistake, mandatory disclosure and othdes making consent more
deliberate.

The specific content of these rules is not beyamtitjae. Especially with regard
to the epistemic defects, there is much discusssoio whether these contract law rules,
which, of course differ in their details within fiifent legal systems, can be explained
or justified with the tools of traditional or beharal economic analysis. Also, as we
shall see below in the discussion of unconscioitgpbivhen judges provide relief, or

241(1) The abstract capability of making choices, §2pstantial freedom from controlling external

influences, (3) substantial freedom from epistedafects. See section 2.1.2. above and Pope 2004: 71
713.

2Feinberg 1986: 196—197. This problem is relatedtat Feinberg calls “non-coercive exploitation” —
on this see Feinberg 1983.
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render a contractual clause unenforceable, thasor@ng is often difficult to analyze
within the framework of these categories. Statechmother way, when it comes to
practical application, the function and domain dfedent legal doctrines is much less

neatly separated than in theory.

4.2.1. Incapacity

Incapacity, or as it is sometimes termed, incompee as well as being one of the
constitutive limits of contract law, may also beeipreted as a formal rule as wétl.
“The concept of »capacitas«, whose roots lie in Rotaw, signifies a status conferred
upon citizens for the purpose of enabling themaudigpate in the economic life of the
polity. In modern legal systems, ‘capacity’ is thancipal juridical mechanism by
which individuals and entities are empowered teeentto legally binding agreements
and, more generally, to arrange their affairs usheginstruments of private law. Legal
capacity is thereby the gateway to involvement le toperations of a market
economy.?* Therefore, legal rules on transactional capacity ef fundamental
importance not only in a legal but also in an ecnitcssense.

In modern legal systems, capacity is the defadk;ranly minors and insane
persons (and in rare cases spendthrifts) have beesidered legally incompetefit.
Still, “all legal systems [...] have to have rulesighhdetermine the conditions under
which minors, incompetents and those mentally dgrdrare to be denied” contractual
capacity’*® It is also noteworthy that incompetence is a cphag more general
application than just to contracts; one can alsakf delictual (no liability for torts)

or criminal incompetence as well.

23For a comparative overview of the legal rulesamintractual) capacity see Heldrich — Steiner 2@04.:
23, Scott — Kraus 2003: 481-517, Kotz — Flessn&71948-161, Zweigert — Kotz 1998: 348-355. For
philosophical and economic discussion see e.g.beein 1986: ch. 26; Enderlein 1996: 173-231;
Hesselink 2005; Deakin 2006.

24 Deakin 2006: 318.

245 s for spendthrifts, during the 19th and 20th uees, a few jurisdictions, such as the U.S. stdte
Oregon, experimented with laws under which the fawii such a person could have him legally declared
a spendthrift by a court of law. In turn, such passwere considered to lack the legal capacityntere
into binding contracts. See ORS 126.335 (repealed $&tat. 1961, ch. 344, § 109), cf.
http://en.wikipedia.org/wiki/Spendthrift

246 7weigert — Kotz 1998: 348.
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This raises the question: which problems are addrkby the rules of incapacity?
As noted above, in a formal legal sense, for arechto be valid it should be concluded
voluntarily. From an empirical point of view, therare significant individual
differences; not every person is capable of malsigstantiallyvoluntary actions in
general. One of the conditions of substantial viatiness is the capacity to make
choices. In deciding upon the question of incagaoithat matters is something
relatively limited: only the abstract capability wfaking choices, be they reasonable or
not, is required. Thus, in the eyes of the lawpetéhe decisions are foolish, unwise, or
reckless, these are still decisions of an autarchigject. If there are paternalistic
reasons for intervention because of the substamtragonality of the choice, these
come under another doctrinal rubric of contract law

The rules of incapacity are supposed to regulatestctions in such a way that
only people who are capable of making choicesi{@above said abstract sense) can
conclude a valid contract. A certain minimal ineetiual capacity is a prerequisite of
choice, in any meaningful sense, and hence of autgras well. These rules limit the
contracting capacity of minors, mentally disabledrspns and persons who are
temporarily incapable, e.g. the intoxicated.

The precise incapacity rules in the different Ewap legal systems are more or
less complicated. For instance, Germany has stnidtinflexible rules related to age; in
Anglo—American law, statutory representation is nokn and thus the transactional
opportunities for minors are larg&. Today, in most countries the age of majority is se
at 18%*® Minors themselves are often not treated uniformlyffew countries lay down
an age under which children have no contractuahagp This can vary from 7 in
Germany (8 105-106 BGB) and Austria (8 865 ABGH),i1 Greece (art. 128 Civil
Code) to 14 in Hungary (8 12-12A Civil Code). They@absolute incapacity under this
age and some restrictions for older minors. In otbeuntries, the limit between
complete incapacity and limited capacity dependshenindividual case. The majority
of problems arise during this intervening periotiere most legal systems distinguish

between contracts which juveniles can validly codel on their own, and other

2477\weigert — Kotz 1998: 351.
48| Switzerland it is 20 (art. 14 Civil Code) amdAustria 19 (§21 ABGB).
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contracts which may be void or voidable, or subjectreduction in favor of the
juvenile?*®

From a policy perspective, there are two questionbe discussed. The first is
about the strictness of the incapacity rule. Whaousth be incapacitated and until which
age? The second concerns the flexibility of thatliis it better to draw a clear-cut line,
or make the distinction more gradual by acknowledgexceptions or allowing
discretion forex postadjudication?

In regards to the first, minors often have an uettgyed conception of their own
self-interests. Sometimes they have incompleteaay lideas about the obligations they
are assuming. It is possible to determine a cettai@shold in such a way that if the
expected loss from different types of irrationaljproblem of preferences), or lack of
information, is sufficiently high the law shouldgbect the individual against himself by
making all his promises unenforceable.

The capacity rules for minors are more or lesexifile. The rules have to rely on
easily observable criteria in order to reduce uadety for contracting parties with
regard to the transactional capacity of their panAge is a convenient criteri6i.
Also, there is an identifiable and significant ebation between this particular natural
fact and one’s ability to comprehend the meanindnisfor her acts and thus to act
autonomously.

Once a certain age has been reached, people deel vath contractual capacity,
regardless of their individual ability to look afténeir own affairs in a sensible way. It
also happens that some adults lack the cognitiygaaity or emotional balance
necessary for a reasonable decision, but this sctéess frequently. Thus for
administrative convenience and in order to enhdmeeeliability of promises generally,
adults are denied the benefit of the incapacityenlsd, except in extreme cases like
insanity.

While in most Continental legal systems, incapaitiiglies voidness, in common
law countries, incompetence is a defense. “The [ruleis that minors may make and

enforce contracts but that their contracts maybeoenforced against therfr

297\weigert — Kotz 1998: 349.
20 earlier ages, e.g. in the rules of Bechsenspiegetapacity was linked to visible signs of puberty.
#1Kronman — Posner 1979: 254.
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On the other hand, practically all legal regimesognize some exceptions from
the voidness or unilateral non-enforcement of @mt$r by the incapacitated. Some are
related to fraud by the minor. In other exceptiarades the protective aim of incapacity
rules takes precedence over the needs of transaktiertainty. This is the case in
common law when the contract is for the sale otalted necessaries, i.e. goods and
services that are judged to be in the “objectiverest” of the buyet>?

This rule also involves a trade-off. There is sodamger that minors will be
overcharged for necessaries. However, the law dersit an even greater danger that,
if they are not permitted to enter into binding tants, they will be unable to obtain
what society has judged to be essential for thelfase.

Incapacity rules are clearly (softly) paternalistas they protect people from
themselves by completely disallowing them partitiga in certain potentially self-
destructive actions. As long as the contracts cwmled by minors or mentally
incapacitated persons are void or voidable, thegacity rules also defend these
vulnerable persons from being exploited by oth€he rules operate to have this effect
indirectly, by changing thex anteincentives of potential contractual partners. Byjea
rational person is not (or much less) willing tokadransactions with someone whose
promises cannot be legally enforced. It increabesrisks of contracting with minors,
and therefore makes contracting more costly foronsithemselves.

The rule has two opposite effects on the welfarenafors. The rule permits
minors to withdraw without cost from contracts whitiey (or their parents) have later
come to regard as ill-advised or unprofitable. Tdllsws them to act opportunistically
to some extent, while they are less likely to b@arpunistically taken advantage of.
This comes with the price that minors usually hdifgculties in concluding contracts.
This leads to the situation that “[tlhey often diger that their promises will be
accepted only if they are backed by adult guararitdr

Apart from contractual capacity, paternalism hawn@e active dimension with
regard to incapacitated persons. The law has ledtajuardianship and statutory
representation provisions as ways to take carbeofriterests of the incapacitated. This

IS, again, a clear instance of paternalism. Moeeigely, here law raises obligations for

22 7weigert — Kotz 1998: 351, Scott — Kraus 2003.49
23Kronman — Posner 1979: 255.
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the parents, the guardian, etc. to take care ofintegests of the incapacitated in an
essentially paternalistic way. In this way, a pipat-agent relationship is created which

has some interesting peculiarities and which cbelénalyzed further?

4.2.2. Formation defenses

From a doctrinal perspective, at least in modews)dor a contract to be legally valid it
has to be concluded voluntarily. A contract is fded on the agreement of the parties.
Thus, in the context of contract formation, the igwconcerned with the voluntariness
of the agreement. In this way the law takes carsitaitions where individuals should
be protected from their not fully voluntarily untlten obligations. These
“constitutive” limits of freedom of contracf are technically called formation
defense$>®

Formation defenses include the doctrines on dufems], and misrepresentation.
French law distinguishes between three vitiatingtdies in contract creatiorerreur,
violence anddol (art. 1109 Code civil). In doctrinal terms, thensent lacks validity
because it was based on the party’s mistake, orolt@ned by pressure or fraud.
English law admits similar vitiating factors: mutugdundamental mistake,
misrepresentation (unilateral mistake caused byl#dfendant), duress (threat, pressure)
and undue influence (abuse of a position of confieg”’

In contract law, formation defenses and incapaepresent the main category of
soft paternalisri®® As we have seen above, the normative justification soft
paternalism is relatively unproblematic; theordhcat is more interesting to ask
whether there are instances of justifiable harcempalism with regard to contract
formation. That is, should the law void contracts feconomic duress” or “non-

coercive exploitation™? This is a question whiclegavell beyond the scope of contract

%4The active dimension of legal regulation of caparélated issues is beyond the scope of contaagt |
thus it is not discussed further in this work. Heee it is noteworthy that these legal rules onacity
come more into the focus of theoretical analysignvinterpreted in light of such heterodox economic
ideas as Amartya Sen’s capability approach. Onpiispective, see Deakin 2006.

2SKennedy 1982.

#®For a comparative overview of the legal rules S&hren 1992, Scott — Kraus 2003: 403-480,
Zweigert — Kotz 1998: 410-430.

27 Cartwright 2002: 154.

#80n the distinction between hard and soft patesmabiee Feinberg 1986:11-12 and section 2.1.2.
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formation doctrines. Nevertheless, as it is relatefbrmation defenses and relevant for
paternalism, the following section is devoted te tproblem of exploitation by

contracts.

4.2.3. Coercion and exploitation

What voluntariness means in a given contract famnasetting is not always easy to
discern. Ultimately, the question of where to ¢wt threshold is not a psychological
one, but normative in nature. The seemingly simglestion of what constitutes
voluntary consent to a transaction involves a ssrimonceptual and normative problem.
Suppose there is full information, no cognitiveidiehcies and the contract is complete.
The question is then, whether thenstrained choicef a party renders his consent
involuntary, nevertheless. In one sense, all cotdrare “coerced” because of the
scarcity of resources and opportunities. On therottand, except for extreme cases,
such as in the event of actual physical forceutertor hypnotic trance, almost every
exchange can be viewed as voluntary, or as theeminBiomans said;oactus tamen
volui.?*

Even when entered into contact under a your-momeyoor-life-type threat, it is
not the actual consent which is lacking. Such aatis illegal and the contract is void
for duress in every legal system. It is illegal &exe of a normative judgment about the
quality of the choices available. Conventional dsrdoctrine draws the moral baseline
relatively low. A threat to the physical security @ contracting party is below this
baseline. Lies (fraud) and abuse of a positionasifidence (undue influence) are also
considered to be below this line. On the other hérgkems that the law should not be
too lenient when allowing formation defenses. Thare many pressures on a person
entering into a contract, and the law must distisiglbetween them. Legal doctrines
should restrict the circumstances in which a claim@an escape the contract. In my
view, what these doctrines should provide is thetqmtion of the conditions allowing
for an autonomous choice.

Or should the range and quality of opportunitie® ahatter? Should the threshold

be set higher? One might think of different kindsd adegrees of coercion and

#9This problem has already been discussed in Aléssdtlicomachean Ethic€006: 1110a—b).
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advantage-taking in this respé®lt is here that the divergence of an economic and a
autonomy-based view can be observed. From the g&irep of law and economics, the
question is about Pareto efficiency: “Does thissection render both parties to it better
off, in terms of their subjective assessment ofrtbemn welfare, relative to how they
would have perceived their welfare had they notoantered each othe* Thus,
regardless of the range of opportunities, wherctrgract has improved the situation of
the person in necessity, the contract should be Wwalid. Other scholars would also
account for the incentive effects and enforcemestscin their policy suggestioA¥.
Rights theorists define coercion by drawing a basstinction between threats
and offers. Threats reduce the possibilities opehé recipient of the proposal, whereas
offers expand therff® The difficulties arise, however, in specifying thaseline,
against which the offer is to be measured. Thetiposng of this baseline is not self-
evident. It may be statistical (what the offeree glmi reasonably expect),
phenomenological (what he in fact expects), or in(what he is entitled to expect).
Thus “the distinction between threats and offergethels on whether it is possible to fix

a conception of what is right and what is wrongyd &m determine what rights people

20Trebilcock (1993) construes seven cases and deranghe implications of the different theoriek) (
The highwayman case (creation and exploitatiorif@fthreatening risks: a highwayman or mugger holds
up a passer-by confronting him with the propositioviour money or your life’ and the passer-by
commits himself to hand over the money). (2) Thg &amd foundering ship case (exploitation but not
creation of life-threatening risks: a third partyceunters the highwayman and the passer-by betiere t
transaction is consummated and offers to rescuedisser-by for all his money, less one dollar. Or
imagine the same situation between a foundering ehithe stormy sea and a rescuing tug). (3) The dr
wells case (exploitation but not creation of lifedatening risks with one supplier and many biddera
remote rural area all wells except from A’s dry inpa drought and A auctions off drinking water to
desperate inhabitants for large percentages aof Weslth. Or, the same sea situation with sevdrigss
and one rescuer). (4) The Penny Black case (eagilmit but not creation of non-life-threatening
situations: A comes across a rare stamp in his'sauattic and sells it either to B exploiting his
idiosyncratic intense preferences or through a &wntis auction to the highest bidder). (5) The leohe
millionaire case (A agrees to pay for a costly mabireatment of B’s child [or offers her an academ
position or a promotion in the firm] in return fBfs sexual favors). (6) The cartelized auto industise
(contrived monopolies: major automobile manufagsiferm a cartel to curtail drastically consumers’
rights of action with respect to personal injurie§]) The single mother on welfare case (non-
monopolized necessity: a person in necessity costrgith another who lacks monopoly but the terms
are especially burdensome to the first, reflecteligh risks and low return).

*®1Trebilcock 1993: 84.

%2|n a recent paper, Steven Shavell (2005) alsojaeslisimilar problems. His normative starting pasnt
that law should minimize social costs. He dististpgis two kinds of holdup situations. The first hésc
“engineered holdup” where A creates an opportufatyhimself to exploit B. In this case the contract
should not be enforced. In the second type, “nagireered” situations, A does not create but onsus
the necessity of B. An example could be a rescuatsdn on high sea. Shavell claims that in non-
engineered holdup situations efficiency dictateésepcontrol.

?335ee Nozick 1997.
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have in contractual relations independent of whettieeir contracts should be
enforced.?® The main argument here is that the consequencesn oéxercise of

autonomy will depend on the opportunities availaoleghe individual. On this basis,
many autonomy theorists argue that what is callsmhemic duress, i.e. the lack of
alternative ways to procure income, should be ctared a case of coercion.

There are a couple of problems with this positidiose, who argue that
individuals are entitled to some minimum level cbeomic well-being, and infer that
the law of contracts should invalidate choices maben the scope of choice is limited
by economic deprivation, forget at least two thingie first is that invalidation is not
the only remedy availabf®® The other is the double bind effect, mentionedvabo
(section 2.2.5). Even in a case of deprivation oae say that the choice does not
reduce, but rather increase the individual's welfarelative to the other options
available’® On the other hand, “prohibition will almost nevieave the effect of
T

enlarging the available choice sét™If this is the case then invalidating contracts fo

“economic duress” would be an unjustified casearfifpaternalism.

4.3. Procedural limits of freedom of contract

In contrast to constitutive and substantive rulescedural or formal rules do not
constrain the parties when agreeing on the sulbaatérms they choose (accept or
bargain for), but merely require certain actionsb@ taken (or not taken) before
contracting, or during the contractual relationstiprmal requirements may relate to
the manner of recording or authentication of thetiaxt. They regulate the process or
procedure according to which the making of a camtraust be accomplished, or

mandate the pre-contractual furnishing of inforimatiin this section, I discuss the main

%4 Trebilcock 1993: 80.

5 A5 Shavell's rescue example (n. 238 above) ilaiss, price control is also an option. To be sihis,
remedy has its drawbacks as well, see section.4.4.1

264t is, of course, entirely legitimate to decryethbsence of a richer menu of non-demeaning afid sel
fulfilling life choices in many of these contextadato advocate public policies that would enlarge t
choice set. However, amongst these policies, thailpition of the problematic activity, standing aé
seems unlikely to increase women’s welfare, whieady constraining their autonomy.” Trebilcock
1995: 374.

%"Trebilcock 1995: 374. In exceptional cases, thightnbe possible in the long run when such changes
give political impetus to legal reforms enlargirge topportunities. Trebilcock argues that Britistvda
against child labor and the subsequent developofeptblic schooling in the Idcentury provide such
an example.
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characteristics and the justifications of four typef procedural rules: contractual
formalities (writing requirements, notarial formcdaathers); withdrawal rights (cooling-
off periods); mandatory independent advice seekiagd informational rules.
Procedural aspects of unconscionability will becdssed in the next section, along with
the substantive aspects.

There has been a long term historical tendencyhen dontract laws of both
civiian Continental European, and common law gyste towards a diminished
significance of contractual formalitié® Early legal systems were formalistic and
“objectivist”. This ancient formalism, linked to miaal thinking, characterized, for
instance, the early period of Roman law. In anclamt, forms were constitutive; the
obligation arose from the precise use or perforraaricertain solemn actions or rituals
which had magical or religious connotations. In erodtimes, the legal significance of
formalities is quite different. As we have seensettion 3.2.1., the binding force of
contracts is now justified differently, mainly bdsen consent. Consequently, the
formal requirements are now to be explained aniifigr on instrumental ground§?

Formalities have various historical origins andtdoal explanations. Still, at first
sight, the link between procedural rules and palesm is relatively straightforward. As
a policy instrument, their function is to make tmnclusion of contracts more difficult,
and in this way more deliberate (autonomous) arehiexally more welfare-enhancing.
In this section, | discuss to what extent the pdocal requirements of contract validity
may be interpreted as legal responses to boundexhakty and other contracting
failures, and the limits of these functions. Focleaf the rules, a complete analysis
would involve presenting its legal characterisiicglifferent contract law regimes, its
incentive and debiasing effects, and would alserr&d empirical data. Here, due to

space constraints | merely aim at a first approkioneof these aspects.

4.3.1. Formal requirements
For a contract to be binding, voluntary consenussially but not always enough.

Besides the external constraints like duress, fraumhpacity or public policyofdre

288 Zimmermann 1990: 86.
29\jehren 1998: 6-7.
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public), in certain cases additional elements are reduseproof that the parties “meant
their words seriously”. These formal requiremerdsricern the manner in which the
conclusion of the contract must be marked or resait°

In Western contract laws, these formal requirememts evidence of a large
diversity in historical origins and doctrinal exp&ions. Most legal regimes require
formalities for the conclusion of certain categsrief contract to be valid and
enforceablé’! The failure to satisfy the formal requirements @itresults in the denial
of public enforcement or in voidness. The firstayip calledforma ad probationenor
proof form, the secondorma ad solemnitateror solemn fornf’? In the following
sections, first the laws of France, Germany, Erdjiamd others will be briefly surveyed,

then | draw attention to some commonalities in ¢hestional rules.

Comparative overview

France. In France, the regulation of contract formalitigsrelatively complicated.
French contract law requires for any contract therecause a legally acknowledged
motivation of the transaction. This, in itself doest limit freedom of contract
significantly, but certain substantive requirememat® dogmatically linked to the
caus€’’® In French contract law, writing has been requifed noncommercial
transactions, since as early as 1245. For contedcige a certain value, a written form
Is required as a “proof form”. This means that witecomes to a judicial procedure
concerning the contract, an oral testimony as ® dbntent of the contract is not
accepted as evidence. Art. 1341 of the Code Cetgmnines the amount above which a
written form is necessary. The amount has beerrizalb from time to time, but when
inflation made this amount trivially low, it inflimeed the courts to relax the
requirement, almost to the point of meaninglessnéss non-acceptance of proof is

2Treitel 1999: 161.

?"'For a comparative legal overview of the formaluiegments see Mehren 1998, K6tz — Flessner 1997:
8§4-5, Zweigert — Kotz 1998: 365-379, 388—399. Favaand economics discussion see Johnson 1998a,
Hermalin — Katz — Craswell 2006: 42—46.

272 On this classification of the formal requiremesge Mehren 1998: 8.

230n substantive limits see section 4.4. below.
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also relaxed through several exceptions (art. 188)/—In practice, the writing
requirements as “proof forms” are often left uneoéol*"*

In other cases, the “proof form” is enforced, day.settlement agreements (art.
2044) or unilateral obligations to pay money orivdel a fungible object to another
person (art. 1326). For promises to stand as aagtar (art. 1326, 2015) the court
strengthened the writing requirement from that gfraof form to a protective rule.
Another formal requirement concerns the writtercldisure of essential information
(mention informative This is an example of the larger tendency tloatnélities are
considered instrumental in enforcing disclosurestf®

In French law, to be valid, certain types of codtrare required to be made as
actes authentiquedhis requires that they be drawn up and signedrbeinotaire who
has both an authenticating role in respect of ridwestction (certain aspects of which he
must check), and also a compulsory advisory roleegards to all parties. An acute
authenti¢c once created is extremely difficult to challerggfore a court. It also has
force executorsmeaning that it can be executed without recotios@ prior court
order?”® A notarial form is required for a number of tractians, including donations

(gift, art. 931-932), matrimonial contracts (a94), and mortgages (art. 2127).

Germany. In Germany, formalities are always of the “solénype. The reason for this
is the following. German legal scholarship holdsttto use a proof formality would be
incompatible with the principles of the judicial ogess, especially with the free
evaluation of the evidence by the juddéln contrast to Austria (§883 ABGB) or
Switzerland (art. 11 OR), in Germany there is npliex rule allowing parties to choose
the form of their contract (this rule can be inéefrfrom 8125 BGB though). The
German BGB regulates the written form (8126), wépecific rules for text and
electronic forms (8126b, 8126a), the notarial fo$128), and public authentication
(8129). German courts do not make individual ex@éongt from the writing

requirements, but use a categorical method.

**Mehren 1998: 21. n. 96.

2>0n this function see Mankowski 2005. On disclosutes see section 4.3.4. below.
Z®\Whittaker 2002: 207.

2"Mehren 1998:24.
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In Germany, a simple written form is required fonamber of contracts, e.g. for
the lease of land or dwelling, or the terminatidradabor contract. According to BGB
8311b | and 8925 a judicially or notarial autheatisi contract is necessary for the
transfer of real property. Such writin@durkunduny is required, among others, for
contracts obligating a person to transfer all at p&his present assets (8§ 311 b Ill), for
a matrimonial contract (81410), and for many tratieas related to inheritance (e.g. 88
311 bV 2, 2033, 2348, 2351, 2371, 2388).

England. English law has both common law and statutory #dites. While
consideration is a judge-made rule, the StatuteFrafuds (1677) is of legislative
origin.?’® Contract formation in common law requires “considien”?®® Much has
been written about the exact meaning and the pagpafsthis requirement.

As Simon Whittaker argues, it is

“difficult to know where to place the doctrine ofmsmleration in a discussion of
English contractual formality. Its overall functios clearly substantive in that its rules
give effect (even if in a complex and at times hecent way) to a requirement of
reciprocity, excluding from contract agreements chhare deemed to be ‘gratuitous’.
On the other hand, certain aspects of the doctalew its practical impact to be
viewed as formal rather than substantive, notably the case of ‘nominal’
consiciglration, and its requirements may be avoiakagether by use by parties of a
deed”

The historical origin of the Statute of Frauds Isacer. It was designed to

discourage frivolous litigation based on false rowiof the existence of a verbal
contract. It originates from a time when proceduudés and the doctrines of duress and
fraud were considered less workable then theyaatayt In the meantime, the Statute of
Frauds has been changed and finally almost entebyished. From the seven types of
contract originally subject to it, it is still apghble to guarantee agreements, in which
case a document in writing is required from the déae guarantor.

Traditionally, formality has implied the use of @at Instead of this traditional

requirement, currently a printed form is required €ontracts for the sale, or other

280n the use of the notarial form in German lawjuding an interesting empirical analysis see Flik
2003.

290n the Statute of Frauds see Rabel 1947, Note, D@Hifison 1998b.

200n a law and economics analysis of considerasiea, Trebilcock 1993: ch. 8 (165-187).

l\Whittaker 2002: 199-200.
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disposition of, an interest in laidtf The rationale for the proof form is interpreted
literally here, the clear policy being to avoid thessibility that one or the other party
may be able to go behind the document and introéxtiénsic evidence to establish a
contract. In 1989 when the requirement of sealmgdeeds executed by individuals
was formally abolished, it was replaced with a regfuent of signature and attestation
by two witnesse$>®

In contrast to Continental laws, in English lawhaarttication by public authorities
is exceptional. Officials are necessarily involved marriage ceremonies, and in
contracts for sale or other disposition of intesast land. The Land Registration Act
(2002) provides that a land transaction is “noteetiize to confer title on the transferee
until the transfer document is lodged, duly stampstdHM Land Registry for an
amendment of the Proprietorship Register.” In thiesy, the registration of title was

replaced by “title by registratiorf®*

United States and elsewherdn the United States, contrary to England, tregu$¢ of
Frauds is still valid lav® The Uniform Commercial Code includes several ferth
provisions requiring formalitie$° Besides, consumer protection legislation, sucthas
Truth in Lending Act, also imposes various forneguirement$®’

The Statute of Frauds in common law countries glpichas the sanction of non-
enforceability (proof form). In other cases theeefs of noncompliance can be nullity,
unenforceability for either party, or unenforceapifor one party. In some cases, the
iIssue is solved via interpretation.

In the European Union, harmonization of contact Ilé#wought about “a
renaissance of formalismi®® For instance, the Directive on electronic signesur

authorizes Member States to introduce new fornglirements as long as they may be

82| aw of Property Act (1989), section 1, see WhigaR002: 202—203.

B\Whittaker 2002: 203.

84| and Registration Act (2002) section 91(3) — seitidker 2002: 207. n. 43.

855cott — Kraus 2003: 569—600.

2868 2.201 (Statute of Frauds), 2A-201 (lease cotgjas-319 (sale of securities), 9-203 (agreemenaf
security interest), 1-206 (sale of personal propeftvalue above $500).

27 http://www. fdic.gov/regulations/laws/rules/6500eR0tml

*8\Whittaker 2002.
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complied with electronicall{®® Another example, the transparency requiremenhén t
European Directive on Unfair Terms in Consumer @mi€®°, will be discussed in

section 4.5.

Common features and trends
In sum, one can roughly distinguish between thiewohg four types of requirements,
going from the simple to the strict*

(1) Use of paper. The contract must be evidencedfamed, or notified in
writing.

(2) Authentication by a party to a contract. A ttadhal example from English
law is the requirement of sealing, originating frtme 1677 Statute of Frauds. With the
development of literacy, signature has become thst important formality.

(3) Requirements of attestation by a non-partyhef gignature of a document by
its party. Traditionally, this requires attestatiby witnesses but the ‘certification’ of
electronic signatures also belongs here.

(4) The involvement of public authorities, e.g.@ary in the contractual process.
In continental European countries, the notary gi@ate person acting for reward, but
exercising a truly public function. Common law cties have other institutions for the
same purpose.

Which transactions are subject to formal requiretsfei-or certain transactions,
legal systems require relatively strict formalitieBhis is the case with unilateral
obligations, or certain transaction with a largepatt, mostly related to marriage and
inheritance.

For unilateral (non-synallagmatic) obligations, .egromises of a gift, the
enforceability of promises is more limited than foutual ones. Promises of a gift are
“suspect” in almost every legal ord& — here the risks are usually high, while the

costs, which are comprised mainly of the discoursegg of donative contracts, are

“9Djrective 1999/93/EC of the European Parliamerd ah the Council of 13 December 1999 on a
Community framework for electronic signatu@3 L 13, 19.1.200Q,.2—20 Cf. Whittaker 2002.

#YCouncil Directive 93/13/EEC of 5 April 1993 on aiif terms in consumer contract®J L 95,
21.4.199329-34.

sIwhittaker 2002.

292E g. art. 932 of the French Code Civil providest tia donor is not bound until the donee has exgtyes
accepted the promise of the gift in a notarial’act.
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typically considered low. In common law, the comsation doctrine renders
‘gratuitous’ promises unenforceable, unless theerotbarty relied on the promise.
Another exception of the consideration doctrinecammon law is the enforcement of
charitable donations. Formally, it is done throughpresumption of reliance or
consideration, but in some cases courts candidipaeledge that the “real basis for
enforcing a charitable subscription is one of pulgolicy — that enforcement if a
charitable subscription is a desirable social 4.

While the institutional arrangement varies (cestife by courts, notarial
document, witnesses, etc.), formalities are alsoenstrict, ceteris paribus when the
transaction has a large impact. This applies thlhigersonal decisions where a special
importance is attached to the autonomy and delibeeas of the choice, like in the case

of surrogate motherhood, marriage or various tretimas related to inheritance.

Paternalism and formalities

Formal requirements may serve various functiond. éNery function is related to the
protection of individuals from self-harming contisic there are non-paternalistic
justifications as well. Also, paternalism is “amélient” towards formalism. Regardless
of this ambivalence, the link between the two iaightforward.

As it has already been stressed by Austin, Savighgring and other classic
scholars in jurisprudence, legal formalities arefuisfor protecting individuals from ill-
considered decisiorfs? From the perspective of soft paternalism, forreditwork as
Seriositatsindizen(indicia of seriousnes$)> The chief, economically reasonable,
potentially efficiency-enhancing function of formaéquirements is to make the
conclusion of the contract more difficult, and lmstway more deliberate, and as a result
more rational. The signature for instance not anyhenticates the document, it also
warns the party of the legal significance and tlessmbly prejudicial effects of his

adhesion to the transaction.

%3 Jewish Federation v. Barndess60 A.2d 1353, 1354 (N.J. Super. Ct. Law Div. 998&ited by
Farnsworth 2000: 404 n. 105. The reasonablenefiisopecial treatment of unilateral obligationsl an
the exception of charities is controversially dssed in legal commentary. See Gordley 1995,
Farnsworth 2000, R. Posner 1998: 108-109.

2% For references see Mehren 1998.

%Ktz — Flessner 1997: 77.
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Do bounded rationality and emotional biases justifg writing requirement?
While in the long run one can observe a tendeneyatds formlessness, due to
improved literacy and technical development, th@amorms expressed in contractual
practices move in the opposite direction: towarts general use of written contracts.
Business firms have self-interest in documentingirtiiransactions for intra-firm
reasons as well. Furthermore, in the last centuties everyday lay notion of a
‘contract’ has been attached to the symbolic fofna gigned written document. It is
somewhat unclear how this notion has changed Wituse of electronic contractify.
At any rate, it seems questionable whether the Isimyiting requirement has a
significant practical impact. As an instrument @ftgrnalism it might indeed be too
weak. Due to routinization, the manifest gestursighing a document does not imply
an empirically well-founded presumption that thentcactual consent was well-
considered and informé&d’ Still, the extra transaction costs of writing anet
necessarily wasted, as long as they can deter sgyopic or impulsive decisions.

Based on this simple cost-benefit consideratiomnbled rationality may justify
writing requirements for “high-value contracts, trawts likely to be entered into under
circumstances of emotional stress, and contraatsrétach far into the futuré®® Other
things being equal, if the potential benefits ottsuules in terms of protection are
higher, this can justify even stricter formalities.

Viewed from within their preventive function, howesy formalities are two sided.
On the one hand, formalities can indeed protecopimsticated parties from being
bound by an ill-considered contract. However, #gh parties are uninformed about
formal requirements, they can be later disappointdgen it turns out that despite their
intentions they have not entered into legally bmgdobligations. Stricter requirements
increase transaction costs, information costs anderduate the difference in
sophistication between the parties. The more fatiesl required, the greater the
tendency towards non-observation, resulting ingased legal uncertainty. Formalities

also open up the possibility for opportunistic baba The “requirement of a writing

2%The regulation of electronic contracting is beydinel scope of this work.
297 See Hillman — Rachlinksi 2002.
2% Hermalin — Katz — Craswell 2006: 46.
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operates as a trap for the unwary by inappropyiggedviding a defense to a party who
regrets an unfavorable oral agreemént”.

Thus, paternalism can provide an anti-formalisuargnt as well. In fact, courts
often exempt unsophisticated agents from strich&dities and “save” the contract, and
the “weak party” as well. The administration of rfa@l requirements can be
individualized, when judges have the discretiongtant exemptions. This increases
transaction costs. If there has been significalimee on the contract, it is enforced
despite the nonobservance of the formality. Thisasmmon, especially if the other
party proves blameworthy in not informing his partrfusually a customer) about the
formalities required by lawf°

Courts use different techniques to avoid the rabalt one party benefits from the
invalidation of the contract at the expense ofdtteer. If the form and the transaction
construct an “indissoluble unity”, the remedy imwraontractual: the law of tort, unjust
enrichment or restitution applié%. If the two can be dissolved, there are essentiaiy
ways to avoid the undesired result. The first gt tthe transaction is undone and
restitution granted. This serves the cautionary thedchanneling functions as well as
deterrence. Alternatively, the transaction can besrg effect and contractual relief
applied. This serves the evidentiary functifiThe question then arises: what is meant
by these functions?

Non-paternalistic functions
The legal literature identifies several purposegtiese formal requirements. According
to Lon Fuller's classical distinction, contractfiaimality has three function&>
(1) The evidentiary function — formality providegdence that a contract exists.
(2) The cautionary function — formality forces tbarties to slow down and think
about what they are doing.

295cott — Kraus 2003: 570.

30Formal requirements are linked to consumer primedh another way as well: making written form
mandatory serves as a proof that the informatiemdel necessary is provided to the consumer. On this
widely discussed topic from an EU law perspectee Blankowski 2005.

%1 More precisely, some of these remedies are alswidered contractual. The doctrinal boundary
between contract and tort is idiosyncratic for legystems; the issue is beyond the scope of thik.wo
%2Mehren 1998.

S®Fuller 1941.
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(3) The channeling function — formality is a simpénd cheap test of
enforceability. It is a signal to courts and torfen that the contract is good and
enforceable. Forms are the most useful to parties want to make agreements that
will be enforced by a court. In other words, if owants to make a legally binding
promise either as the promisor or promisee, ieipfal to use a form.

In the preceding section | have discussed the sefiomction as an instance of
paternalism. As to the third one, channeling, fditiea help by separating pre-
contractual negotiations from the contract. Thabtiaxts can be entered into only
voluntarily is a dogmatic cornerstone of classwattract theory. Recent developments,
however, have expanded contractual obligations¢tude pre-contractual negotiations
to some extent® This raises many interesting questions. For imgtam the online
world, contracting practices make the moment of ¢baclusion of a contract less
apparent, at least for an average customer. Tlssgses, aptly formulated as problems
of freedomfrom contract, are the subject of lively discussionlegal scholarship,
including from a law and economics perspectfe.

In modern legal systems the functions of the foitmeal are more diverse than
simply evidencing contracts, warning a would-betyagainst inconsiderate action, or
the ‘channeling’ of legal transactiof¥. Although rarely bydesign formalities also
have a deterrence effect. Increased formalitieseraiosts mainly by making the
conclusion of certain (efficient) transactions umeamical.

Formalities are instrumental in facilitating infoation disclosure as well. The
mandatory disclosure requirements often regulagddim in which information should
be conveyed to the other pafty.These issues are discussed in section 4.3.4.

Formal requirements can be economically justified deveral reasons: (1) as a

means to encourage information provision to theegarpublic; (2) for coordination; or

See e.g. § 311 11, 1Il BGB.

$55ee Symposium 2004.

3% Other scholars discuss an even larger varietga$ons for using formal requirements. Thus Heldrich
(1941) argues that formalities provide (1) clagg/to the assumption of a legally binding obligati(?)
clarity as to the content of the obligation, (3)dewnce of the transaction, (4) protection agaifist i
considered actions, (5) information for third pastabout the transaction, (6) counseling (by arpptér)
community surveillance of the assumption of certgipes of obligations, (8) deterrence of the
assumption of certain types of obligations. Accogdio Mehren (1998), here (1) and (2) belong to the
channeling function, (4) and (6) to the cautiong8y,and (5) o the evidentiary one. While all thegous
ones advance autonomy, (7) and (8) serve detdtnection and thus limit autonomy.

%7Ktz — Flessner 1997: 123,
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(3) by fulfilling the administrative needs of theghl system. Thus a written contract can
reduce the information costs of third parties wlawyehan interest in determining the
status of assets in which they also may have enclaffer and acceptance rules work as
social conventions ensuring that both parties htthe same meaning to certain actions
during the contract formation. If parties do ndtyfinternalize the costs of adjudicating
their disputes, there is a potentially non-patestial justification for evidentiary rules.
The court system can reduce its costs by requitivej evidence be presented in
standard form&%®

On the other hand, in the law and economics litkeeathe now-standard Fullerian
justification of formalities has been questioneds Bric Posner argues, the reasons
Fuller mentions might be sound, but these functioas also be fulfilled without
making formalities mandatory)? Posner claims that formalities are designed toepto
against fraud, as we have seen above with regartheoStatue of Frauds. These
requirements should ensure that contractual lighagi not imposed on a party who did
not make a legally enforceable promise. They cathbe supported by both autonomy
and welfare arguments. But why do rational and rmartwous individuals need the law
to require them to provide evidence of their agreet® If the parties alone have to live
with the risk that they will be unable to prevaila subsequent dispute, the law should
not compel them to provide other or more evidehem they see fit.

Even a non-mandatory written form can provide ewtde warnings and
channeling. The very fact of deviating from the adaf rule is then a proof that the
contracting parties have been cautious and detderaough about their obligations.
The real benefit of a mandatory writing requiremeatcording to Posner is that it

makes perjury, i.e. false claims of obligation mdifficult (costly).

4.3.2. Mandatory cooling-off
In the context of consumer contracts, one of thetmade-spread formal requirements
is the mandatory provision of a withdrawal righitea called cooling-off period. This is

a short term within which one of the parties (uutile consumer) can withdraw from

308 Hermalin — Katz — Craswell 2006: 43—44.
39posner 1996: 1980-1986.
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the contract unilaterally without giving a causeegRlations making the cooling-off
period mandatory are in force both in the Unitedt& and in many European legal
systems, largely as an implementation of variousditectives®*® While in the US the
cooling-off period is very short, ending (for goedonomic reasons) before the delivery
of the good, in the EU a number of directives aratiomal rules provide for
differentiated regulations of various lengths, aistially the good is already delivered
during the period.

As its name already indicates, the main reasopraviding a mandatory cooling-
off period is to cure the problems of weakness ilifamd other defects of rationality in
one of the contracting parties. Various emotionad @ognitive biases are typically
present in door-step selling situations where agive sales techniques are often used,
or in the case of distance purchases. More gegeeaWithdrawal period can be helpful
when, for reasons related to the contracting sdoait is not to be expected that one
party is in the position to make a deliberate choic

On the other hand, in certain markets sellers ofigosoluntarily “tie themselves”
and grant a cooling-off period to the buyers. Rwstance, it is not uncommon that
publishers are willing to refund the price of a kdwithout any further question” to
buyers who return it within 30 days. This withdrawariod is much longer then what
would be necessary for the paternalistic reasoletohg the buyer “cool off”. Thus it
probably serves other purposes and fulfills otlwersamer preferences in the particular
market.

Another complication is this: if the only econonfiimction of cooling-off periods
were to make the withdrawal from contracts conaludader cognitive or emotional
distress possible, the actual use of the good woatdoe necessary. So the American
consumer protection rule where the good is onlydetd after the period has elapsed
would be sufficient for cooling off.

Still, in the law and economics literature, anotlestification for a longer
cooling-off period has been suggest&dlt is said that in case of experience goods this

period serves to allow for information to be ga#lterabout the qualities of the

319 For an overview of the European rules see SciNilge 2007, esp. 697-713. For a law and
economics analysis see Rekaiti — van den Bergh.2000
311 Rekaiti — van den Bergh 2000, Haupt 2003.
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purchased good. The economic problem of verifying anaintaining the quality of
experience goods and credence goods is a realfomeluntarily granted withdrawal
right can indeed serve as a kind of warranty. Hewrel is not the only means serving
this function and it is also uncertain whether thigenerally the most effective one.

In the consumer contracting practice, withdrawghts are usually regulated in
the standard terms of the contract. Unless theyiradiidually negotiable and the
consumer opts out, the withdrawal right is pricedaadingly into the contract. One
element of the costs of the right is related tortieral hazard surrounding the buyer’'s
use of the good. In principle, one could imagineoatinuum of cooling-off periods of
different lengths and conditions, all correspondimgiced, the buyer getting to choose
from the menu. There are multiple reasons we dilhot observe such menus. One is
that such a practice would raise transaction cegjsificantly and the benefits of
standardization would get lost.

The question can be also raised whether the volumvision of withdrawal
periods make the legal intervention (mandatoryiogebff periods) redundant. It seems
that withdrawal rights fulfill different functionsn different markets. When the
underlying economic problem is asymmetric and nenfable information or
reputation, a cooling-off period or “money-back mdee” is often offered by sellers
on a voluntary basis.

In other markets, where the circumstances of confaamation are problematic,
mandatory and literal cooling-off periods for theybr might be warranted. The issue of
emotionally heated choice is not equally seriougach type of sale situation. Also,
cooling-off periods have some costs and drawbatks. contract price is higher for
every customer. Additionally, consumers do not hiammediate access to the good or
service even if urgently needed. Taking these &ffetto account, a cautious policy
recommendation would be that withdrawal rights $thdoe provided mandatorily only
for contracts where problems are typically and esysitically present. This can be
especially the case with door-to-door or distaretkng).

In practice, mandatory withdrawal or confirmatioaripds are granted in quite
different contexts. Often, they are related to &ittns where emotional biases are
strong and the stake is large enough to neakpostregret weigh heavily. Marriage and
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divorce, surrogate motherhood and prostitution aiéyu belong in this category? In
the case of marriage, many legal systems provigéatively long mandatory waiting or
deliberation period before the union, in order taken a deliberate decision more
probable. The main purpose of such rules is to igeovsufficient time for
reconsideration and an eventual change of mindvatidirawal before the conclusion
of a long-term contract of great emotional and miaktesignificance®® As empirical
data suggest, when newly married, people are ysoedir-optimistic about the success
of their new relationship** This effect may be counteracted by a waiting mevidich
prevents totally spontaneous unions. However,atseal effectiveness is uncertain.

Covenant marriage, which is currently available¢hree states of US, provides an
opposite exampl&® The proclaimed goal of covenant marriage legistatis to
contribute to the stability of marriages. The wayachieve this objective is allowing
couples to make divorce more difficult in a selfposed way. Couples are granted the
choice to marry either in a liberal regime with fiaoit divorce, or under the rules of the
covenant marriage which allow divorce only undetnietive conditions.

Another example of withdrawal rights concerns thgutation of prostitution, i.e.
contracts for sexual services under German conta&ct A recent amendment of the
BGB made such contracts legally enforceable banimsymmetric way:° Since 2002,
under certain conditions contracts for prostitutiave been enforceable. At the same
time, the prostitute as service provider enjoydrang right to withdrawal from the
contract at any point of time, even after paymentthe client. The client has very
limited remedies for non-performance. To be suns, is a very special type of contract.
Whether such an easy withdrawal is a sensible yoailnstrument in regulating
prostitution or not, in a more general context gukd be problematic. Contract law

would be at an end if withdrawal was possible iarg\wcase of regret.

%12 See Trebilcock 1993. As to divorce, Michael Ttediik argues for a 60 days cooling-off period for
separation agreements. For surrogate motherhoottactsr he proposes to allow withdrawal for the
biological mother after delivery.

%13 Another purpose might be to allow for others tgeoh provided they are informed.

314 Cf. Eisenberg 1995.

315For data and references on covenant marriagbtge#www.divorcereform.org/cov.html
#%prostitutionsgesetz.  For the text of the legiskati and practical commentary, see
http://fhh.hamburg.de/stadt/Aktuell/behoerden/bsgimdheit/gesundheitsfoerderung-und-vorsorge/zz-
stammdaten/download/prostitutionsgesetz, propertyresopdf
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Returning to the domain of the regular sale of oamsr goods, it should be
analyzed empirically, how widespread and how d#ff¢iated the use of regulated and
voluntarily granted withdrawal is, in practice. Awc empirical findings show that
actual withdrawal from contracts is rafé Although it is hard to find an explanation for
this in terms of standard law and economics, thare several psychological
mechanisms that could be behind this low rate: itmgndissonance reduction, the
endowment effect (loss aversion), and self-confignibias. Even if the buyers regret
their choice afterwards, they tend to keep the géadit has often been observed, out-
of-pocket costs count more than opportunity cos¢siple value goods they physically
possess higher than the amount they would be wgiliimpay for having it. If one has
bought the good for cash but has it now as an engow; he is unwilling to sell it for
the initial purchase price. One may also be rehtdia send it back because in this way
they would have to recognize and acknowledge tiey thade a wrong choice. This
reluctance is aggrieved if making use of the rigbquires costly or burdensome
procedures. In sum, it is possible that the patistiarule allowing people to “cool off”
does not work effectively because there are otlkdated emotional and cognitive
mechanisms that have not been taken into account.

If the cooling-off period is justified in the firglace, the other biases inhibiting its
use should be also eliminated. One way to get arolie biases that inhibit consumers
from actual withdrawal is to modify the cooling-affile in the following way. The
buyer is provided a short period to confirm his isien to buy the good. Without
confirmation, the contract would not be valid. Aem® commentators suggest, this
would provide an argument for changing withdrawarigds into confirmation

periods®'®

4.3.3. Mandatory advice
There are large differences with regards to theredegnd extent of contractual
restrictions across countries. For instance, inl&@mythere are relatively strict formal

requirements, which must be complied with, beforenalividual is able to pledge their

317 Eidenmiiller (2005) cites data about withdrawaésebetween 0.8 to 1.8 %. Epstein 2006a: 129 cites
anecdotal evidence for the irrelevance of the inufgractice.
$8Eidenmiiller 2005.
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land as surety against their spouse’s loan, whil@ermany the limits placed upon this,
are much less striét? As mentioned above (section 4.3.1), one kind odlifjed
formality is to require that (one of) the partieke the advice of a third, uninterested
party before signing the contract. This advisorytypaan be a financial consultant for
credit contracts, or a notary in other cases. Ashaee seen, in Continental legal
systems many contract types require a notarial farhre idea here is that the legal
expertise of the notary should provide a safegagalnst uninformed or misinformed
self-binding obligationd® This brings the notarial form close to the mandator
independent advice requirement. To be sure, tisemeuch variance in the doctrinal and
technical details of these requirements acrossdiations. This leads to one asking a
general question first, as with formalities andharawal rights: why is the seeking of
such advice made mandatory?

In practice, contracting parties often use theisesvof advisors and experts on
their own initiative. In theoretical terms, to a8k such services is a second-order
decision which can work as a device to cope witt'®tack of information or bounded
rationality®?! Making this assistance mandatory is potentiallyepalistic; it needs
further justification. One justification may be thexistence of possible third-party
effects. When the validity of a contract requirke assistance, authentication or other
collaboration of a public authority, this may faete the control of the contract’s
content under other aspects (e.g. taxation or alier party interests). However, when
such considerations are not present, the econ@tionale of the rule is questionable.

From an economic perspective, the problem is smtdaproduct liability or a
warranty. Making these terms mandatory is ofterattarized as mandatory insurance.
There is now a huge economic literature discussihgn such regulation is efficient
and what its distributive consequences®afélhe two main factors that matter in this
respect are the market structure and the homogemelteterogeneity of the customers.
Specifically, with regard to independent advicesthieans the following. Unless the
advice is financed out of taxes or its price iseotise regulated, the costs of such

expert services are borne by the customers, ieecldss of the (alleged) beneficiaries,

$95ee Collins 1999: 174-175.

3200n the precise rules see Mehren 1998.
#15unstein — Ullmann-Margalit 2000.
32235ee, e.g. Schéafer — Ott 2004, Rubin 2000.
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either separately, or included as part of the Ugithgy contract price. Whether there is a
cross-subsidization within the class depends ohatsogeneity and on the competitive
structure of the markét?

The issue might also have a political economy d@sgeevell. The mandatory use
of experts is somewhat similar to the case whetfepsional licensing is justified by
“the customers’ need for protection”. In such case®nomists often find that the true
motivation behind the regulation is the rent-seglkactivity of a well-organized group
of professionals. These professional groups aiegro create, extend and/or protect
the market for their services. Such possibilitibewdd make one careful about the
arguments for mandatory contract terms which aneireg from stakeholders.

A special case of mandatory advice is related tcetgship and guarantee
contracts. Currently, these are the subject ofragoimg discussion on a new European
regulation®* For a couple of years, some public attention heenkattracted to these
issues by controversial judicial decisions in Geamné@Burgschaftsfally England, and
elsewhere. In some of these cases, family membgrsally wives and parents were
exempted from their contractual obligations as tseseessentially on fairness grounds.
Sometimes even their constitutional rights haventmeked*

Do these people need special legal protection®, Iinrswhich form? As Michael
Trebilcock and Steven Elliott have argued in a gidtul paper, financial arrangements
involving family members confront the economic asa of law with extremely
complex problem&?® On the one hand, within the family, calculativends less
pregnant, while altruism is frequent. On the othemd, strong personal ties often imply
power relations of such intensity that they wowdduire, in an extra-familial context, a
strict legal response. Still, there are strong aeasagainst interference with family
finances.

From an economic perspective, what mainly mattegstize incentive effects of
such protective rules. In this view, even if ipist into practice througbx postudicial

decisions, paternalism should be assessed froex amteperspective. There is a wide

323 Craswell 1991.

324 See e.gEuropean Review of Private Lawl. 1 (2005) issue 3.

3250n the impact of constitutional law and human trigi contract law see the Conclusion, esp. note 439
below.

328 Trebilcock — Elliott 2001.

114



range of options, from non-intervention throughechg-case assessment, to general
prohibition. Trebilcock and Elliott suggest thattgraalistic protection by mandatory
procedural rules represents a sensible solutiory Tonsider the best way to handle
family surety cases is by requiring the suretyaketindependent advice on the legal
and economic consequences of her obligations amdatcee this rule mandatory. This
procedural limitation on freedom contract is, oficse, costly. Nevertheless, it serves as
a safeguard against more serious losses On the ludind; it still leaves the ultimate

decision with the suret}”

4.3.4. Information provision and disclosure

Contract law deals with several situations whepaclly, at least one contractual party
has imperfect information. Both asymmetric and sytrio informational imperfections
are possible cases for soft paternalistic intereenti.e. regulation promoting well-
informed choices.

In general, the regulation of information provisiand disclosure is not easily
distinguished from paternalism. The question her&éow much information is required
for the exercise of an autonomous choice. Or stdiféetently, if one party to a contract
is substantially less informed about some asped¢h®fsubject matter than the other,
should contracts be unenforced or enforced on rdiffeterms, on that account. The
problem is, of course, that information is almobtays imperfect. In terms of the
doctrines of common law these cases of informat&lure include fraud, negligent
misrepresentation, innocent misrepresentation aatenml non-disclosure.

Symmetric information imperfections are covereddmytract doctrines such as
frustration, contract modification and mutual mk&taThese legal doctrines define the
scope of permissible private or judicial adjustrsetat contractual relationships in the
light of new information. The law and economic®igture generally argues that in
long-term relationships there are a range of cohied and other strategies for adjusting
the allocation of unknown and remote risks: expliosurance, hedging in futures
markets, indexing clauses, ‘gross inequities’ aaysarbitration, and others. The

absence of such devices from a long-term contnagtadly implies that the promisor

%7 bid.
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agreed to assume the risk in question. Still, thrarght be cases when this sort of
informational deficiency justifies mandatory legales>?®

Economists in general view information regulatiart as paternalism, not even as
addressing individual consumers. It is rather atereid as the correction of a market
failure, the improvement of market efficiency which a macro phenomenon. The
starting point for the economic literature on im@tion-based market failures is that
the information possessed by consumers about pratharacteristics and prices in
markets is incomplet&’ The implied role of government concerning inforimatabout
product characteristics is to encourage markeefto provide incentives to reveal the
guality of products. These information remedies barcategorized into three classes:
(1) removing information restraints; (2) correctingsleading information; and (3)
encouraging the supply of additional information.

Examples of the first class mentioned above woeldtb prohibit restrictions on
advertising by professionals such as optometrdgsiists, accountants and lawyers”
and “canceling general trademarks such as aspirth cellophane®° The second
implies legal restrictions on fraudulent claimsgroduct advertising and on product
packaging, while the third requires the “standaation of the definition of terms and
the establishment of scoring systems for measunmgprtant product characteristics;
mandating disclosure, often linked to a standaddimetric.’®**

Disclosure rules in contracts regulation requie khowledgeable party to supply
a less knowledgeable party with different typesédrmation, either before or after, the
conclusion of the contract. Recently, the consupretection policy of the European
Union has been mainly focusing on information psami3*? Information-forcing or
penalty default rules (cf. section 4.1.1.) giveiiadt incentives for such disclosure.

Government regulation of the content, presentatmoation, structure and format
of the information on product labels is crucial. vitever it is also important to
acknowledge that “providing too much information @n product label can be

328 For more on this see Trebilcock 1993: ch.6 (p-12B).
329 Magat 1998: 308—309.
330 Magat 1998: 309.
%1 bid.
332 For a critique of the information model of EU somer protection based on behavioral law and
economics see Rehberg 2007.
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counterproductive in the sense that label clugduces total recall of the information
on it.”*%3

Either disclosed by central agencies, or contrgcpartners (producers), such
information is usually technically complex and tbensumer has limited abilities to
process it. For information-based regulation to kyomformation-processing by
consumers is crucial. In this respect, behavioaal bnd economics scholars have
proposed several new insights.

| have already discussed the regulative idea obiaséng through law” and
mentioned its implications for product safety region** It is a well-established fact
that consumers are asymmetrically uninformed abwitsafety features of most of the
products they purchase. Mandatory disclosure rements are a wide-spread
legislative response to this kind of informatiomaymmetry, both in the United States
and in Europé™ In principle, this is a preferable way of intertien, as information
provision respects individual choice. In practidesclosure does not necessarily work
well. One reason for this is that people do notess the information in a rational way.
Not only that they deviate from Bayesian theory.eivif their understanding
(estimations) of the general risk probabilitiesc@rect in a statistical sense, they are
overly optimistic about the occurrence of safesksiin their own specific case. In the
psychological literature this is called over-optsmibias. The idea of debiasing through
law is to remedy this bias by making use of angttier availability heuristic. By using
vivid and personified examples, the tendency towamderestimation of personal risks
can be compensated. If people are confronted lhgrg about a recent real-life case of
harm caused by a defective product, they become @mare or even overly aware of
the risks involved.

To be sure, this rudimentary idea of debiasinguglolaw should be refined in
many ways before making actual use of it in infaiora regulation. Even if the
psychological argument is sound, a traditional llesgdnolar would definitely have a
large number of doctrinal and systemic argument® aghy the idea cannot be easily

put in legal form. Still, the basic notion behirdst regulatory idea is plausible, some

333 Magat 1998: 310.
334 Jolls — Sunstein 2006, see section 2.4.3.
335 See e.g. Grundmann — Kerber — Weatherhill 2001.
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would even say trivial. The way information is commcated matters. Consequently,
information should be provided to people in a whgttallows them to process it
properly. Or if they process it poorly, the way pfovision should be calibrated
accordingly.

In sum, the mere provision of more and more detaiéormation does not necessarily
make the consumers’ choice more rational and autons. “The maximal
effectiveness achievable by information remedidsariged: public policy makers must
choose among (1) less then perfectly effectivermatdion-based policies, (2) imperfect
forms of direct and more restrictive regulationclsuas product bans and quality
standards that override market decision making, &Bd no intervention thus
unregulated but inefficient market$® Information provision is an imperfect tool for

paternalistic intervention.

4.4. Substantive limits of freedom of contract

As we have seen, procedural rules require certetiores to be taken (or not taken)
either before contracting or during the contracte&tionship, without constraining the
parties from agreeing on terms they find fit. Sah#te rules, in contrast forbid the
agreement on certain contractual terms or on cesabjects. Instead of thew they
regulate what individuals can legally (enforceably) promise tooter. Logically,
substantive rules can be either mandatory or defalks. Substantive limits are
extremely numerous and varied in modern legal systespecially in their mandatory
variant. Most rules of labor law, tenancy law, onsumer protection law belong here.
As long as these rules are imposed on individuatsrder to promote their good, these
are the most straightforward examples of pateraliistervention in contracts. Because
of the heterogeneity and extent of such rulesystematic analysis is provided here. In
this section | will rather focus on a few generauses that are characteristic of most

modern contract law regimes.

3¢ Magat 1998: 312.
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4.4.1. Unconscionability and unfairness: procedure and
substance

Besides formal requirements, modern contract layjymes regulate the content, i.e. the
substantive provisions of different contracts great extent. In a couple of cases, these
two aspects are not clearly separated. When a aminterm is unenforced for
unfairness, unconscionability or gross disparityg procedural and substantive reasons
evoked are often combined. At any rate, most okdheules can be backed by
paternalistic justifications.

The Anglo—American doctrine of unconscionabiffifytechnically operates as an
excuse. In the case of a sales contract, whendiher svants to collect the price, the
buyer may refuse, by referring to the formal antdssantive unconscionability of the
contract as an excuse for non-performance. This¢ridechas been interpreted in an
enormous amount of legal literature, especiallytie US®*® In different European
contract law regimes, there are other doctrines sesve a similar function. This
substantive control of the contract is usually dex@ostoy the judiciary, by applying a
general clause of the respective civil code, mosalily some version of an objectivized
requirement of good faith. It may be interestingdentify and analyze the case-groups
where unconscionability stands as a Idgabn de parleffor paternalism.

Let me start the comparative overview with the flehe UNIDROIT Principles
on International Commercial Contracts. It shouldno¢ed right at the beginning that
between merchants judicial cases about contratistbased on gross unfairngss se
are extremely rare. Nevertheless, art. 3.10 of Rhaciples on “gross disparity” is
designed to police the combination of procedurdl substantive unfairness. In this rule
the civil law concept oflésion merges with the common law notion of
unconscionability. The rule seeks to identify remedor abuse of the weaker party
which keep the contract alive, rather than undasitis the case under most national

laws 33°

%7 An early law and economics analysis of unconsatidlity is Epstein 1975. For the comparison of
mainstream and behavioral economic arguments consagnability see Korobkin 2003, 2004. See also
Schwartz 1977, Collins 1999: ch. 11, Hatzis — Zgiaoni 2006, Spector 2006.

%8 3cott — Kraus 2003: 553-569.

%39Bonell 1997.
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In national laws, there are different solutions. eOapproach, followed by
Germany'’s civil code (BGB 8138), the Scandinaviamntact Law (Arts. 31 and 36)
and the Civil Code of Québec (Arts 1406 and 1437joi deal with procedural and
substantive unfairness separately. Thus, besidesscahere one party takes unfair
advantage of the weakness of the other party iardodobtain an excessively favorable
bargain, there are cases where contract termseamaeat! to be “grossly unfaiger se,
and set aside even without procedural unfairness.

The other approach is to combine the two aspects single provision. This
makes it possible to grant relief only for substentinfairness. This is the case with art.
3(1) of the 93/13 EC Directive, or art. 110 of tAgerian Civil Code, albeit for
standard forms only.

The UNIDROIT rule has two requirements for avoidiag contract or an
individual term®*® There should be “gross disparity between the alibgs of the
parties which gives one party an excessive advehtdderefore the disparity between
the values exchanged must be excessive. The digegumn must be so great as to
shock the conscience of a reasonable pefSd®econd, “the excessive advantage must
be unjustifiable”. This is in line with the tendgnwhich is becoming more and more
prevalent in domestic laws, to consider procedaral substantive unfairness as two
distinct, but in most cases interrelated matters.

This interrelatedness is the case in a third gafugontract codes, namely art. 21
of the Swiss OR, art. 1448 (1) Italian civil cod8 of the Israeli General Part of the
Law of Contracts. French, German, English, Ausaralind US courts also are inclined
to find unconscionability where elements of botbgadural and substantive unfairness
are present’” The former means the absence of a meaningful ehmjcone party.
Courts speak of the latter occurring when the emttreallocates the risks of the

bargain in an objectively unreasonable or unexpectanner®?

%0 Bonell 1997: 162—168.

%1 Comment 1. to Art 3.10 of the UNIDROIT Principles

*2Bonell 1997.

%3 As to the remedies, France, Belgium and Austriavk gross imparity léesio enormis The civil
codes in these countries provide that the judgeuldheet a fair price. In England, the remedy is
rescission. In Switzerland the High Court has thergr to modify the contract. In Germany, BGB allows
for the adjustment of excessive penalty clause$oorinstance, in a long term beer supply contréw,
duration clause can be adjusted to be reasonabthe [lUNIDROIT Principles the sanction is, normally
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In fact, unconscionability is not always about thgbstance of the contract.
Imagine there is a fully riskless, but simply inwotary, exchange at issue. Here to
make a judicial remedy available might be necesgargrder to provide incentives
against coercion, fraud or misrepresentation (ettisn 4.2). Still, as long as it is
practically impossible to test the state of mindhe contracting parties, and the other
doctrines would need this proof, unconscionabildgn be used as proxy for
involuntariness|If the consent was not voluntary or informed, éimel requirements for
a formation defense are difficult to prove for preal or evidentiary reasons,
unconscionability can provide relief. This is the@ywRichard Epstein interprets the
unconscionability doctrine. As he argues, obviouslgfficient contracts should be
taken as presumptive evidence of some underlyioglem such as incapacity or fraud,
which are sometimes too hard to prove direttfyAs an empirical generalization, gross
disparity or value inequality between the two perfances may signal involuntariness.
Based on this generalization, voluntariness andifibrmation might be ascertained
through substantive fairness rules.

In fact, as Richard Posner argues, this is the seaye courts interpret the rule in
the US. “Inadequacy of consideration is always piddly relevant as circumstantial
evidence of duress, mistake, fraud, or some ottmrngl for setting aside the contract.
The less adequate it is, the stronger the evidgreigect will be.”®*

In the other extreme, the question can be raiseztheh purely substantive limits
on contractual freedom can be justified in order pimtect the interests of one
contracting party? This would be a clear-cut cakéard paternalism. Suppose the
contract was formed fully rationally but under urtasty. If unconscionability is
applied in case of the transfer of a good of ur@ervalue, this may facilitate simple
opportunism by the buyer. After finding out thattred had bad luck, i.e. the low-value
case materialized, he refuses to pay and asksthrefor assistance to rescind from the
contract. Only those with bad luck go to courtpasre precisely their partners have to
go there because of non-payment. To give reli¢h@se cases is clearly inefficient as it

gives incentives to engage in opportunism.

the avoidance of the contract or its individuahter But on request of either of the parties, thartcor
arbitral tribunal decides whether to avoid or adhptcontract, and, if adapted, on which terms.

344 Epstein 1975.

%% R. Posner 1998: 111.
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It follows from the very binding nature of contracthat the realization of a
previously known risk or in other wordex postregret is not a sufficient reason to
allow withdrawal. We discussed in section 4.3.2 liogpoff periods as procedural
techniques which relax this bindingness to someergxtThe justification of this
exception is related to the circumstances surroundle conclusion of the contract.
Also, in a few other cases tlex postwelfare or interests of a party may matter and
eventually justify withdrawal, but these cases aaee exceptions. At any rate,
procedurally fair but risky exchanges are not thet@l domain of application of the
unconscionability doctrine.

When ex ante i.e. at the time of conclusion, the consent wabstantively
voluntary and well-informed (in the sense discussedection 4.2.), no procedural
unfairness occurred. In such cases, autonomy-libeedes cannot justify intervention.
In contrast, a simple welfare-based theory canedddsuch an intervention would be a
pure case of paternalism: overriding a voluntatyoacof someone in order to promote
her welfare.

The claim that people know their interest bestnsempirical generalization. In
the rare cases when it is false, mandatory termdicipl modification or non-
enforcement of the contract can be, in the maistifjad paternalistically. This raises
the question: should then clearly inefficient cants be left unenforced or modified? At
first sight, welfarism implies this. However, thesaver would only be affirmative if we
abstracted from the institutional setting in whible question is raised and the wider set
of incentive effects such intervention induces.wié take these into account, the
welfarist case for paternalistic intervention beesrmuch weaker.

As a matter of fact, there can be clearly ineffitieontracts which the parties
conclude substantially knowingly and voluntarilftea an erroneous evaluation of the
promised performance. In some individual casesrtsatan be better at judging the
efficiency of the transaction than the paternalipedty. “If an expensive English-
language encyclopedia has been sold to a childlesple that does not even speak

English, or if fifty years’ worth of dance lessohave been sold to an eighty-year-old
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widow, it is difficult to argue that — at least ihese cases — a court could not make a
better judgment that made by the individuals inedl{?*°

Granted this might be the case, the next quessiavhiether courts ares a rule
better at identifying such cases than the partiemselves. Courts also make errors in
identifying inefficiency. It is a close question gther the total loss from errors can be
minimized by allowing or prohibiting such intervests. In many modern contract
laws, there are rules that help judges in clasuifytases, or set further restrictive
conditions for granting relief. For instance, to aliiy for a remedy, the
unconscionability has to be ‘extreme’, ‘gross’, vius’, etc>*’

An additional argument against intervention is mibxoretical. It is based on the
consideration that it is not only the efficiency tbe performanceof contracts which
matters, even from an economic perspective. AsditiCraswell has argued, modern
economic theory of contracts links the enforcegbitif promises not simply to the
efficiency of performance but to the overall incdeateffects the contract generates. The
set of actions to be taken into account when calirg the net incentive effects
includes pre-contractual behavior, reliance, prgoau against non-performance,
mitigation and a number of other choices and dessi*®

Especially in unconscionability cases, two furtleéfiects are relevant. The non-
enforcement of such contracts would “change sélierentives to seek out certain
kinds of customer, or to raise the price chargedrtoentire class of customers who
might later be released by court§*

After the American cas®Villiams v. Walker—Thomas Furniture €¥.had been
decided in favor of the low-income customer, basegbart on the argument that a
contract with a cross-collateralization clause mEanscionable, much attention has
focused on both legal and economic aspects of tbielgm. The federal government
commissioned sociological and economic researchthen characteristics of the
consumer durable markets where cross-collateralizand other ‘unfair’ clauses were

supposed to be especially prevalent. It turned that both in economic and in

346 Craswell 2001: 37-38.

347Cf. the Latin term laesienormis.

348 Craswell 2001.

349 Craswell 2001: 38, cf. Schwartz 1977: 1076-1082.
80121 U.S. App. D.C. 315, 350F. 2d 44965).
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sociological terms, there are significant differencbetween the low-income and
middle-income segments of these marR&tsOne of the differences is this: “Low

income customers may be purchasing a particulas sakthod more amenable to their
backgrounds and traditions. Immigrants from a rwakld may seek not only the

physical good but also a personalized sales mefices to customers will rise with

the increased costs of buying from a sales perdamkmows one’s name, one’s family,

and one’s interests and who consents to talk abeut.”®*?

This suggests that the reason for higher pricesermin market segments is not
simply oppression, fraud and the like. Rather flests economic characteristics, such
as higher credit risk, collecting costs or markgticosts in the particular market
segment. These contracts are not necessarily utiooable; ergo they should not be
abolished. “The court should look to comparablekei and adjust for cost differences
to the seller.®*?

To be sure, this argument cannot answer all fasrnelated concerns. There are
different ways to understand “unfairness” in consuntontracts. According to
economic theory, the test should be based on wlaabnable parties would have agreed
to in the absence of transaction costs. For instaihés reasonable to assume that they
would have allocated risks to the cheapest cosidarxoWhen it is not reasonable to
prevent the risk but insurance can be bought, siekuld be allocated to the cheapest
insurer; when insurance is not available, to thgesor risk-bearer.

In fact, there are many empirical investigation® iwhether real-world contracts
are unfair in this economic sense. As anecdotalegwe, consider the recent examples
when the bounded rationality of customers is exptbby health clubs or mobile phone
companies which charge high switching costs or exsts. Nevertheless, even when it
can be established that the contract price or @cpkar practice is not efficient, the
remedy for unconscionability may not lie with theuds. Such practices are often also
sanctioned in competition law, for good reasons.

If the existence of oppressive terms or exorbipaites is not due to fraud, duress

or misrepresentation, then they may be related toket imperfections. Private

%1 See Collins 1999: 106—7, 262—265, Korobkin 2004.
32 Kornhauser 1976: 1171.
353 Kornhauser 1976: 1180.
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litigation is a very ineffective way to redress Isuproblems. There are economic
arguments against judicial intervention in suchesas

As discussed above, non-enforcement leads to al rhaeard problem for the
“weaker party”. It can also induce opportunistibéeor by the stronger party who can
take his chances and include potentially unconsdtiten clauses in the contract,
considering that in the worst scenario, his surpugduced by the court to the normal
rate. One solution to this latter opportunism maydvoid the contract if the key terms
are unfair or unreasonable, but this remedy isatways available or desirable. Judicial
solutions to unfairness also lead to inequity, asape adjudication is by its nature
unable to compensate every consumer for their $osBersons who failed to purchase
because of too high prices or too low quality haecause of action though these
unrealized sales represent the efficiency losh@farket.®*

In sum, procedural unfairness can justify soft patkstic intervention both under
an autonomy and welfare account. Substantive urdss can be given an economic
interpretation as well. But private litigation is #&neffective and potentially counter-
effective remedy: legislative or administrative emties are thus necessary. Contract
law and the judicial remedies for unfairness shaaldcentrate on procedure and not on
substancé>

4.4.2. ‘Immorality’ as paternalism?

There is a striking similarity across jurisdicticssout the typical cases where either the
nature of the transaction itself or the motivatidrehind it are deemed “against good
morals”3*® Here | only refer to one group of cases, thosatedlto sexual morality. For
instance, a contract for taking contraceptives gairsst good morals and void in
Germany®®’ The German Administrative Court has ruled thappsieows are illegal as
violating the inalienable human dignity of wom®&h.In contrast, as noted in section
4.3.2, for paternalistic reasons the contract éxusl services is not illegal as such but it

4 Ipid.

%35 Cf. Hatzis 2006a.

% For an overview of these case-groups in Freneinm@n, Swiss and English law, see Menyhard 2004:
89-92.

%7K otz — Flessner 1997: 110 n.91.

%% BVerwGE64, 274; 84, 314. Cf. Enderlein 1996: 158ff.

125



is practically unenforceable against the prostit@Recall, this is formally a kind of
cooling-off period that can be used by the “selleafter the performance of the
“buyer”.)

In other countries where prostitution is illegakg@ments similar to those
discussed with regard to commodification (sectioB.22) and exploitation (section
4.2.3.) can also be raised. By prohibiting, usuptr, individuals to make their life by
offering sexual services, their revealed preferdiocehis work is overruled and their
voluntary choice limited. As a consequence, it ¢edol the double bind effect, as
discussed above. As a result, the persons supposedprotected may come out worse
off with the prohibition than without. To be sutlge prohibition of contracts violating
sexual morality can be backed by several non-palistit arguments. Social burdens,
externalities, exploitation might all be relevakthat makes the issue a deep moral
problem is that a fundamental conflict between aomoy and human dignity seems to
be at stake. Whether such a conflict is in factsgie will be further discussed in the

Conclusior™®

4.5. Paternalism through contract interpretation: t he contra
proferentem rule

4.5.1. Policy purposes and the incentive effects of contract
interpretation

Much has been written in the doctrinal legal litera on the modes of contract
interpretation — explaining their historical baokgnd, comparing various jurisdictions,
interpreting and systematizing case law, or arguiog a particular interpretative

method®® It seems probable that there is no single mettad would be overall

%9 Besides immorality, another doctrinal categorgusti be mentioned. lllegality is a catch-all catggo
of various reasons which only have in common thaytare prohibitions outside the domain of contract
law. As discussed above (section 2.2.5.) thesdatshs can be either justified by externalitiesacked

by legal moralism.

%9 0On the doctrine in the US see Scott — Kraus 2@B3:6; on contract interpretation in European
jurisdictions see Kotz — Flessner 1997: ch. 7; oanEe see Ghestin — Jamin — Billain 2001: 18-75.
Useful overviews of legal scholarship on contrateiipretation: Farnsworth 1967 (focusing on common
law countries) and McMeel 2005 (with main focuskngland).
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desirable, and thus, that a pluralist approach lshioel preferred® This insight alone,
however, is too general to be useful in instituilothesign or as a theory of adjudication.
It should be fleshed out with empirical hypothese®l normative criteria for the
prediction and evaluation of the likely consequenakthe use of different methods of
interpretation under different circumstances. Noworder to build such a full-fleshed
theory, much more information would be necessaan ik currently available. It is thus
not surprising that most theorists merely suggestwple of heuristics, i.e. relatively
simple rules. These heuristic rules should guiderpmetation for groups of cases that
show certain common characteristics; but they Igledve the domain of application
and the “rules of conflict” between heuristics uasfied. For instance, a rule of thumb
can look like this: “when X prevails, follow a moi@malist interpretation, other things
being the same®?

Still, there is one important, though elementangight that should inform every
normative theory of contract interpretation thapiees to be of practical import: the
method of interpretation influences how partiestevitheir contract. More generally,
rules of interpretation are not simply tools in ex postepistemic (hermeneutic)
exercise: they have a profound effect on party beh&x ante both on the drafting of
individual contracts and more widely on the changebusiness standards and trade
usages. A theory of contract interpretation showalkle these incentive effects into

account®®

%1t Greenawalt 2005. As George Cohen (2000: 9%sdcourts do not — and never will — use pure
interpretive methodologies, but tend to switch bacid forth depending on the circumstances.” Of
course, legal scholars have a lot to say on thetmurewhich pattern this “switching” should follow.
From a law and economics perspective, Cohen sugygbst the choice between textualism and
contextualism should depend on (1) the transaatasts of drafting, (2) the relative likelihood adwrt
error and (3) the risk of opportunistic behavioof@&n 2000: 78).

%2For instance, textual-formal interpretation isatislely more important for experienced commercial
parties while contextual (substantive) interpretatis better suited to transactions involving consts

and other non-sophisticated parties (Katz 2004).588tz lists several simple heuristics for the icko
between formal and substantive contract intergoetafor alternative suggestions see Schwartz -+ Sco
2003: pt. IV (p. 569-594), Kostritsky 2007.

33For the law and economics literature on differaspects of contract interpretation see e.g. Goetz —
Scott 1985, Ayres — Gertner 1989, E. Posner 1988e@ 2000, R. Posner 2005, Shavell 2006, Hermalin
— Katz — Craswell 2006: 6394, Kostritsky 2007. Economic arguments against paternalism in business
contracts see Schwartz — Scott 2003: 609-618.
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In the doctrinal legal literature the common inientof the parties is considered
the “natural” or straightforward starting point ebntract interpretatioff’ This is
mainly due to the fact that the implicit, or oftexplicit, contractual theories behind the
rules of Western legal systems (i.e. bargain theail} theory, party autonomy) are
reflected in contract interpretation. As we havensen chapter 3, there are both
deontological and consequentialist arguments stipgorthe view that the main
function of contract law is to enforce promises,ewltertain conditions are fulfilled,
and thus provide legal assistance to private arme realizing their goals in a
cooperative way.

It is important to note that this link between cant theory and method of
interpretation applies to the exceptions as weteeBom of contract is a general
principle of contract law; still many substantivées are not supposed to enforce the
parties’ intentions, actual or hypothetical. Rathikey set limits to freedom of contract.
Similarly, while the objective of contract interpggon is, at least ultimately, the
enforcement of the parties’ bargain, in some c#sesmmediate goal is not to find and
give effect to the intentions of the parties butatthieve other end§’ In fact, the
guestion whether and how interpretation can be usembntract regulation has been
constantly raised in contract law scholarship siteeception.

In this section | analyze the different versiongh@contra proferentengoctrine.
Contra proferentenrefers to a specific group of contract interpiietatrules which
divert from the general concern with parties’ intens and reflect policy
considerations, in part paternalistic ones. Therdw provides that ambiguities in the
language of a written contract should be constragainst the drafter of the unclear

contract clause. According to a modern Americanroemtator, the “rule is not actually

%“Besides national legal systems (art. 1156 Freneh@de; §133, 157 German BGB; Art 1362 Italian
Codice Civile; Art 18 Swiss Law of Obligations; 85! Québec Civil code; 2-202 UCC; Restatement
(Second) of Contracts, etc.), various internaticagieements and “soft” legal instruments contalasru
on contract interpretation (Art 8 CISG; Art 4 UNIDRT Principles; Ch 5.101 Principles of European
Contract Law.).

%54t is striking that some interpretative rules ebnstruction take as their starting point not théent of

the drafting parties (which would resemble majaiaa gap-filling), but instead the interpretatiorhich

is least favorable to the drafter. Such rules amergy evidence that common law lawmakers have long
understood the value of information-forcing rul@e contra in contra proferentem rightly suggests a
penalty; the interpretative presumption is not dmsbecause we think that the most negative
interpretation is what the drafter or even the deaf normally wants, but rather because the rule of
construction is a stick to force drafters to ed@cabn drafters.”Ayres 2006: 596. Below, | discuss the
information-forcing function of theontra proferentennule in detail.
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one of interpretation, because its application dussassist in determining the meaning
that the two parties gave to the words, or evennteaning that a reasonable person
would have assigned to the language used. It isflgha rule of policy, generally
favoring the underdog®®®

On the explanatory level, | discuss the origins difigérent versions of theontra
proferentemrule as an element of the interpretative canonghese contract law
regimes and the ways the rule has been used isetivece of various policy purposes,
including paternalism. Normatively, | analyze th@gmtial justifications for theontra
proferentenrule. | argue that theontra proferentenmmule should be conceived of, and
used as a penalty default rule, i.e. an instrurtimcentivize the drafting of contracts
in optimally clear language. | also discuss thermtetation of insurance policies as an

example.

4.5.2. Comparative overview

In the Romanistic legal systems, there are seva@tims of interpretation in the
respective civil codes. One maxim provides thahteshall be interpreted in light of the
whole contract or statement in which they appeaotlzer that contract terms shall be
interpreted so as to give effect to all the terather than to deprive some of them of
effect®®” These maxims are rooted in Roman law, as colléntddstinian’s Digest and
further commented upon during the late Middle Aged the early modern period. The
Roman law rules themselves can be traced back yntustthe period when Greek
philosophy (dialectics and rhetoric) had some impas Roman legal thinking.
Nowadays, the general opinion about these maxirtisaisthey are of little practical use

ascodifiedrules: they merely state what common sense welllthe judge anywa3’®

% Corbin 1998: 306.

%7See art. 1157, 1158 French Code civil, art. 128415286 Spanish Cédigo civil, art. 1367—1369 Italia
Codice civile, art. 4.4-4.5 UNIDROIT Principles. tilre Middle Ages, these maxims were transmitted to
and became known in English law as well. During thefting discussions of the German BGB the
codification or otherwise of these non-substantivies was explicitly considered and rejected. Later
codifications, like the Hungarian (1959) or the &utCivil code (1992) do not contain maxims of
interpretation either.

%8I0 France, this list of maxims is sarcasticallyles “guide-ané in commentaries. Indeed, their
relevance is minor as tl@our de Cassatiomas decided very early that these interpretatilesrdo not
have a normative (obligatory) character — they $ingerve as facultative rules or recommendations to
judges. In practice, this means that the judgméatlower court cannot be revised based on thetiai
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Origins and Continental development
Among these maxims is art. 1162 of the French @odk the rulecontra stipulatorem
which originates from the Roman jurist, luventivslslis®®® This rule is also codified in
a number of other legal systems but, as we shallises of a very different nature than
other interpretative maxims. In modern contract, ldvcontra proferentennule means
that an ambiguous contract term should be constouadterpreted against the drafter,
or more precisely against the party who “proffeitsbr who wishes to rely on it in a
contract dispute. Some version of this rule carfdbad in common law jurisdictions
(UK, USA, Canada, India), the Romanistic legal fignfiFrench, Belgian, several Latin
American civil codes), as well as in the Austrianilaccode as a general contract law
rule3"° Later, starting with Italy in the 1940s, the rtles been codified in the rules for
standard form contracts in many countries. In edtiiave, from the 1970s, tleentra
proferentemrule has been explicitly used as a means of coesymrotection — now
figuring in the various legal instruments usedrisgulating consumer contracts.
According to art. 1162 of the French Code Civihy iase of doubt, an agreement
shall be interpreted against the one who has stigd) and in favor of the one who has

contracted the obligation”! According to art. 1602 (2), in a sales contrachy‘a

of the maxims. Similar applies to England: “Therfoas of construction’ and the Latin maxims which
most lawyers associate with the exercise of in&tgtion are almost redundant in practice.” McMeel
2005: 262.

%90n the origin of theontra stipulatorerftontra proferentemule see Troje 1961, Wacke 1981, Krampe
1983, 2004, Honsell 1986. These accounts subswiddferent (partly incompatible) theories regagli
the original function and meaning of the rule.

$70Characteristically, the rule was included in & tEuropean codifications until the end of thd' 19
century, e.g. in the 1794 Allgemeines LandrectRiussia (I 5 §266), the 1865 Civil code of Saxand
the civil codes based on the French one (Italianl Ciode of 1865, old Dutch Civil Code) but nottime
general contract law rules of the later ones, tileGerman BGB (1900), the new Italian (1942) otdhu
Civil Code (1992). As | will discuss later, theseuatries have codified theontra proferentenmule for
standard form contracts only. Later, mainly in adowith the European directive, every (non-negetiat
consumer contracts became subject to the rule too.

31 Translation from Legisfrancéttp://195.83.177.9/code/liste.phtml?lang=uk&c=22&48. Although
historically art. 1162 derives from the Roman raéntra stipulatoremthe drafters of the Code civil
(Domat and Pothier) understood the rule as a spesse of art. 1315 which allocates the burdenrodp

to the party who is claiming the fulfillment of abligation. Thus if the non-drafting party wantstéke
advantage of a clause, in the codificators’ vieghibuld be interpreted against him. Alternativebg, can
interpret art. 1162 as a rule against the draftéth(reference to the function of the rule in thenran
stipulatig. Ghestin et al. argue (2001: 47) to cut shortdispute between the two historically rooted
interpretations of art. 1162 and understand it asadatory interpretative rule for the courts indiaof
the consumer. But this pragmatic solution is neitiecessary nor sufficient. It is not necessaryabse
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obscure or ambiguous agreement shall be interpmgaihst the seller™ The first
rule, calledcontra stipulatorem works in a tricky way. Within a typical bilateral
contract, it can favor either party. Reading thke diterally, in case of doubt every
contractual duty is to be interpreted against tteengsee (creditor) and in favor of the
promisor, i.e. the party who is obliged to fulfthe duty (debtor). In contrast, the
presumption for sales contracts always works agamesseller. At first sight, both of
these rules seem to be at odds with the ascertainoighe common intention of the
parties. Especially the first one looks too comgikal to serve any clear purpose. In
order to understand the original meaning of thedesr one has to go back to their
Roman law origing’®

In the Middle Ages, along with other fundamentalmges in contract law
doctrine and theory, these two specific rulesnlfiguitas contra stipulatorenand
ambiguitas contra venditorem/locatorgmvere generalized and given the current
common nameambiguitas contra proferentemrmeaning “in doubt against the drafter”.
The medieval jurist Bartolus interpreted and to s@xtent supplemented the rule in the
sense that it also applied “to the party in whogerest the ambiguous term has been
added to the contract”. The usual justificationtfoe rule was that he who has caused an
ambiguity could (and should) have spoken more lgleBuring all these centuries, the
rule was claimed to be a last resort rule. At leastorically, judges argued that the rule

the Consumer Code already provides a rule in fafdhe consumer. And it is not sufficient because i
does not tell how to use art. 1162 when both padi® professionals or both private. In my view, ar
1162 should be interpreted as an against-the-dnafes the burden-of-proof issue being regulatgcii.
1315.

%72 Translation from Legisfrancéitp://195.83.177.9/code/liste.phtml?lang=uk&c=22823

$3Thecontra stipulatorentule is only mentioned in a small number of plaicethe Digest and nowhere
else in Roman law sourcd3: 34, 5, 26Celsus)D. 45, 1, 38, 1§UIpianus),D. 45, 1, 99pKCelsus). The
rule applied to an ancient formal verbal contradted stipulatio.In order to make a promise binding and
enforceable, one of the parties, the stipulatoedsk question (“do you promise me X?"), immediately
after which the promisor had to answer with thecesame words (“I do promise you X”). In this way,
unilateral obligation was created in favor of theudator. As by the construction of the ritual the
stipulator was the one who formulated the wordshef obligation and the other party was not able to
modify or supplement the terms, Roman jurists adghat any ambiguity should work against him. This
is the origin of thecontra stipulatoremule.

Later, in classical Roman law, several less for(oahsensual) contracts emergethptio-venditicand
locatio-conducticamong them. In botBmptio-venditio(sales contract) arldcatio-conductio(a catch-all
term for various labor, service, lease and rentatracts) the essential terms of the contract teeen
usually supplemented by so-called additional fosmlagreementgéctg regarding additional special
provisions. These agreements were in practice flated by the vendor. The interpretative presumption
contra venditorem/locatoremwhich also figures in a few Digest rules workedsttagainst the drafter of
ambiguougactaand has been justified by Roman jurists PapinmhRaulus as “the vendor could have
spoken more clearlyD. 2, 14, 39Papinian)D. 18, 1, 21(Paulus)D. 50, 17, 172p{Paulus).
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is only applicable when all regular interpretatiaethods were insufficient to clarify the

ambiguity.

Common law development

In common law countries the age-old maxuarba chartarum fortius accipiuntur
contra proferentemalready referred to by Bacon, Coke and Blackstbas been used
not only in contract interpretation and the clodeliked law of evidence, but in the law
of deeds as weff’*

In Britain for several centuries tlwentra proferentenaloctrine has primarily been
applied to contract clauses that purport to limitesclude liability*”> As a rule of
contractual construction, it provides that termsigieed to exclude or limit a party’s
liability are to be construed against him, i.etnieBvely. The policy purpose is clear:
judges construe exclusion terms narrowly as thggneit “inherently improbable that
one party to a contract should intend to absoleedtiner party from the consequences
of his own negligence”. Courts do not apply theerulith the same rigor to clauses
which merely limit, instead of exclude, liabilityhis limitation on freedom of contract
Is in most exclusion cases rather procedural: tivey on the question whether the
intention of one party to limit or exclude liabylihas been made sufficiently clear to the
other. Traditionally, there have been only very falbsolute (mandatory) limits in
English contract law, the most important being traddility for a fundamental breach of
contract cannot be excludég.

In the United States, “disclaimers and other litiotas of liability” are also
subject to judicial scrutiny and restrictions undemmon law. As Allan Farnsworth
notes, a drafter of such exclusion clauses shoedg Kive different kinds of restrictive
doctrines in mind: public policy, unconscionabiligontradictions in drafting, judicial
insistence on informed consent and narrow inteagicet®’’ These rules are not only

characteristic of the case law of recent decademeSof them figure in the Uniform

$"Note 1897, McMeel 2005: 258-259, Treitel 1999:-204.

$5Treitel 1999: 202—203.

37t is unclear, however, whether this rule is sabttve or a doctrine of construction only. In théér
case, it merely amounts to a refutable presumptan liability for a serious (fundamental) breadh o
contract is not excluded.

37" Farnsworth 2004: vol I. §4.29a.
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Commercial Code and the Restatement (Second) of&xs as welf’® Some of them
are procedural, others substantive. As to the fiomitation (informed consent), in the
UCC this rule amounts to a statutory requiremerdoofspicuousness for disclaimers of
warranty and the requirement of a separate sigaaiticlauses that might otherwise
cause surprise to the non-drafting party. As tofifkie limit (narrow interpretation), like
in the UK, it has produced an almost unending gtwh cases. In the US, narrow
interpretation of clauses that limit the liabilityr negligence, that restrict remedies to
repair or replacement, and that exclude compemsdtio consequential damages, is
particularly characteristic. In all these casesbiguities lead to the invalidity of
exclusionary clauses. However, when formulated umgnously, these claims are

enforceable, as a general rule.

Standard form contracts

Strictly speaking, theontra proferentennule can be applied only when it is clear which
party formulated the clause in question. This i®ljathe case when the deal was
negotiated between the partfé8At any rate, from the late f9century, the rule has
been typically only applied to standard form cocisa/general conditions of business,
boilerplates).

As mass-production made standard-form contract®mecessary and more and
more generally used, courts started regulating thienough different indirect ways.
Under codified law, this started without statutbgsis and with semi-covered reference
to policy purposes. At first, the judiciary of cédd legal systems seemed to be in

trouble. Still, through general clauses and inetigiive techniques courts effectively

$83cott — Kraus 2003: ch. 6.

379 There are examples for this though. One is rél&ieArticle 4.6. of the UNIDROIT Principles which
provides that “If contract terms supplied by onetpare unclear, an interpretation against thatypiar
preferred.” TheOfficial Commentremarks that this is not an all-or-nothing rulle textent of its
applicability depends on how much the contract tesas the subject of further negotiations. “The ekte

to which this rule applies will depend on the cimaiances of the case; the less the contract term in
guestion was the subject of further negotiationsvben the parties, the greater the justification fo
interpreting it against the party who includedritthe contract.” (Official Comment on art. 4.6 bkt
UNIDROIT Principles). The flexibility is even great There is at least one reported case where the
contract was drafted by one party, the rule wasettaiess applied in a gradual manner (Arbitral Alvar
by an Ad hoc Arbitration Court in Buenos Aires o0.12.1997, published ibniform Law Review /
Revue de droit uniform#&998, 178-179.
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started regulating standard forms. An importantl tio this intervention was the
reasonable expectations doctrine.

For instance, in Germany tleentra proferentenwas only codified in 1977 for
application to standard form contracts. Regardtdsthis, courts interpreted standard
form contracts against banks, insurers, railway mames, etc. (and policed their
contracts in other ways) for many decades befSr&hey justified this with the
(uncodified) Roman law maxim that the drafter conlave formulated the contract
more clearly. Any doubt about the meaning of stashderms was resolved against the
party who drafted or chose them, by adopting a fdrafted by someone else. German
courts have witnessed considerable inventivenedsflaibility in the use of other
doctrinal techniques as well, e.g. the generalsgaiun 8138 and §242 of the BGB in
the regulation of standard forms, and in genergiutiing contracts under substantive
control.

Later, regulation became more direct. An intergssign of the abandonment of
the indirect policy use of theontra proferentemrule in favor of more direct
intervention is the following. Already in 1953, tlyeneral business conditions of an
insurance policy were being interpreted favor of the insurer in some cases. As
Krampe argues, the reason for this is not thatcthat did not find any ambiguity.
Rather, the substantive control of insurance cotdgraendered the indirect way of
interpretation unnecessary. The court felt freetoseay, to return to the original narrow
use of the rulé®

The interpretatiorpro adhaerentgin favor of the party adhering to a standard
form) has also been used in a judge-made fashiodnglo—American, Scandinavian
and in French and Belgian law as well.

The two countries mentioned last are interestinthag show both the difficulties
judges face when they try to apply the archaic tdation of thecontra stipulatorem
rule to standard form contracts, and the diffesititions the two systems found. In
France and Belgium, courts apptgntra proferentento standard forms as a judge-

made rule: there is no clear legal basis for thie.¥? Standard clauses should be

30K rampe 1983.
$BlKrampe 1983: 40.
$2Delvaux (1996) argues that the legal basis ofttecould beculpa in contrahenddart. 1382).
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interpreted against the drafter or the party whé&esause of them for his own account,
e.g. by taking them from a professional organizatibhis contra proferentemule is
not to be confused with th@ontra stipulatorenrule mentioned above (art. 1162 of the
Code Civil; Belgium has an identical ruf&}. The two only lead to the same result when
the clause to be interpreted refers to the obbgabf the adhering party. For an
ambiguous clause containing the obligation of tredtdr, thecontra stipulatorenrule
would decide in favor of the drafter. Indeed, irakge, at least in insurance contracts,
courts have applied thentra stipulatorenrule both ways, i.e. eventually also in favor
of the insurer (as drafter). In Belgium, in contrasurts give clear precedence to the
judge-made rule over the statutory provision in &ft62. Legal scholarship approves

this contra legempractice®*

This means that also the insurer’'s (drafter’s)gattions
are interpreted against him if the clause of thadard form in question is deemed to be
ambiguous.

As early as 1910, a special provision had beentedaa Switzerland for the
interpretation of insurance contracts. This pransextended insurance coverage to
certain events or dangers that have the same ¢eastics as the danger against which
insurance was provided, unless the contract exdltldese events from coverage in a
determinate and unambiguous Way.This rule is, in essence, a transparency
requirement which reminds one of more recent dsgi® (information-forcing) rules.
At present, there are statutory provisions that da#e a contra proferentem
interpretation of any standard form contract, idabg those between professionals, in

countries such as Austria, Germany, ltaly and Spain

Consumer contracts
In the European Union, since 1994 there has beentarpretive presumption in favor
of consumers. The 93/13/EC Directive on Unfair Ternm Consumer Contracts has a

%3To make things even more complicated, there istarpial conflict betweesontra proferentenand
art. 1602(2) ¢ontra venditoremas well. The rule applied is that when the buymfted a sales contract,
ambiguities are decided in favor of the seller. ABO2 is overridden by tteontra proferentennule.

¥4 Kullmann 1996: 375-381.

35 Art. 33 Versicherungsvertragsgeséin10).

36 pustria: §915 ABGB, Italy: art. 1370 Codice Civil®pain: art. 1288 Cédigo civil, Germany: §305c I
BGB.
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provision to this effect: “Where there is doubt abdhe meaning of a term, the
interpretation most favorable to the consumer gtralail.”

The Directive is based on the idea that consuntesald be empowered through
information provisiort®’ It includes a transparency requirement in Art j ftoviding
that “in the case of contracts where all or certaims offered to the consumer are in
writing, these terms must always be drafted inmplamtelligible language.” As this
transparency requirement for writt&hconsumer contracts appears in the same Article
as thecontra proferentennule, this would suggest that the latter is a lahdanction for
not-plain or unintelligible language.

Commentators argue rather convincingly that thisasthe cas&® Ambiguity is
only one kind of intransparency, another would bambiguous terms in small print or
in technical language. Thaontra proferententule does not provide a sanction for all
kinds of intransparency/® On the other hand, thntra proferentemule is not merely
a sanction for a specific type of intransparendye Tequirement of unambiguity can be
stricter than “plain and intelligible”. As Treitgluts it: “language which is plain and
intelligible may nevertheless be ambiguous; theifedion of oracular statements lies
precisely in the fact that they combine these ¢jeall. This makes one wonder whether
the term “plain and intelligible” itself is plaimd intelligible enough, at least insofar as
it relates to “ambiguity”. The former discrepancped not seem to raise serious
problems when, as we have seen in case of wardistthaimers in the US, clauses that
are not transparent or conspicuous enough, cameneniorced against the consumer. As
to the latter discrepancy, when thentra proferentenrule requires something more
than plain and intelligible language, this is nabtlgematic either: if the stricter rule is
violated, the stricter sanction is justified.

In sum, thecontra proferentennule has had a long and varied career from ancient
magic-laden formalistic contracts to mass-scaledstadized contracts in 2tentury e-
business. This interpretative doctrine appliehned contexts: as a general contract law

rule against the party who has proposed or takesfit® from an ambiguous clause;

%7For analyses of the Directive from a law and ecuice perspective, see e.g. Van Wijck — Theeuwes
2000 and Geest 2002.

$8The transparency requirement does not apply tocoraracts.

39 For the contrary view, see Whittaker 2002: 216. fote, Whittaker shows convincingly how in
England the transparency rule as a formality becami@strument for regulating substance.

$0Ferrante 2005, Hondius 1996.
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against the drafter or user of an ambiguous standam; and in favor of the consumer.
In many legal systems these three interpretatiesypnptions have been formulated in
different ages and with different wordings; this k@& complicated meta-rules of
precedence and hierarchy neces$aryn more recent codes, legislators combine all
three rules more easily. For instance, Article 8.8B&ction 4 of the Lithuanian Civil
Code provides: “In the event of doubt concerningt@ctual conditions, these shall be
interpreted against the contracting party that psep such conditions, and in favor of
the party that accepted them. In all cases, thelitons of a contract must be
interpreted in favor of consumers or a party whaobedes a contract by way of
adherence.” The lack of clear meta-rules mighterasme technical problems for the
courts. More interesting than these technical mmisl is, however, the question as to
what policy purposes theontra proferentenrule and its variants might justifiably

serve.

4.5.3. The contra proferentem rule as a policy inst  rument
Legal commentators refer to various rationalesrmthe rule:

(1) Nobody should benefit from his own wrong. Fesltio make clear to the other
party the meaning and effect of a contract classewrong.

(2) A party may be responsible for the formulatafna particular contract term,
either because that party has drafted it or otrssupplied it, for example, by using
standard terms prepared by others. Such a partydhear the risk of the ambiguity of
the term chosen.

(3) The ambiguity might have misled the other partg induced him to conclude
the contract.

(4) There is unequal bargaining power between #régs>°>

%10n the complex doctrinal difficulties raised byethontra proferentem rule in Québec see Lluelles
2003.

392 according to Hein Kotz, interpretative presumptofiepresent a legal value judgment and seek to
promote the meaning most consonant with that valdgment.” (Kotz — Flessner 1997: 114-115) They
reflect the widespread but inaccurate belief tmatitor and seller are always rich and powerfubtde
and buyer weak and poor and therefore in need abgtion. To that extent they are unpersuasive, but
they make good sense where the creditor or setteially drafted the clause in issue. It is righdttthe

risk of ambiguity in a contract should be bornethy party who could more cheaply avoid it, and that
usually the party who selected or drafted the eaather than the party to whom it was presented.
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These justifications will be discussed below imtur

Protection of the weak?

While courts sometimes rhetorically refer to thestfitwo reasons mentioned above,
when the case before them is about standard formsnsumer contracts, they typically
justify the interpretation against the drafter witte third or the forth. In certain
categories of contracts theontra proferentemrule has been applied, almost
automatically, in cases between a consumer andge lausiness firm, without any
effort to solve the ambiguity with traditional metts of contract interpretation. In the
insurance context, for example, even the meaninfpefule had undergone a change.
The “ambiguity rule” has started to refer to an wadied interpretation of ambiguities
against the insurer.

As we have seen, one possible technique for substasontrol of the contract is
through thecontra proferentemrule. This means to interpret the clause as anobigu
and read it in an artificial and unexpected maringavor of the consumér? In this
case, the judge only construes the clause so califi, because he regards it
substantially unfaiab initio, and wishes to “protect” the consumer from it. tHes to
do this without openly invalidating the clause atickectly infringing the principle of
freedom of contract. As interpretative presumptioserve primarily to reduce
ambiguity, they presuppose unclear meaning. Thiastheir eagerness to protect the
consumer from unfair standard-form terms, courtgehproved remarkably clever at
discovering (or divining) »ambiguities« in thefi?” This was especially true when the
courts had no statutory power to strike down claukey found unfairly prejudicial to
consumers. Now, since such provisions have beecteshin most Western countries,
there seems to be no need to do indirectly whiagtiter done directly by controlling the
substance of standard forms in an open manner.

Even if open control is possible, courts still tetiodjustify the interpretation of
standard form contracts against their drafter ar us/ arguments based on market
power or fairness. This practice has become moenced only in recent decades.

Although there are significant differences betweenisdictions, some common

393For English, French, German cases using this igobrsee Kotz — Flessner 1997: 141.
%94 Kotz — Flessner 1997: 115.
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tendencies can be found in the cases. American leasdas refined the conditions
under which thecontra proferentenrule is applicablé® Thus the parties’ mutual
participation in the drafting of their contract neskthe rule inapplicable. Interpretation
of a contract against its author is also considenagbpropriate if both parties are

equally sophisticated in the use of language.

Regulation of standard forms and consumer contracts
When economists are asked the question, why anedasth form contracts so
widespread, the short answer usually is that ireasaproduction economy, transaction
costs are reduced significantly in this way. Camtrio public belief, by themselves,
standard forms do not imply superior economic egaiming power. “Simply observing
the fact of standard form contracts yields no magni implications as to the
underlying structure of the market. Indeed, we olessdéhem being used in many
settings where manifestly the market is highly cetitpve. [...] [E]ven in the absence of
standard form contracts, we see many goods befegedfon a take it or leave it basis
in some of the most competitive retail marketshie ¢conomy3°

Nevertheless, combined with asymmetric informatma certain characteristics
of the market, standard form contracts can harmdrafting parties (both businesses
and consumers) by being both inefficient and untantrepreneurs do not compete with
regards to those contract terms, be they producseovice characteristics, which
consumers, often for good reasons, do not obs@ihwey compete only with regard to
observable dimensions, such as price and a fewnalisle quality feature¥’ There are

39 Corbin 1998: §24.27 (p. 282-3086).

3%t is an easy step from the observation thateliemo negotiation to the conclusion that the paser
lacked a free choice and therefore should not hendhdoy onerous terms. But there is an innocent
explanation: that the seller is trying to avoid ttests of negotiating and drafting a separate aggae
with each purchaser. (...) Consistent with the inmbaxplanation, large and sophisticated buyers, as
well as individual customers, often make purchagsasuant to printed contracts.” R. Posner 1998: 127
%97 “When confronted with an oppressive contract, onstmsk why and how did the market arrive at the
production of a »bad« or nonoptimal good. Convamioeconomic theory has few models of product
selection. One model suggest the difficulty is mformational one: the ordinary consumer cannot
distinguish between good quality and bad qualitpdg Since it is more expensive to produce high
quality goods and purchasers cannot distinguish dbed from the bad, the market will produce low
quality merchandise. Complex, fine pine print stmdforms might be viewed as goods whose quality
people cannot determine. [...] As consumers are ngadt@tisions upon price grounds, a seller offering a
better warranty must either suffer a lower profiangin at the same price or charge a higher pricalan
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good economic reasons why standard forms are subjgadicial €x posy as well as
regulatory éx anté control3%®

Are there efficiency arguments for the use of ¢batra proferentenmule for this
kind of “semi-covered” regulation? As it has beetmserved, “[i]nterpretive
presumptions that favor consumers and insuredsueage sellers and insurers to draft
detailed and explicit contracts, which increases ¢hances that the less sophisticated
party will understand her contractual obligatiof%."This is how many economically
minded lawyers understand the effects or functiminthe contra proferentemule, as
applied to standard forms and consumer contractssaglance.

At second glance, these effects seem less ceff&ia. arguments leading to
uncertainty are similar to those discussed witharégio information disclosure in
section 4.3.4. In fact, they apply more generallyhte decentralizedx postcontrol of
standard form consumer contracts. The contra pofem rule is also such a
mechanism of regulatory intervention.

Rational ignorance and costly information procegsiio begin with, the
mechanism by which the penalty default rule opsraseby reducing the receiver’'s
information processing costs. It functions onlytlife contracting party reads the
contract. Unfortunately, this rule cannot reducesthcosts to such an extent that the
typical receiver actually reads the contract. B tonsumer does not devote time and
effort to reading contract forms, the penalty d#éfaule is not able to perform its
function of making the consumer informed. Secomdigormation disclosure in itself
does very little to improve consumer protectionessl consumers are able to make
sense of the information and process it appropyiatdany consumer contracts are
technically complex. Thus even a consumer who ik dab read his rights and
obligations in an optimally clear language, stibhymot be aware of the implications of
the text.

To interpret an exemption clause restrictively ime tspirit of the contra
proferentenrule, or even to deprive it of legal validity fanfairness, may be a wholly

ineffective means of control. If a contract con&insuch an ambiguous or invalid

attempt to disseminate information to prevent & loissales because of the raised price. Dissenainatf
information might be difficult Kornhauser 1976: 1177.

%8 For a succinct overview see Katz 1998.

$99Pposner 2006: 580.
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clause, the consumer might believe that he is bdoynd and so not pursue his claim.
Even if he did make a claim, the supplier mightlsetith the consumer out of court so
as to avoid a judicial declaration of invalidityydathen continue to use the clad%eA
further difficulty is that the benefits from proistsumer interpretations are very short-
lived. The firm whose contract clauses were inegmt against him can draft other
clauses to the same effect which are clear enoughwithstand detrimental
interpretation. Clarity, in itself, does not gua either efficiency or fairness. For
these reasons the covert control of substance @ghmmutchanged to an open control of
standard (pre-formulated) terms.

The clarity and the substance of the clause arediferent issues. In judicial
practice they are often mixed or linked: when #rettis unclear, it can be interpreted in
a welfare-increasing, or receiver-friendly, wayatts what theontra proferentennule
actually does: as a sanction for ambiguity, it nptets the clause in favor of the
consumer. This is not necessarily the most welfaceeasing way to interpret the
clause.

There is a somewhat similar interaction betweerrtles of the EU Directive on
Unfair Terms in Consumer Contracts, at least asldmented in England. The
transparency rule and the fairness test work tegetAs already noted, the EU
Directive combines all type of contract terms unf@@mess control, with the exception
of terms which are required by law, terms which ‘ardividually negotiated’, and so-
called ‘core terms’, i.e. the substance of the maligation and the price. In each
member state, the court has the duty and the ptowrise the issue of fairness of a
contract term within the ambit of the regulations.

Besides, as mentioned, the written terms shouldnbelain and intelligible
language. This implies the extension of the faisrtest. When the subject matter of the
contract, or the price, is not written in plain antelligible language, these terms are
not exempted from fairness control. Intransparenay also lead to the intervention of
public authorities or private bodies, who can udtiely seek an injunction against the
use of the terms in question, just like in casdhaf term’s unfairness. Furthermore,

somewhat in the shadow of this rule, a kind of preative control is also provided

40Treite] 1999: 258.
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through the negotiations of regulators and busesesdose terms have been the subject
of complaint. As a result, the requirement of tgrency creates a system of control
with considerably more normative impact than memagdering a term non-binding
against the consumer.

It seems that when this more substantive regulatongrol is effective, the term
in question will be clear enough so that thentra proferentemrule becomes
superfluous. This leads to the question: when tloesule come to play a role anyway?
The answer is, only when something turns out wrang the non-drafting party seeks
remedy or modification. Ambiguity itself, withouegard to the substance, does not
bring a contract term before the court. In sumseéheonsiderations imply that the
contra proferentenrule plays a rather minor role as an instrumentsabstantive

control.

Optimally clear drafting

Although in many cases theontra proferentenrule is apparently “protecting the
weak”, it would be mistaken to think that the uddanderpretative presumptions only
makes sense when there is “structural inequality”“wnequal bargaining power”
between the parties.

As mentioned, the UNIDROIT Principles which are igesd for international
commercial contracts also include such a rule.his tontext, a power imbalance
between the parties is much less plausible. Negledh, thecontra proferentenrule
may make good economic sense in this context ak Bglfilling in a gap with a
default rule which is unfavorable to the betteomfied party, i.e. a penalty default rule,
the law forces her to reveal this information eittzethe other party or to the court.

My claim is that thecontra proferentenrule should be understood as creating
incentives to improve the drafting efforts of (ord) the contracting parties.
Functionally, it is equivalent to an informationsétng (penalty) default rule. It “might
encourage the drafter to be more explicit and twide more details about obligations.
This may reduce the chance that the other partymdunderstand the contract; it also
may facilitate judicial interpretation of the caatt.”®* This argument is based on the

“'posner 2006: 579. See also Hermalin—Craswell-R@@5: 93, Ayres 2006: 596.
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empirical generalization that usually the draftpagty is the cheaper ambiguity, or risk
avoider.

Despite obvious similarities, the rule should b&tidguished from the information
disclosure rules, discussed above in section 4Thd.main difference between them is
that while the former rule regulates the languagthe contract and information about
the rights and obligations of the parties, theelaktas to do with information about the
behavior of the parties or the quality of the gawdservice transferred. The first is
aimed at individual transactions, the second ahtheket level. Also, in many cases, the
information that should be disclosed is non-obd@lev@r at least non-verifiable, and
consequently not covered by contract language. feratifference is that in many cases
the asymmetric informational advantage is held h®y non-drafting party. Such cases
can be subject to an information-forcing rule adl vioeit in the opposite direction as the
contra proferentennule.

In an economic sense, one can define an optimaledegf clarity in contract
language. The optimal degree of clarity would miaerthe sum of ambiguity costs and
drafting costs. Ambiguity costs are the losses ltiegu from frustrated reliance
expectations, while drafting costs refer to ther# of drafting that reduce ambiguities.
By definition, the drafter has control over thedaage used in the contract. This notion
of control can be the basis for making the dragsponsible for unclear draftiff?

There are several problems that complicate therrdetation of what is optimal
language clarity. First, human language remain®reitly imperfect. It is hard to
define what complete clarity would mean.

Second, unambiguous contract language not onlyigeunformation to the non-
drafting party; it economizes on public resourcesvall. Adjudication is subsidized by
public funds. As parties use the court system, thagrnalize the costs of their dispute
to some extent. They should be encouraged to soitezpretative difficulties by
eliminating ambiguitie®x ante to the extent that it can be done cost-effecfivEhe
second complication is then related to the fact tha optimal degree of clarity also
depends on whether one wants to provide clarifgwor of the non-drafting party or for

third parties, most commonly the judge.

40250e Abraham 1996: 433-434.
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Third, if the contra proferentemule is understood in an absolutist sense, this is
similar to making the drafter strictly liable fomdiguities. On the other hand, when
only a reasonable or optimal degree of clarityeiguired, this is similar to a negligence
rule***The choice between the strict liability and neglige rules depends on a number
of considerations which have been extensively dised in the economic analysis of
tort law %

Fourth, contract language often uses standard tetmesmeaning of which is
different from their ordinary language meaning (drgde usage). In many industries
and trades, the currently used formulas contaimdsti@ized language. Sometimes these
range from, unclear to incomprehensible, for “oadynpeople” or contracting partners
outside the network. If the courts interpret amhigwith respect to ordinary language,
they systematically interpret standardized conttaohs against their meaning in the
industry. Regardless, such decisions do not nelysgeve sufficient incentives to the
firms to adapt contract language to ordinary magnifhis stickiness, in fact, has
economic reasons.

From an economic perspective, standardization igallys accompanied by
network externalities and learning effects. Induatly, each firm has an incentive to
stick to the standard term because of the sheetHatits meaning is now standardized
and the consequences of its use are predictaldlvidoal deviation from standardized
language would be costly. Setting up new standardscord with court decisions is
even more difficult. It is almost impossible forede to come about without the
coordinated common efforts of the firms. In genenatwork effects increase the level
of ambiguity and make it less responsive to theemtive effects of thecontra
proferentenrule 2%

These network effects are especially importanthim insurance industry. In the
case of insurance, the calculation and pricingasfous risks depends crucially on the
predictability of court decisions. Insurers areucthnt to change the language of

insurance policies even if courts systematicallgidie against them.

4%30n the analogy to strict liability versus negligern tort law see Abraham 1996.
“04See e.g. Shavell 2004: pt. 1.
4%See Goetz — Scott 1985, Hill 2001, Boardman 2006.
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All this does not mean, however, that the integire¢ presumption should be
abandoned. Rather, it should be used to induce bigaiwus drafting. However, it must
be kept in mind that being a rule of last resonganscionability and other formal or
substantial policy instruments, when applicablegusth have priority over theontra
proferentenrule.

If the contract term has only one reasonable megaiinen ambiguity should not
be imputedex postin order to void the clause or the contract. lis ttase the court can
refuse to give effect to the clause directly. Wifathe term has several possible
meanings, some desirable some undesirable? Inc#isis the substantive fairness or
unconscionability test can be in conflict with thentra proferentenmule. The question
arises then, which is the more punitive interpretat The one which favors the
consumer but turns the clause non-abusive, or tieewehich apparently favors the
professional but exposes him to the gravest sandii@ removal of the clause from the
contract?

Some authors suggest that the substance of the t&mould be tested first, by
evaluating the fairness of the term in its intetatien mostunfavorable to the
consumer. If the term passes this test, only tla@ntlce most favorable interpretation be
implemented®® At first sight, this is an odd way to protect comers, especially if the
interpretation most unfavorable to them is not thest plausible reading of the
language. Nevertheless, there is at least one amguim favor of this apparently
unreasonable approach.

This argument is related to the abstract contrastahdard forms. According to
the EU Directive on Unfair Terms in Consumer Cottsastandard forms should be
subject to some “abstract” control in each memhatestO7 This occurs in various
ways in each country: through class action by comsuassociations, administrative
control by regulatory bodies, or a consumer ombuwsetc. In these abstract control
cases the fairness of the standard form is exammeadrelatively non-contextual way,
i.e. not in the context of the specific facts ditgated case. Here, generally, when the
language is ambiguous, the clause in the standamd it presumed to be prejudicial to

consumers, i.e. the non-professional, non-draféetigs. The burden of proof that the

4% Coderch — Garcia 2001: 14.
47 Art 7 (2)—(3), Council Directive 93/13/EEC of 5 A1 993 on unfair terms in consumer contracts.
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clause is not unfair lies with the drafter. Thisufdex interpretation rule” serves the

same purpose a&ontra proferentemonly through a reversed means.

4.5.4. An example: insurance policy interpretation

The contra proferentenrule plays an especially interesting role in irswe law.
Insurance policies are written in notoriously ingoehensible language. They are to a
large extent standard form contracts. Insuranceedgenomically significant for
consumers and other unsophisticated parties as wslirance law is probably the legal
area where theontra proferentenmule has been most frequently invoked. In the &S,
large volume of case law and much scholarly comargritave been produced on this
topic.

In both the United States and several Europeantdesnthecontra proferentem
rule (also called the ambiguity rule) has playedracial role in deciding insurance
policy coverage cases in the last few decades.dften mentioned in the case law that
the purpose of the rule is to aid the party whaagdining power was less than that of
the draftsperson. American courts often hold thspatity of bargaining power is likely
to exist when anyone applies for an insurance pdfftFurthermore, in the US the fact
that a policy is in the form required by a statdées not render theontra proferentem
rule inapplicable. Part of the reason for thidhettinsurers may have had a large hand in
the drafting of the statuf® Thus insurance law provides us with a rich fieldsafdy
where the economic effects of tbentra proferentemule can be analyzed.

Thecontra proferentennule (ambiguity rule) can be understood eitheat imarrow
or a broad sense. The narrow sense is the traalitume of the rule as a last resort or a
tie-breaker rule. This means that after all thealsnethods of contract interpretation
have been applied, but the term still remains anodag, the term should be construed
to have the meaning least favorable to the dralftethe second half of the last century,
US courts started to use the rule in a broad sditse. means that they ruled against the

drafter right at the start, without actually orieesly interpreting the exclusion clause.

“%®Rappaport 1995. ,In fact, insurance policies are@mmonly drafted by insurance companies that the
principle is routinely transformed into a rule tlambiguities in an insurance policy are to be prieted

in favor of coverage.” Abraham 1996: 531 n. 2.

9 Corbin 1998: 295.
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They understood the rule to serve as a protectwwnuhinformed insureds against
substantive unfairness.

The courts have, either implicitly or explicitlyrgued in the following way. An
ambiguous insurance policy disappoints the readeretpectations of the insured and
is difficult to understand. It is unfair that thext is not provided until the contract is
concluded and is not subject to bargaining. Inssistbuld be protected against terms
they have not received before purchase. Furthernewen if they had received them
earlier, they could not have read the policy beeaighe fine print. Even if they could
have read the fine print, they could not practicdlve understood the technical
language in which it had been writt&f.

Based on these arguments, ambiguity in insuranteig® has been interpreted
broadly and the courts have granted coverage tandweed very easily. The broad
interpretation of theontra proferentenmule is problematic. What the rule can offer is
some degree of language precision and transpareiey even this is only possible if
the network effects are weak. All the other besedite only temporary or bring more
costs with them.

The rule does not protect against inefficient ter@sif it is stretched to be used
for that, it results in uncertainty. It does notessarily promote efficient risk allocation
either. This would not only require that insurabisks are covered but that non
insurable risks are excluded from coverage.

Economic analysis suggests that tomtra proferentemule should not be used
for wide-ranging policy purposes. There are goaboas to think that it is ineffective
or has unintended side-effects. An elementary imsaf) the economic approach is that
in all cases of regulatory intervention in favortioé “weaker party” there is a trade-off.
This trade-off is between the protection of theadisantaged party in individual cases
ex post and the negative incentive effect of the rulerfranex anteperspective.

Of course, there is an economic argument for thieiguity rule as well. Between
the two parties, the insurance company may be tiperior bearer of the risk of
ambiguity, i.e. the risk that the insurance coveragl turn out to be less extensive than

it appeared to be. This “means that the insurdaiysng some additional insurance, and

“1%\iller 1988, Rappaport 1995, Abraham 1996, Chan2®0: 848—850, Johnson 2003, Duncan 2006.
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probably insurance that he want$¥This extension of insurance coverage might be the
correct solution in regular cases. It is an emairguestion whether the benefits for
insureds are greater that the costs implied by dmigbremium rates. Also, the
detrimental effects mentioned in previous chaptbimuld be taken into account.

Some of these effects have been observed andfiddmdis the consequence of
insurance regulation. Arguably this has also cbaotad to later developments in the
interpretation of insurance policies. With timerhéave been some changes in the case
law: in some cases, sophisticated policyholdersewsonsidered exempt from the
protection*'? Additionally, the rule was not applied in the ra@ses where the policy
was drafted by the insured or her agéftCurrently in the US, the tendency is once
again towards the use tlgentra proferentemule only as a tie-breaker, i.e. to prefer
standard methods of contract interpretation fitsfThis evolution, however, has been
simultaneous with more direct regulation of inswepolicies.

One element of this evolution has been the emeegenic the so-called
“sophisticated policyholder defense” which excludegain business-like insureds from
this over-protective rulé® But is there a reason to abandondbgtra proferentenmule
altogether in the case of sophisticated policyhsfd&he answer is probably negative.
When understood in its traditional, narrow senke,cbntra proferentenrule is still
useful as a last resort rule of contract interpi@ta even when the policyholder is
sophisticated and not less powerful economically.

There is another obvious consequence of the abameltnof the upfront use of
the rule. If one accepts that the main functionhafcontra proferentenmule is to give
incentives for using optimal clarity in languageen this should also apply in the rare
cases when the insured (or her broker) is theeatraftthe policy. Although there have
been no American cases decided in favor of theram@@ company on this basis, there

are some European ones. Also, there are numerousakks where the claim of the

“1 R. Posner 1998: 120.
#12¢f. the cases cited in Johnson 2003: 29—30.
13 Johnson 2003: 27-29.
““To be more than anecdotal, this statement shailsubstantiated with statistical data. As Eyal Zami
suggested to me in personal communication, in U daw judicial references to the ‘“tie-breaker”
character of the rule are still rather rhetorical.
“>Stempel 1993, Johnson 2003: 28—29.
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insured was rejected and the fact that she dr#ftedontract was mentioned among the
reasons for this!°

Currently, although there is much diversity amongisgdictions, thecontra
proferentemrule is in many cases once again only a tie-bredkérhe story of the
indiscriminate and broad use of tlkentra proferentenrule in the US provides an
example of theex postpaternalistic view of judges. While courts have decide
individual cases where the policyholder sufferesk&s, they do not easily see the costs
of the rule which come in the form of increasednuee and potentially the non-
availability of insurance in certain areas or fartain potential policyholder groups
(due to the increased premia).

To be sure, the insurance market is also charaetéby information asymmetry
and anticompetitive effecfd® An ambiguous policy might disappoint the reasoaabl
expectations of policyholders. The policy is oftéifficult to understand. Arguably it is
unfair as well as inefficient that the text of ¢haicy is not provided until the contract is
concluded. Contract terms that are optimally clean nonetheless be inefficient, unfair
or exploitative. On the other hand, not everythimgt seems unfagx posts inefficient
ex ante Arguably, if courts do not apply the interpretatirule, they have other
doctrines at their disposal to ensure procedurad asubstantive control:
unconscionability, duress, undue influence, unildtmistake. As it has long since been
argued in the law and economics literature, jutlipdicymaking comes at a high price.
There are many other market and non-market meahanihat help uninformed
consumers. Amongst there are comparison shoppirmghbres, agents, reliance on
reputation on the one hand; self-regulation viausid/ standards, statutory and

administrative regulation on the other.

1 Johnson 2003: 23-27.

417 Johnson 2003.

“18|n addition, there are specificities in the insuma industry. The information asymmetries have ispec
nature. The market is not fully competitive. In 148, the policy language is jointly drafted by iresuce
companies in certain lines, by the Insurance SesviOffice (ISO). The committees of the 1SO draft
insurance policy language which tends to be stalimlzdt among the industry. In the early 90s thers wa
an antitrust lawsuit against ISO — then speciaklation was enacted.
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4.5.5. Against paternalism through contract interpr etation

Deviations from the common intentions of the partia contract interpretation is
sometimes attributed to ideological concerns amddjapetite for benefiting whichever
of the parties is perceived to be in a weaker baimng position”***There is, however, a
more reasonable explanation and justification toleast some of the deviations. The
contra proferentendoctrine is an information-forcing rule that caromote optimal
completeness and clarity in contracts. Whetherctir@ract is standardized or not, all
things being equal, the risk of ambiguity in a caot should be borne by the party who
could more cheaply avoid it, and that is usually garty who selected or drafted the
clause rather than the party to whom it was preserntiowever, such interpretative
presumptions are ill-suited for achieving ambitigu@dicy purposes. Whatever the role
of policy considerations like paternalism is, oroskl be, in law generally, these
purposes are not effectively promoted by contratierpretation. Nevertheless,
policymakers and courts should be aware that coninderpretation has far-reaching

consequences for contractual behavior.

4.6. Paternalism in a complex legal system

In modern legal systems contract law is part cdrgdr set of rules. As already argued
throughout this chapter, it is often the case #hpblicy purpose can be achieved more
effectively by one instrument than by another. Stommes, this choice is not as obvious
as in other cases. The full appreciation of the mil paternalistic considerations in
contract law raises some systemic issues as wedisd can be formulated as questions
about the structural place of paternalism or, ineotwords, about the importance of
doctrinal boundaries in the legal system. In thialfsection | discuss these questions.

4.6.1. Comparison, interaction and choice between r  egulatory
instruments

We have analyzed several contractual doctrines d&nat intuitively classified as

paternalistic. Still, in an economic sense theyratgerather differently.

“1IMcMeel 2005: 258, 259.
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Disclosure and unconscionability compared
Let me indicate briefly the differences between demary disclosure and

unconscionability. Suppose two parties freely codela contract about the transfer of
an asset, the value of which is uncertain at tne of contracting. The value can be low
or high, and both parties have a probabilistic eiqteon about this. The private
ordering paradigm, be it ultimately justified witlelfare or autonomy arguments, or
otherwise, sets a presumption against judicialvetetion in this transaction.

Disclosure rules in this case are about commumgdhe information that there is
a risk. The information may be written in fine grisnd thus there are arguments for
requiring larger fonts and conspicuousness. This lma justified in pure economic
terms: it is less costly for the seller to prodtioe information. Another important point
is that duties to provide information refer to three before the realization of the risk.

The other doctrine, unconscionability works diffetig. Technically, it works as
an excuse when the seller wants to collect mondytlaa buyer, after finding out that he
has had bad luck, and the low-value case has leedinad, asks the court for assistance
to rescind from the contract. Should the courtsusgcthe buyer, based on “consumer
sovereignty”, the idea that “consumers should geatwhey want” or on some other
justifications? As discussed in section 4.4.1, ricanscionability is applied to such
cases of the transfer of a good of uncertain vathis, allows for opportunism. Only
those with bad luck go to the court, or their cacting partners have to go there
because of non-payment. This suggests that thedsest®uld not be available in such
cases, but, of course, the doctrine is not onlpronarily applied to the case of risky
exchanges. There may be a fully risk-free, but §mipvoluntary exchange at issue
where a judicial remedy should be available. Tamedy might be unconscionability or
unfairness, even if in the case at hand we facecmyeor fraud. As the state of mind of
the contracting parties is difficult to prove, unsoionability is used here agpeoxy for
involuntarinessThus this use is not paternalistic in any meaningense. Nevertheless,
as we have seen in section 4.2 above, both rutebe@mstruments of paternalism.

As we have also seen, there is scope for justfegdrnalistic intervention in cases

where there (1) are systematic cognitive failunemsufficient cognitive capacities; (2)
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is insufficient information (asymmetric informatipnand, (3) to some extent where
there are insufficient outside opportunities (neitgs situational or structural
monopoly). The last category draws attention toliméations of private law. | have
especially discussed two of them. First, prohiljti@rtain contracts can hardly increase
the range of opportuniti€d® Second, judges have very limited opportunities to

influence market structures.

Contract law vs. regulation: institutional competen ce

From a theoretical perspective, be it philosophmaleconomic, the actual doctrinal
boundaries of contract law look accidental, if moglevant. For a theory of contracts, it
is the purpose (thtelos function, or point) of a certain institution atite regulation
thereof which matters. Irrespective of the speaidiason why a given theory favors or
would limit contractual freedom, such as autonohmppiness, or efficiency, the rules
that are relevant for such a theory often lie al#giontract law in a doctrinal sense.

For instance, the regulation or prohibition of timarketing and/or purchase of
certain goods in administrative or criminal law afeo limits on freedom of contract.
Contract law usually refers to such public law temions by declaring illegal
contractual terms invalid as “contracts forbiddgnskatute™?* It is mainly a matter of
convention whether labor law which includes a lbpaternalistic rules is considered a
part of civil law or a separate field of law. Irpextive of how this categorization is
made, employment contracts are regulated heavilpdoupational safety reasons via

the rules of administrative law.

Consumer law vs. general contract law

During the 28 century there has been a dual tendency in thetprieav of Western
countries. They have introduced substantive linoitest to freedom of contract while
keeping their contract laws (civil codes) and théenqple of freedom of contract

unchanged as a formalistic “liberal” facade. Thadiional rules on mistake, fraud,

429gee the discussion on exploitation in section34.2.
421 See section 2.5.1 and note 360, above. Cf. Bealk 2002: ch 3.1 (p. 295-332).
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duress, incapacity etc. were considered to fit wath will theory*?? General clauses
and interpretative doctrines provided some flekypilLater on, socially motivated
legislation was enacted, aimed at protecting tenanployees, and consumers. This
brought about a large body of rules which did nbeésily in the body of rules (civil
code) based on classical theory.

In the last decades, consumer protection legisldies produced a large body of
technical regulations. The doctrinal (systemicjustaof consumer protection law is not
uniform. For instance, there are large differenaesng the member states of the
European Union with regard to the consuraguis some have integrated these rules
fully or partially in their civil codes, while othe keep them separdf€.In a recent
paper, Ugo Mattei made some important observaabosit the ideological and political
motivations behind this separation of consumerdad general contract latf

The question is also normatively relevant. From pleespective of paternalism,
the business sophistication of the subjects oblyommatters, and should matter. It is
also an interesting question with regards to patesm, whether there are systematic
differences between contracting parties that makgengntation and thus a differentiated
regulation of contracts reasonable.

In a recent article Robert Scott and Alan Schweetarmulate some widely used
intuitive and doctrinal categorizations from an mmmic perspective and suggest that
four different types of contract (transaction) skidoe distinguished®

(1) a firm sells to another firm,
(2) an individual sells to another individual,
(3) a firm sells to an individual,
(4) an individual sells to a firm.

Category 1 is the area of commercial or businesq\éth the exclusion of some
small businesses), category 2 contracts are ptyneggulated by family law and
property law, category 3 contracts are primarilgulated by consumer protection law,

real property law (mostly leases), and the seesritiw, while category 4 is mainly the

“225ee section 3.2.1., above.

“23For a detailed overview of the implementationtia member states see Schulte-Nélke 2007.
“2'See Mattei 1999.

% Schwartz — Scott 2003: 544.

153



domain of labor law. Scott and Schwartz argue tatract law should be different for
these categories of transactions.
Consequently, this rather formal typology suggésas in these different contexts

the role of paternalism and the extent of freeddrwoatract should differ.

4.6.2. Backwards induction from competence?

Why would such doctrinal problems matter for anregoic analysis? The answer
seems to be related to the relative institutior@hpgetence ofex antevs. ex post
regulators'?®

The issue of competence has a feedback effecteofutittions of contract law. It
is not only ineffective but unreasonable to burdandecentralized, judicially
administered system like the contract law regimié) functions that other branches and
mechanisms of regulation can achieve better, imotuthe possibility that the purpose
is beyond the competence of the regulatory stavgether. An important lesson in this
respect is that there are problems (market fajjusgkich cannot be addressed
appropriately in a judicial manner. This considerajprovides an argument for the use
of a mix of policy instrumenté’ which also applies to paternalism. In general, the
plurality of potentially confronting purposes ofrtmact law can be achieved only by a
plurality of institutions.

Somewhat more radically, Richard Craswell has ssigge that in order to
determine whether a contract term is (un)fair, werewhether a contract is concluded
voluntarily or not, one first has to look at thenexies available, and then infer back to
the enforceability of the problematic teffi.Craswell adopts the property ruleliability
rule framework?® to contract formation problems in order to seechhiemedies should
be used in deciding contract formation cases. Agny rule protection of contractual

consent would mean that the consent was not peethe contract is unenforceable.

“*Craswell 1993b, 1995.

427 Trebilcock 1993: 248—261. See also Komesar 19@4 B. Posner 1998: ch. 13 (“The choice between
regulation and common law”) and ch. 19 (“The marke¢ adversary system, and the legislative process
as methods of resource allocation”).

**8Craswell 1993b, 1995.

“235ee Calabresi — Melamed 1972.
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A liability rule protection would mean that the gelreplaces the unreasonable terms
with reasonable ones.

Craswell’s radicalism comes from the idea thatdkeilable remedies determine
whether the term should be declared unconscion&sen a legal (in contrast to a
moral) perspective, a contract is declared notalehbeen consented to voluntarily and
when and only when the choice among the availabieedies based on their respective
costs and benefits dictate that. In determiningcviway to choose, Craswell explicitly
speaks of two factors: (1) the relative instituibmompetence of the judge and the
legislator to determine what is efficient; and {B¢ position of the party offering the
contract (term) to modify his behavior.

Craswell analyzes several typical cases for thaipiisy of unconscionability in
terms of institutional competence. One exampleuiesk, i.e. when A makes B sign a
contract at gunpoint. The availability of remedahstate that the contract should be
voided and B should be protected by property rlilee reason for this is that in such
situations A can easily change his behavior, ared dincumstances surrounding the
contract formation can be proven with relative emsé&ont of a judge. On the other
hand, when this is not the case, the contract dhoellconsidered voluntary in the eyes
of the law.
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5. Conclusion

5.1. Contract regulation: summary assessment

The fact that the number of regulatory contract thetrines in the table above (section
3.3.3.) is larger than the number of problems mgglygest that economic theory cannot
fully capture the problems the various doctrinesiatended to solve. Contract regimes
follow a number of goals besides correcting mafkédtires. On the other hand, there
are contract law doctrines that at first glanceklpaternalist. In the previous chapter, |
have discussed a number of legal instruments wimcimodern legal systems typically
serve paternalistic purposes and analyzed whetiesetpurposes can be interpreted in
economic terms.

The legal tools assessing these problems are extyrararied. Regulators have a
wide set of instruments at their disposal: fornratdefenses; mandatory rules and
default rules; procedural (formal) requirementsri(falities, cooling-off periods,
information disclosure); substantive rules; ruleégmterpretation (construction).

We have also seen that contract law is not the, amlyhe best, policy instrument
in cases of paternalism. Some market failures shbel addressed primarily through
public-law-type regulatioi*® Trebilcock argues for a “relative institutionavidion of
labor” among regulatory techniques. He suggests tthe “law of contracts will be
principally concerned with autonomy issues in eafihg claims of coercion, antitrust
and regulatory law [with] issues of consumer welfaand the social welfare system
[with] issues of distributive justice”!

When we look at this carefully argued proposal lbgbllcock, it does not even
mention paternalism. Is it possible to explain pzésm away in a sufficiently
extended law and economics approach? | think tlaé¢rpalism should indeed be
considered a residual category. If we can find asgly implicit) reason for
intervention in terms of a market failure or sorhed party effect, we should give
priority to these, and not attribute the regulattonpaternalistic purposes. Still, this

strategy is mainly pragmatic and | intend to agplbnly to the domain of contract law.

43°0n the interaction of consumer protection law eadhpetition law see, e.g. Gomez 2003.
“3Trebilcock 1993: 101.
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As we have seen in the safety helmet and smokingekamples (section 2.2.4.), social
burden arguments are not always relevant in terngoonmon moral intuitions.
Similarly, there are legal areas like criminal lawmedical law where market failures

and externalities, if relevant at all, count asyaalther weak arguments.

5.2. From principle to policy: mediating maxims
The empirical psychological insights discussedeatisn 2.4.1 have showed that the
issue of paternalism is an “uncertain ca&8"Outright anti-paternalism should not be
replaced by uncritical paternalism. With regardpimlicy, the empirical research is
inconclusive because it does not provide a norreaiandard. The normative standards
are the subject of a different kind of discussithe major philosophical positions have
been exposed in section 2.2.2 above.

In this regard let me indicate that: there are gaoguments for the practical
convergence of autonomy and consequentialist tegbti that there are conceptions of

perfectionism and liberalism that do not excludeheather?**

and that to some extent
perfectionism can also be combined with economieomp**® This suggests the
possibility of finding an overlapping consensusareiing the proper role of paternalism
in contract law. More precisely, one criterion bétchoice between contract theories
should be whether the theory takes the public ratfithe institution into account. In
other words, whether the theory makes an overlgppamsensus possible, despite the
deep philosophical differences between grand thebfi A related meta-theoretical
criterion is whether the theory is compatible witle common moral intuitions of the
community to which the institution pertains.

If these criteria are acceptable, the maxims | ssgdpelow should be judged
based on how high they score on these two relaiglés The core of this overlapping
consensus will namely consist of “mediating maxifié. These are reasons about

institutions and mechanisms that summarize lessonsgeneral philosophical theories

432Rachlinksi 2003.

433 Brock 1988. See 2.2.2. above.

434 Marneffe 1998.

43> Deneulin 2002, Buckley 2005a, 2005b.
436Cf. Aaken 2007.

"Husak 2003: 397.
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and empirical research on one hand and providelingilblocks for a reasonable legal
policy on the other. In choosing between the variustruments for paternalistic

intervention, one should follow the following priptes.

Transparency

Transparency requires that the objective of a q@adr regulation should not be
camouflaged by legal techniques or rhetoric; lahwsutd be enacted for their genuine
reason. Eliminative redefinitions can have theie us theoretical constructs but
paternalism should not be hidden behind allegedketdailures. As we have seen,
historically, the motivations behind the introdoctiof legal rules and doctrines might
have been varied. What | am concerned with is theetfonal relationship between

various legal means and paternalism as an enctypalirpose).

Constitutional values vs. direct moralism

In contract law, one should be cautious with purpbrfectionist reasons. In this
domain, as a rule, state neutrality should be predeover legal moralism. Freedom of
contract is often seen as an aspect of privatenaaty. It involves one’ freedom to
commit to enforceable agreements and in this wagotiperate with others or achieve
the other goals one chooses. On the other haigdpiten this very notion of autonomy
which seems to limit the validity or enforceabilaf an agreement. This becomes more
intriguing when we refer to yet another value, handaynity. How should this concept
be interpreted in relation to paternalism? One vgatp say that dignity is not for the
free disposition of the individual; rather it iseds ontological or metaphysical quality.
This interpretation can, in turn, offer a justificen for legal moralism. In this spirit, the
law can protect this abstract value of human dygeiten against one’s autonomous
will. A weaker interpretation is to see autonomyl gfor instance) non-commodified
sexuality as two conflicting aspects of human dignvhich have to be balanced. A
third conceptualization would be to put the wholecdssion under the label of
autonomy and see the controversial cases as dsrifitween short-term and long-term

autonomy.
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For a lawyer, these questions seem interestingoat wnly as the philosophical
background behind contract law rules which prohtkittain contracts for “immorality”.
In fact, lawyers are at unease when addressingmatilems precisely because they are
aware of the dangers of stepping beyond the boiesdaf legal arguments. However,
in the last few decades such reasons have becogadlylaelevant. In fact, the
interpretation of autonomy and human dignity hasob® the bread and butter of
constitutional lawyers. They considered themselgdeing within the law’'s ambit,
when discussing constitutional principles and value

Coming closer to paternalism, a possible extensiotihe argument in this work
would be to find links to the multifaceted discussicurrently going on about such

problems under the label of “the impact of consital law on private law*>®

Harm-prevention and basic goods

As already hinted at in section 2.4, an importasitpwhere public paternalism differs

from personal paternalism is its impersonal aneroftoercive nature. From this it
follows that harm prevention should have precedeves welfare promotion. In other

words, the law should be mainly concerned with phemotion of basic or primary

goods, in the Rawlsian sense. These are the gobuth vere necessary for a person
irrespective of his personal conception of ‘the djodaternalistic efforts of contract

law should be restricted to the protection andilfoiént of basic needs, and only
external conditions should be manipulated (nottleaital processes).

On the other hand, the state should encourage otkgtutions which can take
individual (rather than standardized) needs intmant**° This raises the question as to
the necessity of the legal regulation of privateepzalism. Here | can only make some
sketchy remarks.

In a large, specialized society everybody reliestanspecial skills, knowledge,
and expertise of others. There is a multiplicitypahcipal-agent problems as one has to
trust many personally unknown specialists. Constasthen designed rationally and

enforced effectively, provide a mechanism throughiclv to cope with information

“¥There is a huge literature on the subject. Faetuollections of essays see Rabello — Sarcevig, 199
Friedmann — Barak-Erez 2001, Grundmann 2008.
49K ultgen 1995: 161-162.
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asymmetries. Paternalism is also present at tha lgfvprivate transactions, and not
always in an unobjectionable form. Besides, sontegoal relationships are essentially
paternalistic (parent—child, etc.). Some of these regulated by contracts, some by
public (administrative) law but potentially all siid be within the reach of law. The

specificities of different life spheres should bkedn into account.

Minimal intrusiveness

Among the various instruments of contract law, ottlengs being equal, the least
intrusive should be preferré® Consequently, information provision should be
preferred to prohibition. Procedural restrictionr®wd be preferred over substantive
ones. Soft paternalism and autonomy-promoting wete&ions should be preferred to
hard paternalism.

Hard paternalism is not supported by autonomy-batberies but can be
compatible with welfarist and perfectionist thesrief contract. In essence, here a
substantially voluntary contract is declared unesdable, or sanctioned for being
against the interest of one or both contract partie

On the other hand, soft paternalism and autonoragpting interventions refer
to those relatively uncontroversial mechanisms Wwidon at improving the rationality
of the subject without prohibiting his own decision aim at safeguarding or improving
individual decision-making competence. This is tfeneral idea behind “libertarian
paternalism” (section 2.4.3.). In these cases treative controversy is transmitted to
the policy level.

In fact, as we have seen throughout the thesisjgtihe level of discussion where
the prospects of an economic approach to both dreeaf contract and its limits seem
the best.

4“Opaken 2006 refers to the principle of the gentlpsternalism (“das Prinzip des schonendsten
Paternalismus”).
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