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Contracts II Outline—daniel W.E. Holt

Efficient Breach

I.
The Theory of Efficient Breach

Elements of the theory

Goal is Pareto Efficiency.

Legal rules should lead wealth-maximizing individuals to make pareto superior moves when they’re available.

Where performance will cost promisor more than it will benefit promisee, contract should be breached.

Both parties will prefer breach if costs > damages > value and the end result after damages will be pareto superior to performance.

Promisor will prefer breach if costs > damages.

Promisee will prefer breach if damages > value.

What is efficient is not necessarily the same as what is individually rational—for example, transaction costs can make efficient breach no longer individually rational.

Example of effect of transaction costs on performance decisions: fee shifting in the UK.

Stakes go up, so settlement price will go up.

Some breaches will not occur because they will not be individually rational, despite the fact that they would be efficient.

American rule lowers the cost of nonperformance to breaching party, making efficient breach more likely.

II.
Pros and Cons of the Theory of Efficient Breach

Arguments in favor

The point of a contract is to facilitate efficiency.

Resources should be allocated to those who value them the most.

Critiques of the theory

Transaction costs can be very high, making it inefficient on its own terms.

Expectation damages tend to undercompensate.

Rewards individualistic, uncooperative behavior, which is socially undesirable.

Undermines perception that law promotes fairness and justice.

People aren’t rational and efficient economic actors.

Takes inadequate account of noneconomic costs to promisees of breach.

Expectation Damages

I.
Protecting Expectation Interests with the Expectation-Damages Rule

Theory

To put the plaintiff in as good a position as she would have occupied had both parties fully performed; to give plaintiff the benefit of the bargain. Restatement (Second) § 344(a).

Protects the net expectation: value of promisor’s performance less cost of promisee’s performance.

A distributive remedy.

The long-preferred remedy.

Reasons to award expectations even in a wholly executory contract (neither party has performed or relied):

Psychological; sense of justice.

Assuring protection of full cost of reliance.

Facilitating planning.

Protecting intended risk allocations.

Pros

Expectation damages impose on promisor the consequences of decision to breach (internalizing externalities?), promoting efficient breach decisions.

Best case for expectation damages is where promisee can purchase the equivalent goods or services on the market.

May be easier to administer than specific performance.

Cons

May not fully compensate.

Courts can misjudge the prices and degree of equivalence of what’s available on the cover market.

Transaction costs can be significant and uncompensated. (UK rule better on this count.)

Some values resist reduction to a dollar value.

Undercompensation undermines efficiency goal.

Places surplus solely on promisor.

Does not induce efficient promisee reliance decisions.

Does not compensate as well or as accurately as specific performance.

II.
Application of the Expectation-Damages Rule

Measure of damages in general (Restatement (Second) § 347)

(a) loss in value (direct) plus
(b) other (incidental (cost of attempting to mitigate) and consequential (injury to person/property)) loss minus
(c) cost avoided and loss avoided (value of mitigation).

If breach is only partial (i.e., not material, not about a basic piece of performance) and plaintiff hasn’t terminated and is willing to further perform, then (c) doesn’t factor in (i.e., no duty to mitigate).

If party in breach shows that plaintiff could have mitigated but didn’t, and plaintiff can’t justify that, award is reduced to the extent that mitigation was possible.

Computing Expectation

Ideally, value of performance less value of nonperformance.

Typical measure is price of cover.

Lost profits is sometimes the measure.

Where costs of performance are unknown at time of contracting, you calculate expectation by taking the difference of the contract price and the sum of the probability of each possible cost times the amount of each possible cost. For example, $75–((.05*$125)+(.4*$80)+(.55*$30))=$20.25.

Incentive effect

The earlier a promisor breaches, the less it will pay in damages.

Application to Construction Contracts

Where the party who contracted with the builder has breached:

Builder’s expected net profit plus unreimbursed expenses at time of breach.

Where builder has breached:

Expectation damages, benefit of the bargain, regardless of whether performance turns out to be of little or no economic benefit to promisee.

Cost of completion/replacement is the general rule: plaintiff can use the damages to obtain the expected final result.

Alternate view: K price meant in effect that P already paid D for the work by discounting the rent; the remedy is akin to restitution.

American Standard, Inc. v. Schectman—failure to grade land.

Emery v. Caledonia Sand & Gravel Co.—failure to restore land.

Diminished value is the exception, appropriate where there has been:

(1) Substantial performance [note that the higher the cost of completion, the harder it is to argue that you’ve substantially performed],

(2) In good faith, and
(3) Curing the defects would entail unreasonable economic waste, or where the defects are only incidental to the main purpose of the contract.

Jacob & Youngs, Inc. v. Kent—wrong brand of equivalent pipe; cure would be tremendous waste.

Peevyhouse v. Garland Coal & Mining Co.—failure to restore land deemed only incidental to main purpose of K.

Application to Real Estate Contracts

Breach by buyer:

General-damages rule: Difference between contract price and market price at time of breach, if price has fallen. Nominal damages if price has gone up.

Special-damages rule: In addition, any loss or injury actually sustained, caused by breach, and reasonably foreseeable to both parties at time of contract. Duty to mitigate applies.

Breach by seller:

English rule: Only restitution of any payments made absent bad faith by seller. This is the traditional rule.

American rule: Expectation damages, computed as difference between contract price and market price at time of breach, provided price has risen. Otherwise, nominal damages. This rule, more consistent with the rest of contract law, is gaining.

Determining market value: owner-opinion rule or actual sale price (if close enough in time). Listings are not usually accepted.

Application to Employment Contracts

Breach by employee:

Difference between contract wage and replacement wage. Roth v. Speck; Handicapped Children’s Education Board v. Lukaszewski.

But since what is protected is expectation, if replacement with equivalent employee is available, plaintiff is not entitled to recover cost of a more skilled or qualified replacement. Lukaszewski.

III.
Restrictions on Recovery

Foreseeability

Hadley v. Baxendale Rules

1. The Usual Course of Things—“[S]uch damages as may fairly and reasonably be considered either arising naturally, i.e., according to the usual course of things, from such breach of contract itself, or such as may reasonably be supposed to have been in the contemplation of both parties, at the time they made the contract, as the probable result of the breach of it.”

2. Special Circumstances—Only if the plaintiff communicated such circumstances to the defendant at time of contracting, do they count as foreseeable damages.

“For, had the special circumstances been known, the parties might have specially provided for the breach of contract by special terms as to the damages in that case; and of this advantage it would be very unjust to deprive them.”

Modern Formulations: Restatement (Second) § 351 & UCC § 2-715(2)

At the time of contracting only; subsequent knowledge is irrelevant.

Type of loss must be foreseeable; manner need not be.

Foreseeability to defendant is what matters.

Defendant is liable for losses she had reason to foresee (“objective” standard).

Defendant need not have foreseen the damages, so long as they were reasonably foreseeable.

Loss must be foreseeable as probable result of breach, not remote.

Foreseeable ≠ foreseen or certain.

Damages that far outweigh the K price to defendant may be reduced to avoid disproportionate compensation. Restatement (Second) § 351(3).

Collateral-contract losses

They can be an important part of expectation interest.

They are recoverable if:

(1) They were in contemplation of parties at time of contracting (jury question); and
(2) They flow directly or proximately from the breach; and
(3) They are capable of reasonably accurate measurement or estimate.

Effects of the foreseeability limitation

Encourages efficient promisee behavior.

At contracting stage

Encourages promisees to discover and disclose likely costs of nonperformance so that she may fully recover in the event of breach. (“Premitigation”?)

This may, however, increase K price.

These incentives are lacking in noncompetitive markets.

At reliance stage

Since less direct, less foreseeable damages are less likely to be awarded, promisees will take steps to minimize and avoid them.

Encourages communication.

The more complete the information, the more likely a K will achieve efficiency.

Certainty

No recovery for damages that can’t be established with “reasonable certainty.” Restatement (Second) § 352.

Tougher to meet this requirement with collateral damages than with direct damages.

Reasonable certainty ≠ absolute certainty.

Lost profits

Plaintiff must show that it was reasonably certain that she would have earned those profits absent breach.

Profit ≠ net income.

Profit measure should be net income less implicit costs, which can include:

Value of plaintiff’s own services to her business (what she would have to pay someone else to do her job)

Normal return on plaintiff’s invested capital (interest plaintiff would have earned if money were in something like a savings account instead of the business).

Profits must also be discounted for future value.

Because of difficulties in calculation of lost profits, reliance damages are sometimes used instead.

In practice

If fact of damages can be established to a reasonable certainty, amount will usually be left to the jury.

Doubts tend to be resolved against party in breach because they caused the problem.

Mitigation

In event of total/material breach, plaintiff has two mitigation duties:

Minimize reliance damages

Stop performance; plaintiff cannot continue to pile up reliance damages. Rockingham County v. Luten Bridge Co.

No award of damages for reliance after breach.

Minimize lost-benefit damages.

Reasonable efforts to substitute other arrangements.

Finding another job, another K, etc.

No award of damages for lost benefits that could have been mitigated.

Burden is on breaching party to show that plaintiff did not make reasonable efforts to mitigate.

Limitations

No duty to mitigate if breach is only partial.

If both parties have equal opportunity to mitigate damages, the duty does not apply. Wartzman v. Hightower Productions, Ltd.

Employment Contracts

Mitigation that really consists of getting more value than under the contract does not count as mitigation. Lukaszewski.

If employee rejects breaching employer’s unconditional offer of same job or substantial equivalent, potential backpay liability ceases at that point. Ford Motor Co. v. EEOC; Boehm v. American Broadcasting Co.

Employer has burden of showing that offered job was substantial equivalent.

If employer meets burden, then employee can try to show special circumstances that justified rejecting offer.

Employer also has burden of showing employee removed herself from job market.

Employee is not required to prove mitigation.

Employee is not required to mitigate by taking noncomparable employment (recognition that a job is more than just a paycheck). Parker v. Twentieth Century–Fox Film Corp.

An employee who accepts noncomparable employment will have damages reduced accordingly.

Lost-volume sellers

Additional contracts do not count as mitigation for purposes of reducing damage awards.

Test to distinguish additional from mitigating contract. Rodriguez v. Learjet, Inc.

(1) Capacity to make an additional contract; and
(2) Additional contract would have been profitable; and
(3) Additional contract was probable absent buyer’s breach.

Additional contracts are profitable contracts seller could and probably would have entered into anyway.

Mitigating contracts are those seller could not have entered into anyway because of limits of the market or of capacity.

Personal-service contracts will usually be found to be mitigating, given people’s finite capacities.

Nonpersonal-service contracts will be found to be additional so long as capacity to perform both is found.

Nonrecoverable Damages

Attorney fees (the American rule).

Exception in some jurisdictions: Where breach forced plaintiff to sue or be sued by a third party.

Example: Insurance company refuses to defend claim, so plaintiff has to do so herself. Preferred Mutual Insurance Co. v. Gamache.

Some jurisdictions will still exclude attorney fees or will require additional showing of bad faith on insurer’s part.

Other exceptions: Statutes and Fed. R. Civ. P.

Emotional Distress and noneconomic injuries.

Exception: Where breach also caused bodily harm or the contract or breach was of a sort that serious emotional disturbance was a particularly likely result. Restatement (Second) § 353.

Common examples:

 Carriers with passengers, innkeepers with guests, undertakers, those carrying messages of death, etc.

What matters is the nature of the K, not the nature of the breach or the damage measure (expectation/reliance).

Punitive Damages.

Exception: Where conduct constituting breach is also a tort for which they are recoverable, such as fraud (Syester v. Banta), tortious interference, etc. Restatement (Second) § 355.

Alternative Ways to Protect Expectation Interests

I.
Specific Performance (Restatement (Second) §§ 359–367)

While still the exception to the expectation-damages rule, its use is growing. City Stores; Franklin Point.

Restatement says “modern” approach is to compare the two remedies and apply the one that best serves the ends of justice.

Pros

Provides incentive to settle rather than breach and litigate. Settlement is more likely to reflect idiosyncratic values.

Unlike damages, where the price is set by the court, here the price is set by the parties (but much more by promisee than by promisor because the former has most of the leverage).

Because it is more likely than damages to capture true values, it is more likely to result in efficiency.

More likely than damages to compensate fully.

Disgorges surplus, spreading it over both parties.

Elimination of complex damage calculations would reduce litigation costs.

Cons

Courts aren’t very good at administering/supervising.

Administration/supervision can be costly.

Bargaining process can break down.

Criteria

Case for specific performance is stronger where goods are not fungible (e.g., real estate, art, etc.). In such cases, it is the term parties would most likely have written.

Pomeroy’s test

(1) Would damages be inadequate?

(2) Would damages be impracticable?

Restatement (Second) § 359

(1) Unavailable if damages are adequate.

(2) Adequacy must be in terms of K as a whole.

Restatement (Second) § 360—Testing for adequacy:

(a) Difficulty of proving damages with reasonable certainty.

(b) Difficulty of getting suitable substitute by means of money award.

(c) Likelihood that damage award will not be collected.

Not ruled out by a liquidated-damages clause. Restatement (Second) § 361.

Terms of K must be reasonably certain to provide basis for appropriate order. Restatement (Second) § 362.

Unavailable if it would mean unreasonable hardship on party in breach or third parties. Restatement (Second) § 364.

Should be granted if denial would impose unreasonable hardship. Restatement (Second) § 364.

Unavailable in cases of mistake, plaintiff’s unfairness or bad faith, etc. Restatement (Second) § 364.

Unavailable where difficulty of enforcement/supervision outweighs benefits. Restatement (Second) § 366.

Unavailable where contrary to public policy. Restatement (Second) § 365.

Application to Real Estate Contracts

Normally available, particularly where seller has breached. City Stores Co. v. Ammerman.

Application to Construction Contracts

Generally not awarded because of supervision difficulties and ease of converting damages into construction.

Franklin Point, Inc. v. Harris Trust & Savings Bank is an exception; a review board relieved court of direct supervision.

Application to Personal Service Contracts

Unavailable. Restatement (Second) § 367(1). 13th Amendment concerns.

Exception: “Negative enforcement”

Where an employee (1) refuses to render services to an employer and (2) the services are unique or extraordinary, courts may enjoin employees from furnishing those services to another for the duration of the contract.

Uniqueness: athletes, entertainers, etc.

Under Restatement (Second) § 367(2) negative enforcement is limited to cases where it will not produce an “undesirable” continuation of personal relations or “leave the employee without other reasonable means of making a living.”

Application to Employment Contracts

Employers are not held to specific performance except in the case of statutory requirements, such as antidiscrimination laws, that provide for specific performance such as reinstatement.

II.
Liquidated Damages

Pros

They can promote efficient breach decisions.

“If the law seeks to promote efficient decisions to perform or not, then allowing parties to estimate damages in advance will induce more appropriate decisions in this respect than court-imposed rules.” Kornhauser. (But he seems to have changed his mind.)

Can permit inclusion if idiosyncratic values courts may not see.

Parties probably have better information about idiosyncratic expectations at the time of contracting that courts will after the fact.

Can reduce K price by reducing amount of insurance (and if they are undercompensating).

Can reduce risk of incurring costs of litigation ($ and relationship) down the road.

Simplify and reduce litigation.

Cons

Breach decisions on basis of liquidated damages amount rather than actual costs will result in some breaches that are not efficient and some performance where breach would have been efficient (this directly contradicts his article, though).

Fairly unlikely to accurately anticipate costs.

They probably increase the overall likelihood of nonperformance to the detriment of promisees.

Economic critiques of rule against penalties, particularly in commercial context:

Rational commercial actors would not put in clauses they perceive as penalties.

New entrants and others may have good reasons for agreeing to measures that may look like penalties (though they’d do better to simply take a lower K price).

Interferes with decisions about allocation of risks, costs, and benefits of nonperformance.

Contract law should be about filling in gaps, not rejecting clauses parties knowingly chose and entered into.

If parties knew at the time that the clause would be struck, the K price would likely have been different. Striking the clause can throw the rest of the K out of balance.

By striking a liquidated damages clause as imposing a penalty, a court in effect imposes a penalty on the nonbreaching party by denying it the benefit of the bargain it entered into.

Unconscionability principles provide adequate protection.

Application

Test for validity:

(1) Damages to be anticipated from breach must be uncertain in amount or difficult to prove; and
(2) Parties must have intended clause to liquidate damages rather than operate as a penalty; and
(3) Amount set in agreement must be reasonable forecast of just compensation for the harm flowing from the breach.

Restatement (Second) § 356(1), however, says “reasonable in light of the anticipated or actual loss,” making unclear whether assessment must be ex ante or ex post.

Will get struck down if seen as a penalty.

Penalties for breach are against public policy because they discourage efficient breach decisions.

If a breach creates a cost avoided for the nonbreaching party, liquidated damages based on full contract price are likely to constitute a penalty.

Asymmetry

No protection for undercompensated promisees, just for overcharged promisors.

Promisors thus have more incentive to challenge liquidated-damages clauses.

As long as it doesn’t amount to a penalty, it may permit plaintiff to keep any and all benefits already conferred in part performance (limiting defendant’s right to restitution). Restatement (Second) § 374(2).

Parties cannot contract out of equitable remedies. Specific performance may still be granted regardless of a liquidated-damages clause. Restatement (Second) § 361.

Protecting Other Interests

I.
Reliance Damages

Nature of remedy

Plaintiff’s position has changed; defendant’s has not.

Restoration of plaintiff to position before reliance.

Corrective.

But sometimes used as alternative to expectation damage measure. (Restatement (Second) § 349 permits this.)

Can be pleaded in the alternative for breach of contract.

Measure of reliance damages

Reliance interest, including expenses in preparation for performance or in performance, less any loss that the party in breach can prove with reasonable certainty the injured party would have suffered had the contract been performed. Restatement (Second) § 349.

But Fuller & Perdue argue that a contract will not necessarily produce a loss just because reliance damages > contract price.

K price should limit recovery of essential reliance damages (those incurred in fulfilling P’s part of the bargain) but not incidental reliance damages (such as goods purchased to fill a rented warehouse).

Where appropriate, measure is difference between purchase and resale prices of things bought in reliance. (e.g., land in Walser v. Toyota Motor Sales, U.S.A., Inc.)

If appropriate, pain and suffering as well (see nonrecoverable damages).

Applications

Appropriate alternative to expectation damages where anticipated profits are too speculative to be determined. Wartzman v. Hightower Productions, Ltd.

Ordinary mitigation duty applies.

Promissory Estoppel cases (reasonable detrimental reliance on offer where contract failed to ripen). Walser v. Toyota Motor Sales, U.S.A., Inc.

Incentive effect

Because damages are reduced by any anticipated loss, in the case of contracts where promisee would sustain a loss if fully performed, promisor will not have as much incentive to breach early as under restitution.

II.
Restitutionary Damages (Restatement (Second) §§ 370–384)

Nature of remedy: (Quantum Meruit, or Unjust Enrichment)

Quantum meruit is a separate cause of action from breach but they can be joined in one complaint.

Defendant has gained, to plaintiff’s detriment.

Prevention of unjust enrichment and unjust loss.

Corrective.

But sometimes used as alternative to expectation damage measure.

Measures

Benefit conferred on defendant by way of part performance or reliance. Restatement (Second) § 371

(a) Reasonable value to defendant of what she received in terms of what it would have cost her to obtain it from someone in plaintiff’s position [time, place]; or

(b) Extent to which defendant’s property has been increased in value or her interests advanced.

Note that the measure is reasonable (market) value, not contract price.

Sometimes a court will use the measure of the actual cost incurred by plaintiff.

Applications

Any benefit that party in breach has conferred on plaintiff in excess of loss caused by breach can be recovered in restitution. Restatement (Second) § 374(1).

Subject to limitation by a liquidated damages clause that provides for plaintiff retaining any benefits conferred in event of breach. Restatement (Second) § 374(2).

If reasonable (market) value is higher than K price, K price is used as measure of breaching party’s restitution.

Available to a party who has avoided a contract on the ground of incapacity, mistake, misrepresentation, duress, undue influence, or abuse of fiduciary duty. Restatement (Second) § 376.

Available even if plaintiff would have lost money had K been fully performed.

The measure of recovery is reasonable (market) value of performance, undiminished by any loss which would have been incurred by full performance. Algernon Blair. (Majority rule.)

This means recovery can actually exceed K price, which gives promisor incentive to let promisee continue performing an unwanted K because it will lose less that way.

Incentive effect

Because damages are not reduced by any anticipated loss, in the case of contracts where promisee would sustain a loss if fully performed, promisor will have an incentive to breach early.

Limitation

Because restitution recovery can result in more damages than expectation on complete performance, if plaintiff has fully performed and all that remains is for defendant to pay, restitution remedy is not available. Restatement (Second) § 373(2).

Justifications for Nonperformance

I.
Mistake

When does a party bear the risk of a mistake? (Restatement (Second) § 154)

(a) K allocates the risk to her.

(b) she is aware at time of K that she has only limited knowledge on the fact but treats that limited knowledge as sufficient.

(c) court decides it is reasonable under the circumstances to allocate risk to her.

Mutual mistakes

Easy cases: scrivener’s errors; easily reformed.

Hard cases: basic assumption of K is flawed.

Mistake of fact must be presently relevant, must affect value, and risk must not be allocated to plaintiff in the contract.

Restatement (Second) § 152(1) formulation:

If mistake is mutual at time of contracting, concerns a basic assumption, and has a material effect on agreed performances, K is voidable by adversely affected party unless she bears the risk of mistake.

Specific applications

Mistake as to intrinsic value of good sold by expert to non-expert cannot qualify; experts get risk allocated to them.

Innocent sales of counterfeit articles are void on mistake doctrine.

Remedies

Rescission and restitution.

Unilateral mistakes

Test. Wil-Fred’s, Inc. v. Metropolitan Sanitary District.

Mistake must relate to a material feature of the K.

Mistake must occur notwithstanding exercise of reasonable care.

Mistake must be of such grave consequence that enforcement would be unconscionable.

It must be possible to put the other party in its original position.

Evidence must be clear and positive.

Restatement (Second) § 153 formulation:

Mistake at time of K as to basic assumption on which she made the K has adverse material effect on agreed performances, K is voidable is she doesn’t bear risk of mistake and
(a) effect of mistake is such that enforcement of K would be unconscionable, or
(b) other party had reason to know of mistake or his fault caused it.

Construction bids, esp. subcontractors’ bids.

If quickly discovered and other party has not substantially relied on the bid, courts usually permit rescission or reformation.

Sales

If buyer knows good is worth more than sale price, unilateral mistake will be found but courts will find risk allocated to seller.

Seller is in better position to discover and is presumed to have chosen not to investigate and thereby assumed the risk.

Buyers don’t have duty to disclose what they’ve expended effort to discover.

We don’t want to penalize those who make discoveries that increase overall wealth (patent analogy) (productive efficiency).

If neither party knows the true value and it turns out to be higher than the sale price, the sale is valid. (Given that the sale would have been valid had buyer known, she can’t be penalized for not knowing.)

Remedies

Rescission and restitution.

Reformation.

II.
Changed Circumstances, Impracticability, and Frustration of Purpose (Restatement (Second) §§ 261–272)

How to deal with these cases:

(1) Is this a case of true impossibility? If so,

(2) How do we allocate the loss?

(1) Determining whether this is a change that makes performance impossible or impractical and thereby discharges obligations to perform.

Premises of K cease to exist, for example.

Market downturn is not enough (it’s considered foreseeable). Karl Wendt Farm Equipment Co. v. International Harvester Co.

Government actions that make performance impossible are enough. Harriscom Svenska, AB v. Harris Corp.

An unforeseen but not unforeseeable event alone is not enough. Krell v. Henry.

Devastating financial hardship is probably enough.

(2) Allocating the loss

Who is the superior risk bearer?

(1) If K (or custom) allocates risk to a party, that party is the superior risk bearer.

(2) If K doesn’t allocate, the party better able to prevent, discover, mitigate, or insure against the loss is the superior risk bearer.

(Note that 1st party insurance is cheaper and 1st party is in best position to estimate insurance needs.)

(3) If both parties are equal in terms of above factors, the party better able to insure against it is the superior risk bearer.

Are there relevant drafting rules, such as construing insurance K in favor of insured?

Remedy

Note that impossibility is all or nothing
Either discharge and restitution or K remains in force and ordinary K damages.

Restitution but not reliance.

Assuming the changed circumstances are neither party’s doing, to award reliance would be to decide that one party insures the other against loss in the event of changed circumstances, which is a very unlikely assumption to make when filling a gap.

Moral-hazard concern

Risk allocation that creates incentive to act or omit unfairly.

Example: insurance of S. Bronx buildings for more than they were worth.

Avoiding Enforcement

I.
Duress

Some subtypes

Duress of goods (threats to person’s property)

Economic duress (business compulsion)

The most common form.

Kornhauser: Economic duress should never qualify because it prevents parties in distress from being able to form contracts.

Posner: Economic duress should only qualify if the defendant has caused the distress.

Some jurisdictions hold that taking advantage of party’s financial distress is enough, regardless of source of the distress.

In other jurisdictions, the source and nature of distress may matter.

When argued

To get out of K modification.

To get out of settlement and release.

Remedy

K is voidable.

Restitution.

Common test elements

Threat must actually overcome the will of the person. (Subjective test—reasonableness is irrelevant.)

The act of the coerced party must be against its will, involuntary.

One party must act or threaten the other in order to induce assent.

Threat must actually have induced assent (causation).

Coerced party must have no reasonable alternative or adequate remedy if threat were carried out.

Victim must have no real choice or face serious financial hardship.

Extortion counts.

Opportunistic taking advantage of other’s predicament will weigh heavily toward duress.

If the party pushing for change faces distress by something like market change, that will weigh against finding duress.

Threat to breach counts.

In effect, such a threat is an offer of a preexisting duty as consideration for the new agreement, but preexisting duties cannot be consideration. Restatement (Second) § 73.

That party making the threat had legal right to do the thing threatened is irrelevant.

If change or K at issue benefits only one party, it fails under a strict reading of the consideration requirement.

A modification is binding if “fair and equitable in view of circumstances not anticipated by the parties when the contract was made.” Restatement (Second) § 89.

Restatement (Second) formulations:

If assent was accomplished by physical compulsion, there is no K because there was no good consent. § 174.

If assent was induced through improper threat that leaves no reasonable alternative, the K is voidable. § 175(1). (Note that this can be circumstantial and subjective.)

If inducement is by third party, K is voidable unless other party had no reason to know and has relied materially. § 175(2).

Improper threats (note that these can be circumstantial). § 176.

(1) (a) crime or tort

(b) criminal prosecution

(c) bad faith threat to use civil process

(d) threat is breach of duty of good faith and fair dealing under an existing K

(2) If resulting exchange is on unfair terms and

(a) threatened act would harm victim and not significantly benefit the party making the threat, or

(b) effectiveness of threat is significantly increased by prior unfair dealings, or

(c) threat is otherwise a use of power for illegitimate ends.

II.
Undue Influence

Remedy

K is voidable. Restatement (Second) § 177(2).

Restitution.

When does persuasion become overpersuasion? Common elements of overpersuasion (Odorizzi v. Bloomfield School District):

(1) Discussion of the transaction at an unusual or inappropriate time.

(2) Consummation of the transaction in an unusual place.

(3) Insistent demand that the business be finished at once.

(4) Extreme emphasis on untoward consequences of delay.

(5) Use of multiple persuaders by the dominant side against a single servient party.

(6) Absence of third-party advisors to the servient party.

(7) Statements that there is no time to consult financial advisors or attorneys.

Other common formulations

Coercive persuasion that “overcomes the will without convincing the judgment.”

Context of power disparity, unfair advantage.

Dominant subject against servient object.

Extreme pressure that works on weaknesses or takes unfair advantage of them.

Weaknesses may be momentary and not wholly incapacitating.

Overpersuasion.

Threat to breach should count for failure of consideration.

Absence of benefit to victim should count for failure of consideration.

Restatement (Second) § 177.

(1) Unfair persuasion of party under domination of party exercising the persuasion

(2) Manifestation of assent induced by undue influence makes K voidable.

(3) If inducement is by third party, K is voidable unless other party had no reason to know and has in good faith relied materially or given value.

Differences between duress and undue influence

Distress typically requires actual harm or a threat to harm.

Undue Influence can be established by “overpersuasion” and pressure short of actual threats or harm.

Duress has more to do with taking advantage of lack of alternatives, particularly economic alternatives, in order to coerce consent.

Undue influence has more to do with taking advantage of or creating emotional/psychological state.

III.
Misrepresentation

Nature of these cases

Flawed consent.

Often involve settlements and releases. Syester v. Banta.

Restatement (Second) formulations

Fraudulent misrepresentation has to do with (a) knowing dishonesty about facts, (b) overstating confidence about facts, or (c) knowing dishonesty about basis for assertions. Restatement (Second) § 162(1).

Misrepresentation may be reckless or negligent rather than entirely deliberate.

Material misrepresentation is one that is likely to induce assent. Restatement (Second) § 162(2).

Innocent misrepresentation can still be grounds for rescission. Restatement (Second) § 162(2).

Misrepresentations that render K void. § 163.

Misrepresentation as to character or essential terms that induces apparent assent by one who neither knows nor has reasonable opportunity to know real character or essential terms, there is no assent and K is void.

Misrepresentations that render K voidable. § 164.

(1) If assent is induced by fraudulent or material misrepresentation and reliance was justified, K is voidable.

(2) If inducement was by a third party, K is voidable unless other party in good faith and without reason to know either gives value or relies materially.

Remedies

K is voidable or void (rescission).

Benefit-of-the-bargain rule. (expectation; majority rule)

Put party in position she would have been in if defendant had spoken truthfully.

Out-of-pocket rule. (restitution; minority rule)

Recover difference between losses and benefits, plus consequential damages suffered before discovery of fraud.

More likely if misrepresentation was innocent.

Exemplary damages sometimes permitted if it rises to the level of a tort. Syester v. Banta.

IV.
Nondisclosure.

When does a party have a duty to disclose?

Old rule of caveat emptor is in disfavor.

Modern (Restatement (Second) § 161) formulation:

Nondisclosure is equivalent to assertion that fact doesn’t exist only:

(a) where party knows disclosure is necessary to prevent a previous assertion from being a misrepresentation, or

(b) where party knows disclosure would correct a mistake as to a basic assumption and where nondisclosure would be contrary to good faith and fair dealing, or

(c) where party knows disclosure would correct a mistake as to contents or effect of a K, or

(d) where fiduciary relationship means other party is entitled to disclosure.

Policy analysis

Parties should disclose that which they already have an incentive to discover for their own reasons (e.g., termites).

The party in the better (cheaper) position to discover should have a duty to disclose. This is most efficient.

Such duties don’t change incentive structure.

Buyers will still undertake some investigation because they won’t assume sellers know everything.

Sellers already have incentive to investigate and won’t benefit from concealment.

Buyers don’t have a duty to disclose.

Homeowners

Duty to disclose latent facts that materially affect the value of the property and are unknown to buyer. Hill v. Jones.

Kronman’s position

Duty to disclose information casually obtained but not information obtained through deliberate and costly effort. Otherwise, there’s economic incentive to not investigate.

Remedy

Rescission.

V.
Unconscionability

Nature of unconscionability

UCC § 2-302 official comment states the goal as prevention of “oppression and unfair surprise.”

Distinction between procedural and substantive unconscionability

Procedural

Clause or content.

Substantive

Bargaining process, setting, etc.

Nondisclosure, incapacity, or misrepresentation.

Not all courts accept the distinction.

Test in UCC § 2-302 official comment

Whether, under the circumstances, the clauses are so one-sided as to be unconscionable.

General application

All that matters is whether it was unconscionable at the time of contracting, not in hindsight.

Would party have assented if they had had a meaningful choice and had fully understood the clause?

Specific Contexts

Consumer. Williams v. Walker-Thomas Furniture Co.

Standard-form contracts

Unequal bargaining power is much more important in consumer context than between businesses.

Test in Williams v. Walker-Thomas Furniture Co.

(1) Absence of meaningful choice, of reasonable opportunity to discover or understand the terms [substantive] and,

(2) K terms unreasonably favorable to seller [procedural].

It usually comes down to a question of “substantive fairness.”

Implications of finding a clause to be unconscionable

As always, it is a gap filling.

In a sense, it comes down to a choice between who is in a better position to gauge what the adhering party would have chosen had she been in a position to choose, the court or the drafting party.

Court in Walker-Thomas effectively decides she would have preferred higher interest rates and easier security terms to lower interest rates and the add-on clause.

Employment. American Software, Inc. v. Ali.

Both procedural and substantive unconscionability must have been present at time of contracting.

Inequality of bargaining power likely to be less a problem here than with consumers but more than with businesses.

Franchise. Piantes v. Pepperidge Farm, Inc.

Consider both procedural and substantive unconscionability.

Inequality of bargaining power least likely in such a relationship (between businesses).

Remedy

Restatement (Second) § 208 says court can refuse to enforce term or contract in whole or in part.
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