BOUNDED RATI ONALI TY, THE DOCTRI NE OF | MPRACTI CABI LI TY,

AND THE GOVERNANCE OF RELATI ONAL CONTRACTS

Donal d J. Snyt he*

California Western School of Law

This article uses a behavioral econom cs approach to
anal yze the effects of the doctrine of inpracticability
on “relational” contracts -- long-term contractual
agreenents that are typically adapted to changed
ci rcunstances and unforeseen contingencies as they ari se.
In contrast to conventional |aw and econom cs studi es,
the article concludes that the inpracticability doctrine
has the potential to inprove the efficiency and
productivity of a wi de range of |ong-term contractua
agreenents, and offers normative guidelines as to how the
doctrine should be applied. The article also exam nes
and rejects various philosophical objections to the
inpracticability doctrine, such as the argunents that it
interferes with principles of economc liberty and
vol untary exchange, that it interferes with the interna
ethics of relational agreenents, and that it clashes with
princi ples of noral desert.

May, 2003

*Address all correspondence to Donald J. Snythe, California
Western School of Law, 225 Cedar Street, San D ego, CA 92101.
Emai | : Dsnyt he@wsl . edu



I. | NTRODUCTI ON

The doctrine of inpracticability provides an affirmative
defense to a conpl aint seeking specific performance or danages for
an alleged breach of contract. It may be interpreted as a default
rule that provides an inplied termin every contract excusing the
parties fromtheir obligations in the event that sone unforeseen
contingency causes their performances to becone "inpracticable."
Al though its precise nmeaning is unclear, the term"inpracticable"
connotes severe -- perhaps even catastrophic -- consequences. In
this respect, the doctrine is tantanobunt to an inplied force
maj eure clause that applies whenever the inpracticability is the
result of circunstances that were in sone sense unforeseen at the
time the contract was forned. Al though the criteria for
establ i shing whether the circunstances were "unforeseen"” are also
uncl ear, they subsune at the very least the idea that the
circunstances were not explicitly provided for under the contract.

The inpracticability doctrine evolved relatively recently out
of the doctrines of inmpossibility and frustration of purpose.?
| ndeed, until the mddle of the nineteenth century the comon | aw

al nost always required specific performance of contractual

IFor an overview of the evolution of the | egal doctrine, see articles by Paul

L. Joskow, Commercial Inpossibility, The U ani um Market And The Wstinghouse Case, 6
J. Leg. Stud. 119 (1977), and Ri chard Posner & Andrew Rosenfield, Inpossibility and

Rel ated Doctrines in Contract Law. An Economic Anal ysis, 6 J. Leg. Stud. 83 (1977).



obligations. The doctrine the courts nost conmmonly applied was the
"rule of absolute liability." This rule was rel axed, however, in
Taylor v. Caldwell,? which excused both parties from their
performances when the nusic hall one had contracted to rent from
the other was destroyed by a fire, thus establishing the doctrine
of inpossibility. The doctrine of frustration was established in
Krell v. Henry,® a case in which a party was excused from paying
for a roomit had contracted to rent to view King Edward VII's
coronation when the coronation parade was cancelled due to the
King's illness. This case, and others collectively referred to as

t he "Coronati on Cases,"*

expanded the range of circunstances under
whi ch the common | aw woul d excuse performances beyond those which
made t hem physically inpossible.

Al though all of these cases were English, both doctrines were
subsequent |y adopted by Anerican courts. |ndeed, nodern statenents

of both doctrines have been witten into the Restatenent (Second)

of Contracts.® A nunber of Anerican cases have, however, further

2Taylor v. Caldwell, 3 B. & S. 826, 122 Eng. Rep. 309 (1863).

Skrell v. Henry, [1903] 2 K.B. 740.

4See Andrew Kul |, Mstake, Frustration, and the Wndfall Principle of Contract

Renedi es, 43 Hastings Law J. 1, 22-23 (1991).

°See Rest at enent (Second) of Contracts, sections 263 and 265.



expanded the range of ~circunstances in which contractua

performances may be excused. |In Mneral Park,® for instance, the
def endants were excused on the grounds that their perfornmances were
"inpracticable.” Mneral Park and simlar cases thus established
the doctrine of inpracticability. The Restatenent (Second) now
devotes nore attention to this doctrine than to either
inmpossibility or frustration of purpose, and the Uniform Conmerci al

Code (U.C.C.) has nmade it the principal excuse doctrine for sales
contracts. The trend in the black letter law, at |east, has
clearly been in the direction of expanding the grounds on which
excuse wi Il be granted.

It is not at all clear, however, that this has been the trend
in the case law. Cases such as M neral Park have not been w dely
foll owed. |Indeed, the courts' apparent reluctance to grant excuse
despite the clear indications in both the Restatenent (Second) and
the UUC C that they may do so remains a conundrum As a nunber of
schol ars have noted,’ the inconsistencies in the case |law nerely
reflect the confusion and di sagreenent anong the courts about the

appropriate role to assign to the excuse doctrines. Nonetheless,

M neral Park Land Co. v. Hovard, 172 Cal. 289, 156 P. 458 (1916).

7See Posner & Rosenfield, supra; Robert E. Scott, Conflict and Cooperation in

Long- Term Contracts, 75 Cal. Law Rev. 2005 (1987); Cayton P. Gllette, Conmercial

Rationality and the Duty to Adjust Long-Term Contracts, 69 Mnn. Law Rev. 521 (1985).



the courts have generally resolved any anbiguities inherent in the
doctrines by construing themnarrowly agai nst the parties that have
attenpted to use them?

The inconsistencies in the case | aw have been reflected in the
commentary of |egal scholars. Whereas an early study of excuse
doctrines by Posner and Rosenfield purported to show that "...the
common | aw has an internal econom c |ogic stronger than many | ega

schol ars believe...,"?®

sone nore recent studies have questioned
whet her they may have any useful role at all.!® As George Triantis
put it, "The continued existence of the doctrine [of
inpracticability], even if substantially dormant, only serves to
preserve the confusion and uncertainty as to its application and
scope. The role of contract law should be |imted to the
nll

interpretation and enforcenent of the parties' risk allocations.

The concl usions of scholarly studies are, of course, always

5G 11 ette, supra note 7, at 523.
%Posner and Rosenfield, supra note 1, at 118.

1OSee, for instance, Gllette, supra note 7; Scott, supra note 7; Alan Q Sykes,

The Doctrine of Conmercial Inpracticability in a Second-Best Wrld, J. Leg. Stud. 43
(1990); CGeorge G Triantis, Contractual Allocations OF Unknown Risks: A COitique O

The Doctrine OF Conmmercial Inpracticability, 42 Univ. of Tor. Law J. 450 (1992).

llTri antis, supra note 10, at 483.



contingent on their own particular theoretical perspectives and
assunptions. Sone studies of the excuse doctrines, for instance,
have principally investigated how they m ght affect the efficiency
of contractual risk allocations.* These have tended to conclude
t hat excuse doctrines should have a very limted role. A nunber of
nmore recent studies, on the other hand, have attenpted to assess
whet her the excuse doctrines nmay serve a nore useful role in the
context of relational contracts. In these contexts the parties may
have a duty to adjust their agreements as they unfold.*® |ndeed,
many scholars now recognize that the field of relationa
contracting is itself of sufficient inportance to nerit nuch
further study.

This essay offers a further analysis of excuse doctrines in a
rel ational contracting context. It focuses on the doctrine of
inpracticability, in part because this has been the nost
controversial of the excuse doctrines, and in part because the

techni cal distinctions between the vari ous excuse doctri nes are of

2This is cl early a strong focus of some of the studies already cited, such as

Posner and Rosenfield, supra note 1, and Triantis, supra note 10.

lssee, for instance, Gllette, supra note 7; Scott, supra note 7.

Eor recent studies that pronote the inportance of relational contracting, see

Scott, supra note 7; Alan Schwartz, Relational Contracts In The Courts: An Anal ysis O

I nconpl ete Agreenents And Judicial Strategies, 21 J. Leg. Stud. 271 (1992).



relatively little practical inportance for analytical purposes.?®®
To establish the groundwork for the analysis, the essay provides a
behavi oral economcs framework wthin which both relational
contracting practices and the doctrine of inpracticability may be
given concrete analytic form The framework joins the new
institutional approach to economcs, particularly as it has been

devel oped by Qiver WIlianson,'°

with the ganme-theoretic approach
to relational contracting suggested by Scott.?'’

This essay thus lies at the confluence of two related streans
of scholarly research. The confluence of these two streanms is
hardly surprising. The concept of a relational contract energed in
response to the real-world limtations of <classical contract
analysis.' And the new institutional approach to econonics energed

in response to the real-world I|imtations of neoclassical

economn cs. It is no nere coincidence that classical contract

15See Posner and Rosenfi el d, supra note 1, at 84-86.

16(] iver E. WIIlianson, Transacti on- Cost Econonmics: The Governance of

Contractual Rel ations, 22 J. Law & Econ. 233 (1979); see also Qiver E. WIlianson,

The Economic Institutions of Capitalism (1985).

17Scott, supra note 7.

lgsee Coetz and Scott, Principles of Relational Contracts, 67 Virginia Law Rev.

1089, 1089- 1091 (1981).



anal ysi s and neocl assi cal econom cs both conceive of transactions
as conplete contingent clainms contracts.®® Nor is it surprising
that the study of relational contracts and new institutional
econonm c¢cs have common origins in enpirical observations of real-
worl d business behavior.?® Wat is surprising, however, is that,
given their cognate origins and common concerns, the connections

bet ween the two have not been given nore attention.

Rel ati onal Contracting

t21

A rel ational contrac may be defined as an agreenent of an

ongoi ng nature between two or nore parties which is typically

et z and Scott, supra note 18; WIIlianson, supra note 16.

201 n particular, Stewart Macaul ay, Non-Contractual Relations in Business: A

Prelimnary Study, 28 Am Soci ol ogical Rev. 55 (1963).

2lunti very recently, the term "relational contract" was used primarily by

| egal scholars. Economists usually referred to such agreements nore general ly using
the terms "long-termcontract” or "inconplete contract.” This no doubt reflected a
difference in the focus of nost of the econom c schol arshi p, which tended to enphasi ze
the initial contracting stage of an agreenent and its incentive effects rather than
any subsequent adaptations. The focus of the economics literature has recently begun
to enphasi ze the subsequent adaptations, however, and econonists are increasingly

“

using the term “relational contract”. See Eirik G Furubotn and Rudol ph Richter,
Institutions and Econonmic Theory, (1997), and Robert G bbons, [/ncentives in

QOrgani zations, 12 J. Econ. Persp. 115 (1998) for surveys of the econonmics literature



adapted to changing circunstances and unique situations as they
arise. In contrast to the conplete contingent clains contracts of
cl assi cal contract analysis and neocl assi cal econom cs, a

relational contract is inconplete because "...the parties are

i ncapabl e of reducing inportant terns of the arrangenent to well -

defined obligations."??

Al t hough the parties usually sign a fornal
witten instrunment, they do so with the understanding that the
terms of the agreenment will be adapted as the transaction unfolds.
The witten instrunent itself provides only a franework within with
such adaptations nmay occur. | ndeed, MacNeil suggests that the
witten instrunment may be thought of as nore like a constitution
for the adm nistration of the agreenment than a contract in the
cl assical sense of the term?®

A relational contract is therefore neither as clearly and
conpletely defined or as formal and inpersonal as the conplete
contingent clains contracts of neocl assical econom cs and cl assi cal

contract theory. Indeed, if all the possible neans of facilitating

a transaction were arrayed along a continuumidentifying the degree

22petz and Scott, supra note 18, at 1091.

2% an R MacNei | , Contracts: Adjustnment OF Long- Term Econonic Rel ations Unhder

Cl assical, Neocl assical, And Rel ational Contract Law 72 Northwestern Univ. Law Rev.
854, 894 (1978). MacNei | does, however, also suggest that there are dangers in

pushi ng this netaphor too far.



to which the transaction is internalized within sonme adm nistrative
hi erarchy, with a classical contract at one end of the continuum
and the conplete bureaucratic internalization of the transaction at
the other, a relational contract would lie sonmewhere in the
m ddl e.?* Relational contracts thus help to sustain "hybrid" nodes
of econom c organization -- those that lie sonewhere in between
arnms-|l ength market transactions and transactions conducted under
t he command and routine of formal organizations.? In fact, they
may be characterized to sone degree in terns of the fiduciary
responsibilities nore cormonly associated with a partnership than a
contract in the usual sense.?

In addition to being an inportant |egal device, therefore,
relational contracts are also an inportant econom c phenonmenon
Econom sts have | ong recogni zed the inportance and vast scope of
the economc activities that are coordinated inside form
hi erarchi es rather than through market transactions, but they have
only relatively recently begun to acknow edge the inportance of the
many econom c activities that are coordi nated through hybrid nodes

of organi zation, such as those that involve relational contracts.

24Thi s visualization was first suggested by WIlianson, although he applied it

to sonewhat different concepts. See WIIlianson, supra note 16.

25, 4.

26G 11 ette, supra note 7, at 571.
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The new institutional economcs, particularly as it has been
devel oped by WIIlianson, has clearly been at the forefront of
energing new lines of research on nonmarket nobdes of economc
or gani zati on.

The new institutional economcs traces its origins to Ronald
Coase's fanpus paper on the theory of the firm? This was the
first significant attenpt by an econom st to explain the role of
the business firm in an otherwise market-oriented, capitalist
econony. The paper conceived of nobdes of econom c organization,
however, in ternms of a sinple dichotony -- all nodes of
organi zation could be categorized as either "market" or "firm™"
Since that paper, the lines have conme to seemnot only |ess clear,
but even sonmewhat arbitrary. Research by noneconom sts, including
| egal scholars developing the field of relational contract |aw, has
been particularly influential.

Early theoretical work on relational contracting was also

strongly influenced by inportant enpirical research in sociol ogy,

27Ronal d Coase, The Nature of the Firm 4 Economica 386 (1937). This is the
"other" paper for which Coase is rightly fanous. Although it has had | ess inpact on
| egal schol arship than the paper in which Coase presented his fanmbus theorem it has
been very influential on the econonmics literature. See the synposium Conference
Papers to Cel ebrate the Fiftieth Anniversary of the "Nature of the Firn' 4 J. Law,

Econ. & Org. 1 (1988) for a broad survey of its inpact.
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particularly studies by Stewart Macaul ay.?® Macaulay’s systematic
surveys of real-world business behavior reveal ed that many market
transactions were nuch I ess formal and nmuch nore fluid than either
econom c theory or the theory of contracts seened to acknow edge.
Subsequent |y, |egal schol ars began devi sing new avenues for | egal
theory which recognized inportant distinctions between different
types of market transactions.?® And economists working in the
Coasian tradition® -- particularly WIlianson -- began to devel op
new approaches to economcs which could account for the rich
diversity of nonmarket as well as nmarket institutions.

The interdisciplinary character of so nmuch of the research has

28\mcaul ay, supra note 20.

29Not able early articles include |lan MacNeil, The Many Futures of Contracts, 47 S.

Cal. Law Rev. 691 (1974(; MacNeil, supra note 23; Goetz and Scott, supra note 7.

30me coul d debate who should be included in this group, but nost economni sts
woul d probably agree that it should include transaction cost theorists such as Qiver
WIliamson, M chael Wachter & John Harris, Uhderstanding the Enpl oyment Rel ation: The
Anal ysi s of Idiosyncratic Exchange, 6 Bell J. of Econ. 250 (1975), Victor Col dberg,
Toward an Expanded Econom c¢ Theory of Contract, 10 J. Econ. |ssues 45 (1976), Benjamin
Kl ein, Mchael Gawford, and Arnmen Al chian, Vertical Integration, Appropriable Rents,
and the Conpetitive Contracting Process, 21 J. Law & Econ. 297 (1978), and WI i anmson,
supra note 16, as well as agency theorists such as Mchael C. Jensen & WIlliam H
Meckl ing, Theory of the Firm Managerial Behavior, Agency Costs and Omership
Structure, 3 J. Fin. Econ. 305 (1976),and Bengt Holnstrom Mral Hazard and

Qvservability, 10 Bell J. of Econ. 74 (1979).

12



made it an especially interesting -- and renmarkably fertile -- area
of schol arshi p. Most of the law and economcs literature is
interdisciplinary only in the sense that it applies concepts and
techni ques from economics to the analysis of the |law and |ega
institutions.3 The economcs profession has generally treated the
law only as a source of problens to which its concepts and
techni ques m ght be applied, and |l aw and econom cs scholars within
the legal profession have usually been content to follow their
di rection. In their efforts to understand nonmarket nodes of
econom ¢ organi zati on, however, sone econom sts have actually
| ooked to the law and Ilegal scholarship for insight and
i nspiration, and not just applications for their techniques.?*
Regardl ess of their disciplinary perspective, nost scholars
woul d probably agree that both the practice and the theory of
rel ati onal contracting are still in their infancy. There are still

many issues for scholars to explore, and relational contracting

practices thenselves wll probably continue to evolve. It is thus
3 ndeed, the unofficial dean of the |aw and econom cs novenent -- Judge Posner
-- has argued that this is the only appropriate direction of influence. 1In his view,

| egal scholarship has little to offer to econonmic theory. See Richard A Posner,

Overcom ng Law, 440 (1995).

32Eor an acknow edgenment by W Ilianmson of his use of the law and | egal

schol arship, see Aiver E. WIllianmson, Revisiting Legal Realism The Law, Econonics,

and Organi zation Perspective 5 Ind. and Corp. Change 383 (1996).
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not yet clear whether relational contracting wll require the
devel opnent of special |egal doctrines. I ndeed, the role of
traditional l|egal doctrines in the performance of relational
contracts is still not well understood.® But since hybrid nodes of
econom ¢ organi zation nmay be nore inportant than nmany schol ars have
previ ously acknow edged, and since they may grow i n i nportance yet,

an understanding of this role is well worth pursuing.

Qutline of the Essay

This essay attenpts to construct an analytical franmework
within which relational contracting practices may be understood,
and uses it to derive normative concl usions about the doctrine of
i npracticability. The broader contours of the framework are
provi ded by concepts fromthe literature on behavioral econom cs
and new institutional economcs, and the details are filled in
using a sinple gane-theoretic conception of cooperation which
el aborates on the gane-theoretic approach to relational contracting
suggest ed by Scott. 3

In contrast to neoclassical economcs, and nost classica
contract analysis as well, both new institutional econom cs and the

| egal scholarship on relational contracts comonly assune that

33Scott, supra note 7, at 2012.

34 4.

14



econom c agents' rationality is bounded -- that is, that there are
l[imts on agents' capacities to franme and sol ve econom c probl ens.
Many of the witers who have addressed the doctrine of
inpracticability have also either explicitly or inplicitly assuned
that agents' rationality is bounded. |[|ndeed, one m ght argue that
the doctrine of inpracticability itself presunes that agents'
rationality is bounded. It should cone as no surprise, therefore,
that the bounded rationality assunption is also a central prem se

of this essay.*®

As this assunption is still controversial, section
Il explains why it is necessary, and introduces sone concepts and
termnology that wll be helpful in forrmulating a theoretical
framework that is explicitly and sel f-consciously based on bounded
rationality assunptions.

Section Il presents the theoretical framework and di scusses
its inplications. Whereas many previous studies have concl uded

that there is little, if any, wuseful role for the doctrine of

inpracticability, the analysis here suggests that, if it can be

%In this respect, the essay attenpts to respond to the chall enge issued by
other legal scholars to incorporate human frailties and cognitive limtations
explicitly into | aw and econom cs schol arship. See Robert C Elickson, Bringing
Cul ture and Human Frailty to Rational Actors: A Critique of (assical Law and
Econonics, 65 Chi-Kent. L. Rev. 23 (1989); Russell B. Korobkin and Thomas S.
U en, Law and Behavioral Science: Renpving the Rationality Assunption from Law

and Economics, 88 Calif. L. Rev. 1051 (2000).

15



wi sely applied, the doctrine should help to reduce the costs of
governing relational contracts and provide a nyriad of other
econom ¢ benefits. One of the main inplications of the theoretical
framework is that the parties to a relational contract may have to
i ncur significant governance costs in order to ensure that their
agreenent will be sustainable. These governance costs arise from
their need either to restrain their levels of cooperation and the
size of their investnents or to invest in special arbitration
procedures in order to | essen the strategic uncertainties inherent
in their agreenent. If the doctrine of inpracticability can be
wisely applied, it may help to reduce these strategic uncertainties
and thus increase the parties' |levels of cooperation and the size
of their investnments wthout the use of <costly arbitration
pr ocedur es.

Section |V elaborates on these normative inplications and
attenpts to define criteria by which the doctrine of
inpracticability should be applied. The criteria that it suggests
are broadly consistent with at | east sone of the precedents. They
are also consistent with the adnoni shnments of those schol ars who
have worried that expansive interpretations of the excuse doctrines
woul d danpen parties' incentives to allocate contractual risks
efficiently. Section V addresses whether the normative
prescriptions mght conflict wiwth any of the broader noral val ues

enbedded in contract |aw, such as the principles of party autonony

16



and individual self-expression, and assesses whether | egal
intervention of the kind they support would undermne the noral and
ethical basis of any extral egal governance nechani snms that m ght
al so be inportant to sustaining a relational contract. Section VI

of fers sone concl usi ons.

I'1. BOUNDED RATI ONALI TY

The term "bounded rationality” refers to a conception of human
bei ngs' cognitive abilities that recognizes limtations on the
human i nagi nati on and humans' information processing capacities.
It inplies that human behavior my be characterized as
"intentionally rational, but only limtedly so."3% Although the
bounded rationality assunption remains controversial, serious
controversy arises only fromits use in econom c nodels, not from
any disagreenent about its descriptive rel evance. It is sinply
i ndi sputable that human rationality is bounded. |If it were not, no
one woul d ever experience true surprise, and a ganme of chess would
be no nore challenging than a game of tic-tac-toe. The inportant
i ssue i s whether the bounded rationality assunption is necessary --
or even helpful -- for constructing useful economc nodels and

conducting insightful analyses of |egal doctrines.

36This is a fanobus quote from Herbert Sinobn, who won the Nobel Prize in
economics in 1985 for his semnal work on bounded rationality. See Herbert A Sinon

Model s of Man (1957).
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Those who believe it is not wusually adhere to a | ogical
positivist philosophy of science, and often cite MIton Friedman's
f amous paper®’ on the nethodol ogy of positive econonics in support
of their position. Friedman's point in that paper was to enphasize
that a nodel need not be descriptively accurate to provide useful
predi ctions. It would do an injustice to Friedman's paper,
however, and to Friedman hinself, to push that point too far.
Fri edman’s argunent does not inply that the assunptions of a nodel
are conpletely irrelevant, or that it is illegitimte to nodel
peopl es' behavior as less than perfectly rational. |In fact, even
sonme of Friedman's critics acknowl edge that he never intended to
embrace an inflexible logical positivist philosophy of science.?®
Rat her, his argunent was a counter to critiques of neocl assica
econom cs which denied the rel evance even of nodels which inputed
rat her nodest cognitive abilities to their agents.

Most of the nodels used by conventional economc theorists

today i nmpute considerably nore rationality to their agents than the

"M 1ton Fri edman, The Met hodol ogy of Positive Econonics, in Essays in Positive

Economi cs (1953).

38\eq oskey, for instance, notes that Friedman's essay was "nore post-noderni st
t han one m ght suppose" and that "Friedman appeared to be struggling to escape the
grip of positivism and its intellectual traditions, though with only sporadic
success."” See D.N. MO oskey, The Rhetoric of Economics, 21 J. Econ. Lit. 481, 485-

486 (1983).
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relatively sinple, static optimzation nodels defended by Friednman.
Modern theorists comonly assune that econom c agents are able to
solve infinite horizon inter-tenporal optimzation problens with
i nperfect information using Bayesian priors and conpl ex signaling
arrangenents. Mst noneconom sts cannot even conprehend what that
means. There is a growing sentinment even within the econom cs
pr of essi on, however, that many of these nodels inpute far too much
rationality to their agents, and that sone conception of behavior
that is boundedly rational would yield significant advances in
economi ¢ theory. *°

| ndeed, a casual survey of the economcs journals suggests
that there has never been any tinme in which the interest within the
econom cs profession in nodels based on bounded rationality
assunptions has been greater than in the present. And although
they mght still believe that formal treatnments are premature, a
nunber of | eading econom sts have now attested to the desirability

of bounded rationality assunptions.* Even Gary Becker, who has

39See, for instance, the argunent by John Conlisk, Wiy Bounded Rationality? 34

J. Econ. Lit. 669 (1996).

“Okor a good survey of recent work in economics that uses the bounded

rationality assunption, see Conlisk, supra note 39. A list of the prom nent
econom sts who have expressed an interest in or indicated a receptiveness to nodels
based on bounded rationality assunptions would have to include a nunber of Nobel prize
wi nners, including Herbert Sinmon, of course, and al so Kenneth Arrow, James Buchanan,

Ronal d Coase, Douglas North, and perhaps even Gary Becker. These have been anong the
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pushed the perfect rationality assunption farther than al npost
anyone el se, has acknow edged in his Nobel lecture that "Actions
are constrai ned by incone, tinme, inperfect nmenory and cal cul ati ng
capacities, and other linmited resources,"* [italics added] and that
he may at tines have inputed too much rationality to people in his

own wor k. 42

Bounded Rationality and the Doctrine of |npracticability
Regardl ess of whether it has any w despread acceptance within
t he econom cs profession, any serious treatnent of the doctrine of
inpracticability wll require that bounded rationality be nade
integral to the analysis.*® There are two prongs to the nodern
doctrine of inpracticability. The first is the inpracticability
test: in order for the doctrine to apply, performance of the
contract would have to result in a severe loss for the party
seeking an excuse. The second is the foreseeability test:

performance nust have been made inpracticable by an occurrence

nost influential econom sts on the | aw and econoni cs novenent.

41Gary S. Becker, Nobel Lecture: The Economic Wy of Looking at Behavior, 101 J.

Pol . Econ. 385, 386 (1993).

421 d. at 402.

BThis is a position that has been supported by a nunber of |egal scholars,

i ncl udi ng Joskow, supra note 1; Triantis, supra note 10; Gllette, supra note 7.
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whi ch was unforeseen at the tinme of contracting. Although it does

not appear to receive equal billing, the foreseeability test is by
no neans less inportant than inpracticability. As Triantis
expl ains, "The doctrine necessarily rests on the premse that
contracting parties ... are unable to allocate contractually risks

that are unforeseen."* [italics added]

Consider the Ilanguage of U C C section 2-615(a), which

enbodi es the nost contenporary version of the doctrine: "Delay in
delivery or non-delivery ... by a seller who conplies wth
paragraphs (b) and (c) is not a breach of his duty ... |if

performance as agreed has been nade i npracticabl e by the occurrence
of a contingency the non-occurrence of which was a basic assunption
on which the contract was nmade... " [italics added]. Vague though
it my be, it is possible to interpret this |anguage as alluding to
contingencies that are unforeseeable owing to the |limts on the
rationality of the parties to the contract. | ndeed, such an
interpretation is supported by official conmment 1, which expl ains
that "This section excuses a seller ... where his perfornance has
becone conmercially inpracticabl e because of unforeseen superveni ng
circunstances not within the contenplation of the parties at the
time of contracting" [italics added].

In a world where everyone was unboundedly rational, it is

e ant | S, supra note 10.
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difficult to inmagi ne why any "unforeseen supervening circunstances"
that were not "within the contenplation of the parties at the tine
of contracting" would ever arise, particularly if they were
potentially inportant enough to render the performance of the
contract inpracticable. One could, of course, argue that the high
costs of transacting mght nake it uneconom cal for the parties to
address all contingencies in a detailed contract, but this does not
explain why the circunstances should be characterized as
"unforeseen” and "not within the contenplation of the parties at
the time of contracting.”" The explanation that is nost conpatible
with this essay, of course, is that both the courts and the
drafters of the U C.C. have correctly perceived that the parties to

a contract are boundedly rational %

and that they will not always be
able to contenplate all of the contingencies that mght arise
during the life of their agreenment, even if those contingencies
m ght be inportant enough to render their performance of the
contract inpracticable.

There are two very different ways in which bounds on agents’
rationality could explain unforeseen contingencies. Si nce
boundedly rational agents are prone to make errors, unforeseen

contingencies could arise from the failure of the parties to

contenpl ate contingenci es that should have been foreseeabl e based

“>That is not to say, of course, that they have ever thought about peoples’

cognitive limtations in exactly those ternms.
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on past experience, expert advice, or conmmobn sense. Although the
| egal precedents are not crystal clear, it seens doubtful whether
unforeseen contingencies  of this type should pass the
foreseeability test. |If they did, the parties to a contract m ght
be excused from performances in situations which they could have
avoi ded al toget her. As a nunber of scholars have noted,* the
doctrine of inpracticability would hardly provide efficient
incentives if that was the way it was appli ed.

Unf oreseen contingencies could also arise, however, even if
the parties drew wisely on their own and others' past experience,
t he best expert advice, and were otherwi se emnently sensible. In
such a case, the contingencies would, in a sense, be reasonably
unforeseen. Indeed, as Posner and Rosenfield have observed, *’ sone
courts have applied an objective version of the foreseeability test
and stated it in exactly those terns. As one California court put
it,48

The purpose of a contract is to place the
ri sks of performance upon the prom sor, and
the relation of the parties, terns of the

contract, and circunstances surrounding its

46See Joskow, supra note 1, at 158 for a clear statenent of the argunent.
47Posner & Rosenfield, supra note 1, at 99.

48 1oyd v. Mirphy, 25 Cal. 2d 48, 54. 153 P.2d 47, 50 (1944).
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formation nust be examned to determ ne
whether it can be fairly inferred that the
risk of the event ... was not reasonably
foreseeable [italics added].

Under an objective version of the foreseeability test, the
parties would assune the risks of any contingencies that were
reasonably foreseeable. This would appear to be nore consistent
with the official interpretations of the U C C than any subjective
version of the test. As official cooment 8 to U.C.C section 2-615
indicates "... the exenptions of this section do not apply when the
contingency in question is sufficiently foreshadowed at the tine of
contracting to be included anpbng the business risks which are
fairly to be regarded as part of the dickered terns..." [italics
added] . Thus interpreted, the foreseeability doctrine would
provide a way of "delineating the boundary between those
contingencies that are reasonably part of the decision-nmaking
process and those that are not."*°

The nodern doctrine of inpracticability, therefore, is
probably neant to be based on an objective foreseeability test.
There 1is, nonetheless, considerable disagreenent in the |egal

precedents, as well as in the commentary of |egal scholars.>® The

49Joskovv, Ssupra note 1, at 157.

50Joskovv, supra note 1, at 157-158, for instance, seerms to think that the courts

woul d nornal Iy apply an objective test; Posner & Rosenfield, supra note 1, at 99-100,
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normati ve anal ysis below attenpts to show that, if it is to provide
economcally efficient incentives, the doctrine must involve the
application of an objective foreseeability test. | ndeed, the
analysis inplies that there are governance costs associated with
any anbiguities or judicial errors in the application of the
doctri ne. This raises the issue of whether the courts can be
relied upon to apply the doctrine clearly and consistently enough
to reduce the costs of governing relational contracts overall, or
whet her their efforts wi | sinply backfire and prove
count er producti ve.

| ndeed, bounded rationality assunptions should not only
characterize the parties to a relational contract, but also the
judges and juries that nust interpret and apply any rel evant | ega
doctrines.® If it is to be clearly and consistently applied, the
doctrine of inpracticability nust be within the scope of the
deci si on-maki ng capabilities of the courts. The issue is whether
criteria may be defined that are consistent with the purpose and
character of a relational contract, as well as the boundedly

rational behavior of the parties, and yet clear enough that they

on the other hand, seemto believe the foreseeability test is actually di sappeari ng.

*The general matter of judicial conpetence is beyond the scope of this essay.
See Gllian K Hadfield, Judicial Conpetence And The Interpretation of [|nconplete
Contracts, 23 J. Leg. Stud. 159 (1994) for an interesting survey of the relevant

literature.
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may be consistently applied by the courts given the existing rules

of evidence and the limted conpetencies of judges and juries.

Rout i nes and Heuri stics

The focus of this essay is on |long-termcontractual agreenents
between relatively sophisticated business parties. Thus, the
business firmis the basic unit of analysis. Although it is not
necessarily inconsistent with bounded rationality assunptions, the
conceptualization of firm behavior in neoclassical economcs
clearly highlights the sense in which it is rational at the expense
of conprehending how that rationality is bounded. The issue is
whether there is any practical alternative. VWiile at one tine
there may not have been, that is no |longer true. A diverse set of
scholars working within related but distinct fields of inquiry,
i ncludi ng behavioral economcs, decision theory, evolutionary
econom cs, the nmanagenent of technology, and managerial and
or gani zat i onal t heory, have devel oped an alternative
conceptual i zation which characterizes firnms’ behavior in terns of

t heir behavioral routines and deci sion-making heuristics. >

52A nunber of | egal schol ars have already drawn on this conceptualization in
their own research, though perhaps without enbracing the research agenda that
acconpanies it. See, for instance, Scott, supra note 7, Triantis, supra note 10. For
an excellent overview of the literature and discussion of the basic approach, see
Richard R Nelson & Sidney G Wnter, An Evolutionary Theory of Econom ¢ Change

(1982). For a discussion of the research agenda, see Mchael D. Cohen et al.,
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There is considerably nore flexibility inherent in this
conceptual i zation of firmbehavior than one mght at first inagine.
As Nelson and Wnter point out, a firms behavior may be
represented by a hierarchy of routines and heuristics, describing
1) its day-to-day operations, 2) its periodic investnment decisions,
and 3) at the highest level, its major strategi c decisions, such as
whet her and how to nodify its day-to-day operations or which new
busi ness opportunities to pursue.> Al though many investnent and
strategic decisions are far fromroutine in the ordinary sense of
the word, the behavioral theory of the firm assunes they nmay
nonet hel ess be described by those "...relatively constant
di spositions and strategic heuristics..."® that define what is

n 55

"...regular and predictable... about them

The use of the word "routines" to describe a firms operations

Routines and Q her Recurring Action Patterns of (rganizations: Contenporary Research
Issues, 5 Ind. and Corp. Change 653 (1996). For an update on recent devel opnents, see
Speci al |ssue: Theory of the Firm Learning and Qrgani zation, 12 Ind. and Corp. Change
147 (2003). As a survey of the literature will make clear, the treatnent of routines
and heuristics here does scant justice to the subtleties and conplexities of the

research issues.
>3Nel son & Wnter, supra note 55, at 14.
g, at 15.

/d.
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is not nmeant to suggest that they are sinple or banal, either.
Rather, it reflects the view that many of the conpl ex patterns of
activities that conprise a firnmls operations are intentionally
repeated fromone period to the next. Indeed, a firms success may
well depend on how effectively it is able to repeat conplex
patterns of activities over tine -- or, in other words, on how well
it is able to “routinize” its operations.®® 1In this respect, the
routinization of a firms operations nay describe an actual
managenent goal, and not just a theoretical conception of the
firm s behavior.

The use of routines and heuristics to conceptualize firm
behavior is not necessarily as pronounced a departure from the
conventional econom c approach as it may appear. The routines and
heuristics that define a firms behavior mght be wusefully
represented as the solution to sone constrained optimzation
problem Indeed, one mght argue that the constrained optimzation
techni ques characteristic of the conventional econom c approach are
thensel ves sinply part of the routines of conventional economc
anal ysi s. On this view, they nerely serve to help identify and
clarify the routines and heuristics that define a firm s behavior.

| ndeed, this is the way in which many econom sts rationalize

their use of constrained optimzation nodels. Such nodels are

6Nel son & Wnter discuss routines as a target of the mmnagenent goals of

control, replication and imtation. See /d at 112-124.
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sinply too vulnerable to a reductio ad absurdum argunent not to be
interpreted in sonme nmetaphorical sense. Unless they are willing to
contend that the entire course of human history, down to its
m nutest details, can be represented as sone refinenment of a
Bayesi an-Nash equilibrium path of sone inperfect information,
infinite-horizon, overlapping generations nodel, even those
econom sts working strictly within the conventional paradigmwl]I
acknowl edge that the logic of optim zation can be pushed only so
far. I ndeed, if constrained optimzation techniques are used
heuristically, they my be fully consistent wth bounded

rationality assunptions.®’

The inportant criterion is whether the
scope and conplexity of the problem the agents in a nodel are
assunmed to solve is within the range of their cognitive abilities.

There are three main reasons why this essay conceptualizes
firm behavior in ternms of routines and heuristics rather than a
constrained optim zation problem First of all, the analysis is

mainly directed at relational contracts between corporate entities.

A corporation's decision-making capabilities are enbodied in

5"Thi s does not nean that the bounded rationality assunptions are meani ngl ess or
unnecessary. It merely means to suggest that constrained optim zation techni ques nmay
be used heuristically to bring boundedly rational behavior into a sharper focus
Attenpts to interpret bounded rationality assunptions as merely calling for nodels in
whi ch agents' behavior is characterized by optim zations subject to their cognitive
limtations (see Posner, supra note 31) are logically incoherent. See Conlisk, supra

note 39 for a discussion of the infinite regress problem
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distinct corporate assets -- eg) "human" and "organizational"
capital, conputer progranms, corporate records, etc. It is nore
realistic to conceive of a corporation’s capabilities and behavi or
in terns of its routines and heuristics than in terns of a
constrai ned optim zation problem Second, since the analysis is
predi cated on bounded rationality assunptions, the nuances cannot
be articulated as clearly or conpletely in ternms of the
conventional | ogic. Finally, and perhaps nobst inportantly,
conceptualizing firm behavior in terns of corporate routines and
heuristics nakes the bounded rationality assunptions nore

conspi cuous and integral to the anal ysis.

The Use of Routines and Heuristics in Mdelling Relational
Contracting Probl ens

For the purposes of this essay, relational contracting
problens will be separated into two phases: 1) the first phase, in
which each of the parties decides whether to enter into a
rel ati onal contract and negotiates its terns and conditions, and 2)
the second phase, in which the parties transact wthin the
paraneters of a relational contract they have already entered into.
In the first phase of relational contracting problens, the parties
must conpare the expected net gains froma relational contract with
the expected net gains that could be earned from any of the

al ternatives, based, of course, on sone understandi ng of how the
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relational contract and the alternatives would actually work.

The parties' interactions wthin the second phase of a
relational contracting problemw || generally consist of a variety
of coordinated activities and cooperative adjustnents, as required
by the circunstances at hand. These coordinated activities and
cooperative adjustnents will be conceptualized as the day-to-day
routi nes characteristic of the transaction. Although the ordinary
meaning of the term "routine" may not do justice to the
difficulties of actually coordinating the parties' activities and
negoti ating cooperative adjustnents, such coordination and
adj ustnent is nonetheless "routine"” in the special sense used here.
In the event of sonme unforeseen contingency, of course, the
routi nes governing the parties' conduct mght fail, thereby causing
a fracture of the agreenent.

The first phase of a relational contracting problemw Il be
conceptualized in two related ways. The analysis will assune that
at the highest level in a firms decision hierarchy, the |level at
which the firmcontenpl ates decisions with the broadest strategic
scope, the party's decision-making heuristics may be described
using WIIlianmson's conjectures about the assignnent of transactions
to governance structures.®® In WIIlianson's schema, a party first

forms sone expectation about how well a governance structure woul d

S8 i anson, supra note 16.
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wor k, and then nmakes sonme assessnent of how high the governance
costs would be. The party will choose to enter into a rel ational
contract only if the governance costs would thus be | ower than they
would be if any alternative nmeans of organizing the transaction
were chosen (the next best alternative would usually be to organize
the transaction internally wthin the firmis admnistrative

hi er ar chy).

I'1l. THE THEORETI CAL FRAMEVWORK

Afirms decision to enter into a relational contract is made
at the highest level in its decision hierarchy.®® Generally, a
profit-seeking firmwll only enter into a relational contract if
it determines that 1) the transaction will yield sufficient net
returns, and 2) the governance costs of transacting through a
relational contract will be |ess than those that would be incurred
in sustaining the transaction by any other neans. The anal ysis
will assune throughout that a relational contract would yield
sufficient net returns to nake the transaction at issue worthwhile.

WIlliamson conjectures that the <costs of governing a
transaction depend on four factors: 1) the size of any transaction-

specific investnents, 2) the uncertainty inherent in the

*9see Gordon Wl ker & David Weber, A Transaction Cost Approach to Make-or-Buy
Deci sions, 29 Admn. Sc. Quar. 373, 381-383 (1984) for a discussion of the make-or-buy

deci si on nmaki ng process of a | arge autonobile manufacturer.
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transaction environnment, 3) whether the transaction wll be
repeated, and, nost significantly, 4) the manner in which the
transaction is governed.® For the purposes of this essay, a
relational contract nay be considered one possible manner of
governing a transaction. Internal organization within the firms

1 WIllianson

admi ni strative hierarchy may be considered another.?®
reasons that the manner of governing a transaction with the | owest
costs wll vary depending upon the other three factors. He
suggests a schema for assigning transactions to the governance
structures with the | owest governance costs.

In WIllianmson's schema, a relational contract would only be
considered for a transaction that 1) required significant
transaction-specific investnents, 2) had to be conducted in the
face of significant uncertainty, and 3) would be of an on-going,
| ong-term character. The principal alternative to a relationa
contract would be to organize the transaction internally, either
through a nerger of the parties, a joint venture of sone kind, or
by one of the parties investing in the capabilities necessary to do

itself whatever it was that would have been contracted for at arns

| engt h. For a transaction of an on-going, |ong-term character,

60Wllianson, supra note 16

61w 1 1iamson conceives of the manner in which transactions are governed nore
broadly than in the narrow, |egalistic sense assuned here. The purpose of the

| egalistic focus here is sinmply to highlight the analysis of |egal doctrine.
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WIllianmson's conjectures about the choice between these two

alternatives inply the foll ow ng:

Uncertainty

noder at e hi gh
I nternal Organi zation/ | nt ernal Organi zation
| arge| Rel ational Contract
Specific
| nvest nent s
Rel ati onal Contract I nt ernal Organi zation/
noder at e Rel ati onal Contract

The rel ative costs of governing a transaction through an arns-
I ength, relational contract rise as 1) the size of transaction-
specific investnents rises, and 2) the degree of uncertainty rises.
Thus, on-going transactions requiring |large, transaction-specific
investnments in highly uncertain environnents wll generally be
i nternalized. On the other hand, on-going transactions that
require only small or noderate transaction-specific investnents in
only noderately uncertain environnments will generally be governed
through relational contracts. On-going transactions requiring
| arge transaction-specific investnents in noderately uncertain
environments and those requiring only small or noderate
transaction-specific investnments in highly uncertain environnments
m ght best be governed through internal organization or rel ational
contracts, depending on the particulars of each case.

As sinmple as it may sound, WIIlianmson's schema has been
el aborated and applied with great success in a nunber of enpirical
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studies.® It has been extremely influential on the research
undertaken by formal economc theorists as well as business
schol ars who study management and organi zations.® Indeed, it is
frequently taught, though perhaps in sone distilled form in a
nunber of MBA prograns. For all of these reasons, it is a useful
way of representing the heuristics that firns enploy in deciding
how to organi ze their transactions.

WIllianmson's rationalization of his schema relies on the
assunption that economc agents are inevitably characterized by
both bounded rationality and opportunism % Because they are
boundedly rational, the parties nust |eave larger gaps in a
rel ational contract as the environnent becones nore uncertain.
This places a greater onus on subsequent adaptations of the
agreenent . The likelihood that one of the parties wll behave
opportuni stically, however, and refuse to cooperate in adapting the
agreenent will also rise as the degree of uncertainty rises. A

cloud thus hangs over the transaction, growing larger as the

62See Howard A. Shel anski & Peter G Klein, Enpirical Research in Transaction

Cost Economics: A Review and Assessnent, 11 J. Law & Econ. & Og. 335 (1995).

®3The influence of WIlianson's transaction cost approach is particularly
evident in A fred Chandler's nonunental conparative history of the nodern business

corporation. See Alfred Chandler, Scale and Scope, (1990).

CAW I 1 | anson, supra note 16.
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envi ronnent becones nore uncertain. At sonme point, one of the
parties will prefer to organize the transaction internally, so as
to elimnate the risk of disruptions and other inefficiencies
caused by the possibility of the other's opportunism

VWhile this logic is intuitively conpelling, it has resisted
theoretical formalizations. Many formal econom c theorists have
taken up WIllianson's challenge to investigate transactional
probl enms, but they have usually proceeded by elaborating on
information asymmetries or investnent disincentives, rather than on
governance problens as WIIlianson has nore broadly conceived of
them ®® The bounded rationality assunption has no doubt posed a
considerable inpedinent. Wile a fully satisfying formal treatnent
of governance problens is probably beyond the reach of existing
techni ques, heuristic nodels may nonetheless prove insightful.
Sone sinple ganme-theoretic reasoning will be used, therefore, to
hel p conceptualize the |ink between uncertainty and the governance
costs of a relational contract. This link is well worth clarifying
because it will prove central to the analysis of the role the

doctrine of inpracticability may have in helping to reduce those

65See, for instance, Sanford J. Gossman & diver D. Hart, The Costs and

Benefits of Omnership: A Theory of Vertical and Lateral Integration, 94 J. Pol. Econ.
691 (1986);, Aiver D. Hart & John Moore, Property R ghts and the Nature of the Firm
98 J. Pol. Econ. 1119 (1990); Bengt Hol nstrom & Jean Tirole, The Theory of the Firmin

Handbook of Industrial Organization (1987).
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gover nance costs.

Sonme Gane- Theoretic Heuristics

The discussion in this section is based on a sinple, gane-
t heoretic nodel that has been presented nore formally el sewhere. ®®
The nodel describes a scenario in which two parties -- or “players”
-— nmust deci de how nmuch they will each invest for the sake of their
transaction and then how nmuch they wll cooperate w th one another
during their subsequent and repeated interactions. Their profits
will be greater the larger their investnents and the nore
cooperative their interactions. Unfortunately, they both know that
their transaction is prone to the prisoner’s dilemma: even if they
agree to cooperate fully, each knows that the other will have an
incentive to “cheat” by cooperating less than fully. The cheater
prospers by sharing in the profits without pulling its weight while
the other -— the “dupe” — suffers by having to pick up the sl ack.

The conventional w sdom holds that the players in a repeated
prisoner’s dilemma gane wll normally be able to sustain a

cooperative agreenent by threatening to punish any player who

56 See Donal d J. Syt he, The Rol e of Contractual Enforcenent and Excuse in the
Governance of Rel ational Agreenents: An Econonic Anal ysis, d obal Jurist Frontiers:

Vol .2: No.2: Art.3 (http://ww.bepress.conigj/frontiers/vol2/iss2/art3). For an

excel l ent, nontechnical introduction to gane theory, its history and its nethods, see
W liam Poundstone, Prisoner's Dilenmmma (1992). For a technical introduction, see

Robert G bbons, Gane Theory for Applied Econom sts (1992).
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devi at es. In the nodel that is described here, the threatened
puni shment would consist of the punishing party reverting to
conpl etel y noncooperative behavior in every renmaining period of the
repeated gane and thus causing the cheater to | ose the benefits of
its cooperation. That would be a very severe threat of punishnent,
i ndeed. But it would also be credible, since the party being
puni shed would have an incentive to behave noncooperatively in
every remai ning period too, and the parties’ strategies would thus
be in a noncooperative equilibrium ®

A relational contracting agreenent could be sustained in this
manner, however, only if the present discounted value of the |osses
the parties anticipated from the threatened punishnent were at
| east as great as the short-termgains they could earn by cheating.
The short-term gains would derive from the cheater’s tenporary
increase in profits wuntil its cheating was detected and the
puni shment commenced. The anticipated | osses fromthe puni shnent
woul d derive fromthe decrease in the future cooperativeness of the
parties’ interactions. Since the gains from cheating are earned
i mredi ately, but the |osses are prospective, the difficulty in
sustaining a cooperative agreenent through punishnment threats
beconmes greater as the rate at which the parties’ discount their

future profits (and | osses) ri ses.

57 n gane-theoretic terms, a cooperative equilibrium sustained by this

t hreat ened puni shnent woul d be “subgane perfect.” See G bbons, supra note 71.
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If the parties were unboundedly rational then they would be
able to foresee all of the problematic «circunstances and
contingencies that m ght arise over the course of their agreenent
and agree on appropriate contractual safeguards. But since the
parties are boundedly rational there are inevitably sone
contingencies that they cannot foresee and for which they cannot
pl an. Indeed, one of the great virtues of a relational contract is
that it does not require conplete and exhaustive planning for every
possi bl e contingency. Rat her, the parties can adapt their
agreenent to contingencies as they arise. In this sense, a
relational contract helps to shelter the parties from the
uncertainties of unforeseen contingencies.

There is another sense, however, in which a relational
contract actually exposes the parties to uncertainties they would
not otherw se face. It is useful to distinguish between the
fundanental uncertainties inherent in the possible states of the
world and the strategic uncertainties inherent in a relationa
contract. The former derive mainly from factors external to the
parties' transacti on, such as the weather, macr oeconom c
conditions, international conflicts, etc. There is little the
parties can do to avoid them The latter derive mainly fromthe
nature of the parties' transaction itself. Once the parties enter
a relational contract each of their fortunes is tied in sone

measure to the behavior of the other. If they could always be
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relied upon to adapt their performances honestly and fairly in
accordance with the broader principles of their agreenent, then the
fundanmental uncertainties associated wth the unforeseeable
contingencies would not create any strategic uncertainties about
t he behavi or of the other.

As W Il iamson has enphasi zed, ® however, the parties may well
be expected to behave opportunistically. For instance, in the
event of an unforeseen contingency one of them mght refuse to
adapt the transaction, regardless of whether it had obliged itself
to do so at the outset. Since the parties' failure to adapt their
agreenent would be tantanount to a conplete breakdown in their
cooperation, the possibility would add to the uncertainty they
faced going into the transaction. |Indeed, a significant part of
the uncertainty faced by the parties to a relational contract may
be of this strategic type. And uncertainty of any kind causes the
parties to discount their future profits (and | osses) nore heavily,
thereby inhibiting the effectiveness of punishnment threats in

mai ntai ning a self-enforcing rel ati onal agreenent.

Strategi c Response
Since a relational contract is by design largely self-

enforcing, one inportant way in which the parties may respond to

S8 anson, supra note 16.
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the uncertainties is by negotiating an agreenent that is | ess than
fully cooperative. Under the usual game-theoretic assunptions,
the parties’ incentives to deviate from a cooperative agreenent
decline as the cooperativeness of the agreenent declines. Thus, if
the uncertainty inherent in the transaction environnment is too
great for the parties to be able to sustain a fully cooperative
agreenent, they may still be able to sustain an agreenent that is
| ess than fully cooperative. Indeed, the inplication is that they
m ght want to negotiate an agreenent that is less than fully
cooperative to ensure that their agreenent will be sustainable.
This is inportant because even a relatively small decrease in
the cooperativeness of the parties’ agreenent could have a
significant effect on the profitability of their transaction. In
any one period a snmall decrease in the |level of their cooperation
m ght not matter all that much, but a small decrease in their
cooperativeness in every period over the |ife of a long-term
agreenent probably woul d. Moreover, the decrease in the
cooperativeness of their transaction would usually be acconpani ed
by a decrease in the size of any initial investnents they m ght

make towards the profitability of the agreenment. The overall

n particul ar, the assunption that the players’ payoff functions are
concave in the strategic variables. Gane-theoretic nodels are usually only well -

defined under concavity assunptions.
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effect could be very |arge.

An Exanpl e

The i dea can be made nore concrete with an exanple.’® Suppose
that a manufacturer would like to contract for the supply of
certain conponent parts. Suppose, however, that the industry is in
flux so that any arns-length transaction will be fraught wth
uncertainty. The manufacturer would like to enter into a
rel ational contract with a supplier so that they can adapt their
agreenent to both foreseen and unforeseen contingencies as they
ari se. It finds a supplier and they begin their negotiations.
Both parties know that their relationship will be nore profitable
if they can sustain high |levels of cooperation. The manufacturer,
for instance, nmay be operating under "just in tinme" principles.
Hence, it nmay have to depend on tinely deliveries. The supplier

may produce a nunber of different conponents for a nunber of

OThere is, of course, a catch. The concept of a relational contract is
predicated on the notion that the parties are unable to specify all of their
contractual obligations in a witten docunent. Thus, many of the cooperative
adj ustnents that they expect to nake under their agreenent are not fully and clearly
defined in advance. An exanple may help to clarify what these cooperative adjustments
m ght entail, but the nore clearly it does so, the nore it will seemthat the parties
shoul d have been able to specify themin a witten instrunment. The exanple here
shoul d thus be read nmore for the concreteness it lends to the problemthan for any

insight it provides into the solution.
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different manufacturers wusing flexible production facilities.
Hence, it may have to depend on receiving adequate advance notice
on any orders.

The parties would, of course, likely negotiate terns defining
tinme paraneters for deliveries by the supplier and notice for
orders by the manufacturer. The parties mght anticipate, however
that once the agreenent was in effect they would both be willing to
negoti ate around these paraneters for the sake of maintaining a
good and prosperous business relationship. Suppose, for instance,
that the manufacturer unexpectedly needed nore parts on |ess
advance notice than the formal agreenent required. The supplier
mght still be willing to fill the order. It mght have sone
tenporary excess capacity and hence not even have to incur any
additional costs. O it mght be willing to run its facilities on
an overtime basis at sone additional expense. Suppose, on the
ot her hand, that the supplier was unable to nmake a tinely delivery
W thout incurring inordinate costs. The manufacturer m ght stil
be willing to waive any applicable penalties. It mght have
sufficient quantities of the part in stock not to incur any
I nconveni ences or costs. O it mght be willing to transfer
surplus parts fromone plant to another.

Both the manufacturer and the supplier mght stand to gain if
t hey had an understandi ng that they would each be willing to nmake

cooperative adjustnents that were not specifically detailed in the
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contract. But their understanding would have to recognize that
each would place certain limts on its willingness to make such
adj ustnents. Just how far would the supplier be willing to go in
order to fill an order on short notice? Wuld it be wlling to
defer other jobs? Run four hours of overtine? Eight hours of
overtinme? Just how forgiving would the manufacturer be in the
event of a late delivery? Wuld it be wlling to run its stocks
down to precariously low levels? Wuld it be willing to transfer
surplus parts froma plant two hundred mles away? Two thousand
mles away?

As the exanple suggests, there mght be considerably nore

flexibility inherent in the possibilities for reciprocal
cooperation than a sinple prisoner's dilema gane suggests. I n
general, it mght be extrenely difficult, if not inpossible, to

specify all of the details of the cooperative actions routinely
undertaken under a relational contract, and so many of them would
likely be left out of any witten instrument. The parties would
nonet hel ess enter a relational agreenment with certain expectations

about just how cooperative they woul d each be. The anal ysis above

suggests that their expectations mght well depend on the
uncertainties -- particularly the strategic uncertainties --
surrounding their transaction. The parties mght reasonably

anticipate that both they and the other would routinely display

| ess cooperation in a nore uncertain environment -- that is, one in

44



whi ch unforeseen contingencies were not only nore likely, but also
more likely to encourage opportunism | ndeed, the analysis
suggests that they would expect their transaction to be |ess
cooperative in a nore uncertain environnent because high | evel s of

reci procal cooperation would be unsust ai nabl e.

Speci al Arbitration Procedures

An alternative -- or perhaps additional -- way in which the
parties m ght address the governance problens is by incorporating
special arbitration procedures into their agreenent. Scott, for
i nstance, suggests that the appointnment of a contract referee who
is authorized to investigate and di scover the facts surrounding a
di spute and then issue a final and binding judgnment mght be
particularly effective.’” |Indeed, appointing an arbitrator with
such sweeping powers mght help to 1) ensure that an agreenent
woul d not be disrupted or term nated by unforeseen contingencies,
and 2) reduce the strategic uncertainties that mght otherw se
inhibit the parties' cooperativeness during the life of their
agreenent . It would also, however, be quite costly -- though
perhaps not as costly as civil litigation. The referee would have
to be paid sonme sort of retainer fee, regardless of whether

circunstances truly requiring her services ever arose. And there

7lscott, supra note 7, at 2049.

45



woul d no doubt be additional adjudication costs if her services
ever were truly required.

Such arbitration procedures would essentially serve as a
substitute for judicial intervention. Although they m ght allow
di sputes to be adjudicated relatively cheaply conpared to the civil
l[itigation process, they would not provide the sane external
benefits. There is a public good dinension to the judicial
resol ution of contractual disputes, particularly if they are of a
recurring type.’® Legal precedents provide default rules for al
contracts, and may thus reduce the costs of negotiating and
drafting any nunber of agreenents. The benefits of special
arbitration procedures, on the other hand, derive largely from
their capacity to reduce the strategic uncertainties surrounding a
particular relational contract. None of these benefits spill over
to other transactions. |If a simlar function could be served by a
contract default rule, such benefits would be available to all

contracting parties at nuch | ower social costs.

The Governance Costs of a Rel ational Contract
The analysis illustrates sone of the potentially inportant
gover nance problens associated with a relational contract. It is

i nportant to enphasize that these governance problens carry rea

2gee Schwartz, supra note 14, at 277.

46



econom c costs. Since special arbitration procedures of the type
just discussed inply rather direct costs, we wll focus on
governance costs which manifest thenselves in the structure of
rel ati onal agreenents. For our purposes, therefore, we may think
of the governance costs of a relational contract as the difference
bet ween the joint present discounted profits that woul d be earned
ina fully cooperative rel ational agreenent and the joint present
di scounted profits that would be earned in a sustainable but |ess
than fully relational agreenent.’” Depending on the degree of
uncertainty inherent in the transaction environnent, these could be
substantial. Indeed, they mght be substantial enough to nake sone
alternative to relational contracting desirable, even though a
relational contract is still feasible.

| ndeed, the analysis inplies there is a chain of I|inkages
between the uncertainty inherent in the transaction environnent,
the parties’ discount rates, and the governance costs of a
relational contract. One can infer that as the degree of
uncertainty and parties’ discount rates rise, the governance costs
of a relational contract wll also rise. This should make the
alternatives to relational contracting -- particularly the

integration of the transaction within an admnistrative hierarchy -

"3These are not true opportunity costs as they do not represent the costs of
alternatives foregone. They are nonethel ess hel pful for thinking about transactiona

pr obl ens.
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- relatively nore attractive. There is little, if any, reason to
believe that the costs of governing a transaction internally would
be as strongly affected by uncertainty in the environnent as the
costs of governing a transaction at arms |length.’® Thus, as the
degree of wuncertainty rises, the relative costs of governing a
transaction through a relational contract wll rise, making
vertical integration relatively nore attractive.

Most inportantly, the analysis also suggests an inportant
linkage to the law of contracts. It inplies that any |egal
doctrines that help to reduce the uncertainties surrounding a
transaction may also help to reduce the governance costs of a
rel ational contract. Legal doctrines may thus have inportant
consequences for the manner in which transactions are organized
nore generally. A transaction will normally only be conducted
through a relational contract if there is no other node of
organi zation with | ower governance costs. |If legal doctrines help
to |l ower the governance costs of relational contracts, firnms wll
be less likely to organize transactions internally. At the margin,
the volune of transactions conducted through rel ational contracts

will Dbe greater, and the volunme conducted through internal

10 be nore precise, there is no reason to believe the extent of cooperation
within a vertically integrated organi zati on would decline in the same way that the
cooperativeness of a relational agreement woul d decline as the environnment becanme nore

uncert ai n.
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organi zation will be smaller. The legal environnent may thus have
subtl e, though inportant and pervasive, consequences for the way in
whi ch an econony is organi zed overall.

| ndeed, the anal ysis suggests that the objective of reducing
governance costs should be an inportant «criterion in the
construction of contract |aws. It inplies that opportunism
i ncreases the governance costs of relational contracts. To the
extent that |egal doctrines are poorly conceived and applied,
therefore, they wll increase the |ikelihood of opportunistic
behavi or and thus exacerbate governance problens. To the extent
that |egal doctrines are wi sely conceived and applied, they wll
decrease the likelihood of opportunistic behavior and thus help to
al | evi at e governance problens. In this respect, contract |aw may
have a significant effect on the governance costs of relationa
agreenents in general even if it has only a marginal effect on
particular parties' propensities to behave opportunistically, since
the benefits will be felt across a multitude of transactions and
over a breadth of tine.

O course, sound normative conclusions will recognize that
| egal doctrines may not only serve to inpede opportuni sm they may
al so be used opportunistically thenselves. Thus, the possibilities
for opportunistic behavior should be evaluated in conjunction with
the legal doctrines that m ght be used to inpede them And the

anal ysis should be conscious of the practical difficulties of
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interpreting and applying the rules. Legal doctrines wll only
succeed in dimnishing the |ikelihood of opportuni smand reducing
governance costs if they can be applied in a reasonably clear and
consistent fashion by judges and juries who are thenselves

boundedly rational.

I'V. THE DOCTRI NE OF | MPRACTI CABI LI TY AND THE GOVERNANCE COSTS OF A
RELATI ONAL CONTRACT

The doctrine of inpracticability will reduce the governance
costs of relational contracts only if it decreases the I|ikelihood
of opportunistic behavior overall. 1In this regard, it is well to
remenber that inpracticability is wused principally as an
affirmati ve defense to a conpl aint seeking specific performance or
damages for a breach or an anticipated breach of contract. Its
purpose is thus to relieve one of the parties to a contract from
having to performits contractual obligations.” Wether it is used
to inpede opportunism or to inpede a legitimte conplaint wll

depend as nuch on the justification for the conplaint as on the

A court could, of course, go beyond nerely deciding whether to excuse
performances and actually arbitrate the parties' dispute. Mich of the conmentary
concerning the excuse doctrines contenplates this nore active form of judicial
intervention (see Gllette, supra note 7; Scott, supra note 7; Schwartz, supra note
14). The analysis here construes the doctrine of inpracticability nmore narrowy.
Thus, it contenplates the doctrine only as a neans of excusing contractual

per f or mances.
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justification for the excuse.

The basic principles of a relational contract are antithetical
to legal intervention. Wen they enter into a relational contract,
the parties commt thenselves to resolving their own disputes by
adapting their agreenent to unforeseen contingencies as they arise.
The need for litigation would itself suggest that one of them was
behavi ng opportunistically, or at least in violation of the basic
principles of party autonony that otherw se defined the nature of

t heir agreenent.’®

There are two basic ways in which a party could
behave opportunistically: 1) by refusing to agree to an adaptation
in circunstances which called for one, or 2) by seeking an
adaptation in circunstances which did not call for one.

Al t hough the doctrine of inpracticability mght excuse a party

fromperformng its contractual obligations, in theory it need not

termnate the parties' relationship. |In principle, the other party
m ght still be able to induce the excused party's perfornmance, but
only by renegotiating -- or adapting -- the ternms of their
agreenent . Thus, if a court applies the doctrine of

inpracticability, it effectively forces the parties to negotiate an

"®The parties could, of course, have an honest disagreenent about the
interpretation of the contract. But it would be very difficult to distinguish an
honest di sagreenent about the interpretation of the contract from an opportunistic

interpretation of the contract.
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adaptation to their agreement instead of enforcing perfornmances.’’
Conversely, if a court declines to apply the doctrine, it enforces
performances instead of forcing the parties to negotiate an
adaptation to their agreenent. |If a court applies the doctrine,
therefore, it may forestall the first type of opportunism at the
risk of aiding the second, and if it declines to apply the doctrine
it may forestall the second kind of opportunism at the risk of
aiding the first.

For easy reference, we wll refer to a court's mstaken
application of the doctrine as a type | error. W wll refer to a
court's mistaken failure to apply the doctrine as a type Il error.’®
In an ideal world, of course, there would be no such thing as
opportunistic behavior and the probabilities of both types of
errors would be zero. But in the world that we inhabit, the
parties to a contract mght not only behave opportunistically, they
m ght also attenpt to conceal it. A party mght attenpt to concea

its opportunism for instance, by taking a bargai ning position that

Thi's assunmes, of course, that they still could negotiate an adaptation of
their agreement. |In some cases, this mght not be true; in others, the parties
m ght not be inclined to do so. The assunption is nade primarily to sinplify and

facilitate the di scussion.

"8This fol | ows Goetz and McChesney's treatment of judicial errors in antitrust
cases. See Charles J. Coetz & Fred S. McChesney, Antitrust Law. Interpretation And

| npl enent ati on 67-69 (1998).
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effectively precluded any kind of acceptable adaptation to an
agreenent while at the sane tine denying that it was refusing to
adapt, or by <claimng that the circunstances called for a
particul ar adaptation when it knew they did not.

The availability of an inpracticability defense, therefore,
woul d not necessarily reduce the probability of opportunism
overal | . The change in the probability of opportunism overall
woul d equal the probability that the doctrine would prevent
opportuni stic enforcenments of contracts mnus the probability that
it would be used opportunistically itself to force adaptations. If
the probability that the doctrine would prevent opportunistic
enforcenents was |l ess than the probability that it would be used
opportunistically itself, then it would actually increase the
probability of opportunism overall. In that case, t he
inpracticability doctrine mght actually increase the governance
costs of a relational contract. O course, one would expect that
even boundedly rational parties would then attenpt to nullify the

9

doctrine with an explicit waiver.’” The fact that parties rarely do

®some schol ars may doubt whether the courts would respect the parties’
attenpts to waive the inpracticability doctrine. Nonetheless, the | anguage of
the U C.C, the coomentary of |egal scholars, and the case | aw all suggest that
the doctrine of inpracticability is waivable. As Nornan Prance, Commercial
I npracticability: A Textual and Econonic Anal ysis of Section 2-615 of the Unhiform
Commercial Code, 19 Ind. L. Rev. 457, 483 (1986) notes, “A central axiom of

Article 2 is that the parties are free, within certain limts, to structure their
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attenpt to waive the doctrine suggests that it probably does reduce
the probability of opportuni smoverall.

If the doctrine of inpracticability does reduce the
probability of opportunism overall, it probably also generally
reduces the governance costs associated with rel ational contracts.
The econom es coul d take a nunber of fornms: 1) an increase in the
expected | ongevity of relational agreenents, 2) an increase in the

cooperativeness of relational agreenents, 3) an increase in the

rel ati onships as they see fit.” Section 1-102(3) of the U C. C provides parties
wi de discretion to vary the terns of sales contracts in general, except where the
U CC otherwise prohibits, and except where obligations of good faith,
di I i gence, reasonabl eness and care are concerned. Section 2-615, which states
the doctrine of inpracticability, is prefaced by the words, “Except in so far as

a seller may have assuned a greater obligation..,” and the exception is clarified
in cooment 8 to mean that “The provisions of this section are nmade subject to
assunption of greater liability by agreenment..”. In general, courts have
interpreted this to nean that the parties to a sales contract nmay “enl arge upon
or supplant section 2-615" as they wi sh (see Eastern Airlines, INC v. MDonnell
Dougl as Corp., 532 F.2d. 957, 990 (1976) and Interpetrol Bernuda Ltd. V. Kaiser
Aluminum intern., 719 F.2d. 992, 999 (1983). There is only one case of which the
author is aware in which a court has ruled on a general waiver of section 2-615

in that case, the court held that clauses expressly waiving section 2-615 were
“valid and enforceable in accordance with their terns.” Weelabrator Frackville
v. Morea Cul m Services, Inc., No. 90-2962, 1990 U S. Dist. LEXIS 7192, at *81

O course, not all relational contracts would be governed by the U C C, but the

same argunents in favor of respecting the parties’ autonony would still apply.
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size of the investnents made under relational agreenents, 4) a
decrease in expenditures on special arbitration procedures, and 5)
a decrease in the volume of transactions conducted under |ess
efficient governance structures, particularly those involving
i nternal organization

These econom es woul d, of course, only cone at the expense of
the additional |egal costs associated wwth the availability of an
inpracticability defense. On one view, legal intervention is
merely a subsidized form of arbitration. As the foregoing
di scussi on noted, however, there is a public good dinension to many
kinds of legal intervention that often justifies the subsidy. That
public good argunent would appear to apply very well to the
doctrine of inpracticability. First of all, the doctrine of
inpracticability is only one possible defense to a conplaint
seeking contractual performance or danages. There are other
defenses and the availability of the inpracticability defense
therefore probably has only a marginal inpact on litigation costs
overal | . Second, the doctrine of inpracticability potentially
reduces the governance costs of all relational contracts,

regardl ess of whether the parties ever need to use it.

Normati ve I nplications
The anal ysi s suggests that, subject to reasonable |egal costs,

the doctrine of inpracticability should be devised so as to
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mnimze the |ikelihood of opportunism To mnimze the |ikelihood
of opportunism the doctrine would have to maxi mze the difference
between the probability that it would forestall opportunistic
enforcenment and the probability that it would be used opportunistic
itself. The probability that the doctrine would forestal
opportuni stic enforcenent is inversely related to the probability
that it would not forestall opportunistic enforcenent, which we
have defined as the probability of a type Il error. Thus, if the
doctrine was to be devised so as to mnimze the |ikelihood of
opportunism overall, it would have to mnimze the sum of the
probabilities of type | and type Il errors.

The nodern doctrine of inpracticability has two requirenents:
a foreseeability requirenment and an inpracticability requirenment.
Consider the inpracticability requirenment first. Assunme that the
foreseeability requirenment has been appropriately devised. This
will allowus to focus all of our attention on the inpracticability
requi renent.

It is not difficult to imagine various ways in which the
inpracticability requirenent m ght be defined. At one extrene,
inpracticability could be defined so as to require that perfornance
be strictly inpossible. The doctrine of inpracticability would

then be equivalent to the doctrine of inpossibility as it evolved
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out of Taylor v. Caldwell.® In the context of a relationa
contract, it seens very likely that strict inpossibility of
performance would constitute legitimte grounds on which a party
m ght seek adjustnent. Since inpossibility could probably be
readily and accurately assessed, both the legal costs and the
probability of type Il errors would likely be very snall

The probability of type |I errors, however, would |ikely be
very high. It is not difficult to inmagine circunstances in which
per f ormances woul d be physically possible but in which there m ght
still be legitimate grounds for an adjustnent. If the
inpracticability test required strict inpossibility of perfornmance,
therefore, it would virtually elimnate type Il errors, and
probably econom ze on |egal costs, but only at the expense of
causing a high probability of type | errors. Thus, the doctrine of
inpracticability would rarely, if ever, be exploited for
opportuni stic purposes, but it would also do little to forestal
opportuni stic enforcenents.

Consider an inpracticability requirenment at the other extrene:
suppose that inpracticability nmerely required the availability of
sone alternative superior to contractual performance (presunmably
one that would yield higher present discounted profits). I f we

assune that this requirenment woul d al so be satisfied by any excuse

80Taylor v. Caldwell, supra note 2.
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stronger than that (such as strict inpossibility) then it is clear
that it would inply a very |ow probability of type | errors. Lega
costs would al so probably be low (it would be al nost pointless to
argue that the party trying to evade performance did not have a
superior alternative). But there would likely be many
circunstances in which parties would seek to evade contractua
per formances opportunistically. Thus, the probability of type |
errors would be high. Under such an expansive interpretation of
the inpracticability requirenment, therefore, the doctrine would
rarely, if ever, allow opportunistic enforcenent, but it would
probably be used opportunistically itself with great frequency.
Finally, consider an inpracticability requirenment simlar to
that which is commonly enployed -- one which requires "severe
har dshi p" or "catastrophic consequences.” Under the principles of
a relational contract, a party would probably be justified in
seeki ng adaptations which would aneliorate sufficiently severe
hardshi ps. Thus, the probability of type Il errors would likely be
small -- certainly much smaller than under an inpracticability
requi renent as expansive as the one descri bed above. Depending on
how strictly the severe hardship requirenent was interpreted,
however, there would likely be a significant probability of type
errors. G rcunstances far short of severe hardship mght well cal
for adaptations. Nonet hel ess, the probability of type | errors

woul d |ikely be much smaller than under an inpracticability test
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which required strict inpossibility.

It seens reasonable to surm se, therefore, that sone version
of a “severe hardship” inpracticability requirenment woul d probably
achieve the greatest reduction in opportunismoverall. It would
certainly avoid the high probability of type | errors that woul d be
observed under a narrow i npracticability requirenent and the high
probability of type Il errors that would be observed under an
expansive inpracticability requirenent. It mght, however, inply
relatively high |egal cost s, particularly if the courts’
interpretations of "severe hardshi p” or "catastrophi c consequences”
were unclear or inconsistent. From a normative perspective,
therefore, the best inpracticability requirenent would be one that
was of an internediate scope and could be applied clearly and
consi stently.

Now assunme that the inpracticability requirenment has been
appropriately devised, and focus on alternative ways in which the
foreseeability requirenment m ght be defined. The nobst expansive
definition of the foreseeability requirement would nmake it
nonexi stent. Thus, the doctrine of inpracticability would have
only an inpracticability requirenent. This would al nost surely be
problematic. It would virtually elimnate the probability of type
Il errors, since excuses would be freely granted, but it would al so
cause the probability of type |I errors to be extrenely high. A

party's invocation of the inpracticability doctrine in the face of
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circunstances that were easily foreseeable woul d al nost al ways be
opportunistic. A foreseeability requirenment of sonme kind woul d
thus be necessary to provide the parties with at |east m ninal
incentives to foresee inpracticability problens and avoid themif
at all possible.

Consi der therefore a "subjective" foreseeability requirenent -
- that is, one that sinply required a party to show that the
probl ematic circunstances were unforeseen, regardless of whether
they were in any sense unforeseeable. This would likely cause a
| ow probability of type Il errors, but, because it would be
difficult for one party to show that the other did in fact foresee
a particular set of circunstances, it wuld also likely cause a
hi gh probability of type | errors, and would likely result in high
| egal costs. | ndeed, under a subjective foreseeability
requi renent, both parties would actually have an incentive not to
foresee problematic circunstances. This mght then place themin a
position to use the inpracticability doctrine at sone | ater date.
Such a use of the doctrine, however, would nerely constitute a form
of planned opportuni sm

Finally, consider an "objective" foreseeability requirenment --
that is, one that required a party to show that it did not foresee
the problematic circunstances, and that it was reasonable for the
party not to have foreseen them The difficulty of establishing

t he reasonabl eness of a party's oversights would |likely nmake the
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probability of type Il errors greater than under a subjective test,
but not necessarily by a wde margin. The probability of type I
errors, on the other hand, would likely be nuch Iower. There would
certainly be nmuch less distortion of the parties' incentives to
foresee inpracticability problens, if there was indeed any at all.
And if an objective test was applied in a reasonably clear and
consi st ent fashi on, it woul d likely resul t in f ewer
inpracticability cases going to trial and hence lower litigation
costs as wel .

It also seens reasonable to surmse, therefore, that an
objective foreseeability test would help to achieve the greatest
reduction in opportunism overall. O course, an effective test
woul d have to be consistent with the cognitive limtations of the
judges and juries that applied it. The sinpler and clearer the
criteria upon which the foreseeability test was based, the greater

the likelihood that it would be clearly and consistently applied.

Rout i nes, Heuristics, and the Foreseeability Test

The use of routines and heuristics to conceptualize the
parties' behavior suggests a sinple and clear set of criteria upon
which to base an objective foreseeability test. |[If the parties’
behavior may generally be described in terns of routines and

heuristics, then the mnner in which they generate their

61



expectations during the negotiation stage of an agreenent may al so
be described in terms of routines and heuristics. From a
behavi oral perspective, the parties to a dispute would only have
been able to foresee particular contingencies if their routines and
heuristics had all owed themto.

The reasonabl eness of a party’s oversights would be a factua
matter, but not one necessarily requiring any detailed
i nvestigation of the routines and heuristics that a party actually
enpl oyed. Rat her than investigating the source of a party's
oversights, the inquiry could focus on 1) determ ning what kinds of
routines and heuristics wuld have been reasonable in the
circunstances in which the contract was drafted -- eg) what kind of
personnel shoul d have been assigned to negotiating and drafting the
agreenent, what kind of |egal advice should have been sought,
whet her industry experts should have been consulted, and if so, of
what cal i ber and experience, etc., and 2) determ ning whether the
contingencies would likely have been foreseen if reasonable
routi nes and heuristics had been enployed -- eg) would sufficiently
experienced personnel have expected certain types of problens,
woul d an industry expert likely have warned the firm about certain
ri sks, etc.

This mght seemto cone very close to suggesting that standard
i ndustry practices and custons should be used to establish the

reasonabl eness of the parties' oversights. But that would only be
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true if the practices and custons were thensel ves reasonable. At
any point in tinme, standard industry practices and custons m ght

lag well behind the "cutting edge" practices of industry |eaders or

firms in other industries -- so far behind that a fact-finder could
consi der them unreasonable. |Indeed, even if there was no lag, a
fact-finder mght still consider them unreasonable nerely in Iight

of common sense. Although an objective test based on the parties
routi nes and heuristics woul d undoubtedly pl ace consi derabl e wei ght
on evidence about standard industry practices and custons, it would
hardly nmake them di spositive.

| ndeed, this use of routines and heuristics would not be
I nconsi st ent with the kind of cost - benefit cal cul ati ons
characteristic of the conventional |aw and econom cs approach. |[f
a margi nal expenditure of a few thousand dollars on sone readily
avai |l abl e expert advice m ght have prevented catastrophic |losses in
a multi-mllion dollar contract, one m ght reasonably concl ude that
it should have been incurred. O course, a boundedly rational
party m ght only have had vague apprehensi ons about the risks of
such a catastrophe, and m ght thus have been unable to contenpl ate
the expected marginal benefits with any accuracy, but if the
di screpancy was sufficiently large, the party’s reasonabl eness
m ght still be brought into doubt.

In this sense, the courts could thenselves use cost-benefit

calculations as a heuristic device. | ndeed, the use of cost-
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benefit calculations generally depends upon the user having the
ability to conceive of the alternatives against which the
cal cul ations m ght be applied. The use of routines and heuristics
to conceptualize the manner in which parties generate their
expectations would provide the courts wth a very practical and
concrete way of conceiving of the parties' alternatives. But this
woul d not preclude them from using other methods or heuristics to

reach their concl usions, either.

Mbdern Applications

Thi s essay does not purport to present a positive theory about
the doctrine of i npracticability. | ndeed, the courts’
interpretations of the doctrine would seem to defy any kind of

coherent positive analysis.?

The essay's normative prescriptions
are nonet hel ess broadly consistent with the way the doctrine has
been applied in sone inportant recent cases. This is significant
because it inplies that the normative prescriptions are at |east
"feasible” in the sense that they could be followed w thout the

need for any radical departure fromthe precedents.

81SchV\artz, supra note 14, provides a very general positive analysis that
purports to identify necessary conditions for judicial intervention and show that they

are seldomsatisfied in relational contexts.
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Eastern Airlines v. @lf Gl Corp.*

This case originated in a conplaint by Eastern seeking to
enforce Gulf's performance under a long-termcontract in which Qulf
was obligated to supply Eastern with jet fuel. Q@ulf responded to
Eastern's conplaint by asserting, anong other defenses, that the
contract was conmmercially inpracticable under the U C C 56BN €1-
2-615. The case is especially relevant in view of the |ongevity of
the parties’ rel ati onship. | ndeed, the ~court's opinion
acknow edged that the dispute arose only under "the nost recent
contract between the parties”™ and involved "the threatened
di sruption of ...[their]... historic relationship,"® which had
exi sted for several decades.

Qulf's inpracticability defense was based on the argunent that
it had not foreseen the "two-tier" pricing schenme that the Federa
Gover nment i nmposed on the domestic market for crude oil subsequent
to the OPEC oil enbargo in 1973-74, and that the price controls
caused such a w de divergence between the price that it had to pay
for crude oil and the price it received for its fuel under the
contract's escalator index that its performance becane comercially
i npracticable. The court rejected Gulf's argunent, however, both

on the grounds that it failed to show inpracticability and on the

82pastern Airlines v. @lf QI Corp. 415 F. Supp. 429 (1975).

83)d. at 431.
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grounds that the circunstances that gave rise to the dispute were
reasonabl y foreseeabl e.

The court interpreted the inpracticability requirenent
strictly, noting that a "nere show ng of unprofitability, w thout

"8 |t also

nmore, wWll not excuse the performance of a contract.
appeared to apply an objective version of the foreseeability test,
noting that "even if @Gl f had established great hardship ... [it]
woul d not prevail because the events associated with the so-called
energy crisis were reasonably foreseeable at the tine the contract

n 85

was execut ed. | ndeed, in support of this finding, the court

observed that "even those outside the oil industry were aware of

n 86

the possibilities, and provided an illustrative quote from

Eastern's principal contract negotiator.

lowa Elec. Light And Power Co. v. Atlas Corp.?%
This case originated in a conplaint by lowa Electric (IE) in
part seeking Atlas's performance of its obligation to supply IE

wi th urani um concentrate under a contract executed in 1973. Atlas

841 d. at 438.
85,d. at 441.
86, 4. at 442.

87 ona E ec. Light And Power Co. v. Atlas Corp., 467 F.Supp. 129 (1978),

overrul ed on jurisdictional grounds, 603 F.2d 1301 (1979).
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responded to the conplaint by invoking the doctrine of
inpracticability, claimng that unforeseen contingencies had
resulted in drastic cost increases which should have excused its
performance and warranted an adjustnent of the contract price. I|E
cl ai mred, however, that the instability in the uranium market was
one reason it had sought to insure that it would have access to
urani um supplies at the 1973 price.

Atl as based its inpracticability defense on the argunent that
a nunber of wunforeseen circunstances, including the OPEC oil
enbargo, federal environnental and occupational safety regul ations,
inflated factor prices, and unfavorable market conditions, al
conbined to dramatically increase its costs. The court initially
rejected Atl as's defense on the grounds that it had "failed to bear
the burden...to prove which and how nuch of the increases were
reasonably unforeseen and not, in part, a function of its own

actions. " 88

The court subsequently allowed Atlas to clarify the
record by submtting nore precise cost calculations, but it
declined to alter its judgnent. Using Atlas's new information, the
court attributed a 52.2 percent cost increase to circunstances that
Atl as had not foreseen and that had not been a function of its own

actions, and estimated Atlas's total | oss at about $2,673,125. |t

ruled, however, that Atlas was not entitled to discharge or

884, at 132-133.
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adj ustnent as "the absolute | osses and percentage of increase do
not warrant so drastic a remedy."®°

The court justified its strict interpretation of the
inpracticability requirenent by noting that the "nere fact that
performance has becone economcally onerous is not sufficient to

excuse performance,” and that "increases of 50-58 percent generally

have not been recognized as a basis for excusing or adjusting

contractual obligations."%

Al t hough the court's final decision did
not touch on the foreseeability requirenent, its initial decision
had clearly relied on an objective version of the foreseeability
t est. | ndeed, the court found that "prior to the contract being
signed there was good reason to anticipate rising costs and
drastically increased expenditures for environmental and safety
equi pnent and procedures,"® and it cited a November 14, 1972 Wall
Street Journal article which had forecast uranium price increases.
92

Al um num Co. of Anerica v. Essex Goup, Inc

This case originated in a suit by Al umnum Co. (Al coa) seeking

89)d. at 140.
9,4, at 140.
9,d. at 13s5.

92 Al unmi num Co. of America v. Essex Goup, Inc., 499 F. Supp. 53 (1980).
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an adjustnment of its contract wwth Essex. In this regard, the case
was sonmewhat wunusual and outside the scope of the normative
prescriptions offered here. Alcoa' s suit was obviously a preferred
alternative to sinply refusing to performand awaiting a suit by
Essex. Under the contract Al coa was obligated to convert alum na
supplied by Essex into alumnum which was then to be conveyed back
to Essex. The contract was executed in 1967 and was to run until
1983, with Essex having the option to extend it to 1988. Alcoa's
justifications for the suit were based on a nunber of common | aw
excuse doctrines, including the doctrine of comrer ci al
i npracticability.

Al coa's inpracticability case was based on the argunent that
unforeseen oil price increases in the wake of the OPEC oil enbargo
and wunanticipated pollution control cost increases caused its
production costs to rise nore rapidly than the price it received
for its alum num which was indexed under the contract. I|ndeed,
during the period in question, the market price of alum num rose
even faster than Al coa's production costs, and Essex took advant age
of the discrepancy by reselling mllions of pounds of alum num for
an enornous profit. Essex's gains were Alcoa's |osses, and the
court found that without any adjustnments to the contract Al coa
stood to | ose in excess of $75, 000,000 (presumably in 1979 or 1980
dollars). This prospective loss was the basis for Alcoa' s claim

that its performance woul d have been inpracticable.
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The court ruled that both the foreseeability and the
inpracticability requirenents had been net. Al t hough it
acknow edged that Al coa had devel oped the indexing system it noted
that Alcoa had taken the care to examne the way the index
performed agai nst the past record of alum num prices and had found
that its performance fluctuated within a narrow range. It also
noted that in constructing the index Alcoa had drawn on the
expertise of Alan Geenspan, who was then a |eading economc
forecaster and is now, of course, the Chairman of the Board of
Governors of the Federal Reserve. And on a nore general |evel, the
court noted that®

Essex and Al coa are huge i ndustri al
enterprises. The managenent of each is highly
trained and highly responsi ble. The corporate

of ficers have access to and use professiona

per sonnel including |awyers, account ant s,
econom sts and engi neers. The contract was
drafted by sophi sti cat ed, responsi bl e

busi nessnmen who were intensely conscious of
the risks inherent in long-termcontracts and
who plainly sought to limt the risks of their

undert aki ng.

93,d. at 68.
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As far as the inpracticability requirenment was concerned, the
court noted that the standard had evol ved fromone of inpossibility
of performance to one that "denotes an inpedinent to performance

"% in the conmon

| ying between inpossibility and inpracticability
sense of the word. It ruled that the increase in Alcoa' s costs was
severe enough to warrant relief under such a standard. The court
found that, even based on conservative predictions, Al coa stood to
| ose at |east $60,000,000 over the life of the contract (again,
presumably in 1979 or 1980 dollars). Although it did not discuss
Essex's ethical position in the dispute, the court did note that
"[the] margin of profit shows the trenmendous advantage whi ch Essex
enj oys under the contract” and that "[a] significant fraction of
Essex's advantage is directly attributable to the correspondi ng
...losses Alcoa suffers."® This mght be interpreted as an
i nsinuation that Essex was behaving opportunistically.
Sonme Final bservations

These cases are at |east broadly consistent with the normative
prescriptions that have been offered in this essay. One reason the
court rejected Gulf's inpracticability defense in Eastern v. @il f

was that the oil price increases which @lf argued were

unf or eseeabl e had been foreseen even by outsiders to the industry.

%d. at 72.

9%,d. at 59.
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The clear inplication is that @lf's own contract negotiators
shoul d have been able to foresee the risks. In lowa Electric v.
Atlas the court pointed to direct evidence that at |east sone of
Atlas's cost increases should have been foreseen. And in Alcoa v.
Essex the court accepted Alcoa's inpracticability argunment on the
grounds that Al coa had used sophisticated personnel and a highly
esteened forecaster to construct the price index for its alum num
The court thus ruled that the failure of the price index was
reasonabl y unforeseen on the basis of the practices that A coa had
used in the process of negotiating and drafting the contract.

The courts also interpreted the inpracticability requirenent
strictly in all three cases, though not strictly enough as to al
but deny excuse in any case in which performance was still
physi cal ly possible. Al though the court's decision was not based
on the inpracticability test in Eastern v. @lf, the court did
indicate that inpracticability required a showi ng of sonething nore
than nere unprofitability. And in /owa Electric v. Atlas the court
denied Atlas relief on the grounds that cost increases of 50-58
percent and | osses of $2,673,125 were not severe enough to meet the
inpracticability requirenent. I ndeed, the inpracticability
requi rement was net only in Alcoa v. Essex -- and only there on the
basis of projected | osses of at |east $60, 000, 000.

O the three cases, Alcoa has probably been the subject of the
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6 In Alcoa the

most commentary, and rmuch of it has been critical.®
court chose to nodify the contract instead of sinply excusing
Al coa' s perfornmance. In so doing it went beyond the normative
prescriptions offered here. The analysis here only justifies the
use of the inpracticability doctrine to excuse a party's
performance, not to nodify a contract. The purpose of allow ng the
courts to excuse performances is to forestall opportunism and at
the sanme tinme encourage the parties to adjust their perfornances
aut ononously through bilateral negotiations. On this reasoning, if
Essex had known that Alcoa's performance would be excused, the
parties probably would have been able to adapt their agreenent
wi thout any legal intervention. Indeed, it is interesting to note
that Al coa and Essex actually negotiated a nodification of their
agreenent contingent on Alcoa being excused before the court
reached its verdict. The court's renedy only partially inplenented
their proposed nodification.

Al'l of these cases involved contracts that could be construed
as "relational" in the sense defined here. It is not clear,
however, that any of them involved particularly high governance
costs. The analysis here inplies that the governance costs of a

relational contract wll be particularly high only in highly

96Schv\artz, supra note 14, at 293-94, for instance, describes the case as
"unsatisfactory"” and clainms the opinion has not been followed. See also Scott, supra

note 7, at 2051; Sykes, supra note 10, at 83.
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uncertain environnents. It is not clear whether the environnents
in which the transactions at the center of these cases were
conducted were sufficiently uncertain to cause particularly high
gover nance costs. That is irrelevant, however, to the benefits
that mght be derived from the appropriate application of the
inpracticability doctrine. The point of the analysis is not that
the appropriate application of the doctrine in any particular
contractual dispute will reduce the governance costs associated
with that contract. Rather, it is that the appropriate application
of the doctrine in general will mnimze the risks of opportunism
and reduce the strategic uncertainties associated with rel ati onal
contracts overall. This will reduce the governance costs of al

relational contracts, especially those in which governance probl ens

are severe.

V. AN OVERVI EW OF SOVE OF THE ETHI CAL | SSUES

The | aw of contracts lies at the heart of capitalist economc
institutions. It is thus intimately connected to the broader noral
values that both help to define and to sustain our entire social
and econom c system But since it also regulates the conduct of
i ndi vidual transactions, it is equally inportant to the noral
character of our day-to-day affairs. Unfortunately, there is no
theoretical framework broad enough to enconpass both the econom c

and the ethical dinensions of contracting problens, even though
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they are interlocking pieces of the sane puzzle.® This essay has
approached relational contracting problenms from primarily an
econom c perspective, and it has suggested that the doctrine of
inpracticability may serve a particular economc purpose. It would
be instructive, therefore, to contenplate whether the normative

prescriptions mght conflict wwth any of the noral val ues i nbedded

"This is in some ways ironic, because econonics has deep roots in nora
phi | osophy. |Indeed, Adam Smith, who is usually considered the first professiona
econom st, was actually a professor of noral philosophy and may rightly be
consi dered as much of a phil osopher as an econonist. See Patricia H Werhane,
Adam Smith And H s Legacy For Mddern Capitalism (1991) for a study of Adam Snith
as a noral philosopher. At some point, nost professional econom sts becane
predom nantly interested in a social scientific approach to econom ¢ phenonena
and economics largely lost its connections to noral phil osophy. The econonics
prof ession has, however, recently shown renewed interest in the ethica
di mensi ons of econom c problenms. Indeed, in a classic essay, Amartya Sen has
made a conpel ling argunment that the rationality assunptions of the conventiona
econom ¢ approach are inconsistent with the kind of noral choices that people
comonl y make, and hence that some broader conception of human notivation, which
i ncorporates a role for nmoral deliberation, is essential to coherent theorizing
(see Amartya K Sen, Rational Fools: A Critique of the Behavioural Foundations of
Econonic Theory, in Sen, Choice, Wlfare and Measurenent 84 (1982)).
Unfortunately, there is as yet no general theoretical franmework which enbodi es
both peoples' econonmic and ethical notivations. For a useful survey of
schol arship that explores the connections between ethics and econom cs, see
Daniel M Hausman & M chael S. MPherson, Taking R ghts Seriously: Econonics and

Cont enporary Moral Philosophy, 31 J. Econ. Lit. 671 (1993).
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in the contract | aws.

It is only appropriate, however, to begin by making sone
di sclainmers. The discussion here does not attenpt to understand
relational contracting or the inpracticability doctrine fromthe
perspectives of contenporary noral theories. Its nore limted
purpose is to address sone of the practical noral and ethical
concerns that have been raised, or mght be raised, by those who
have studied relational contracting problens and the doctrine of
i npracticability.

Any analysis of ethical i1ssues nust surnount a nunber of
difficulties. For one thing, it is very difficult to define
preci sely what our noral values are, and to distinguish themfrom
the noral val ues held by people in other societies and cul tures. ®
I ndeed, it is not even clear whether our noral values are always

consistent.®® In a given set of circumstances, for instance, the

%me survey study of Anerican and Soviet attitudes towards free markets, for
i nstance, found that Anerican and Sovi et respondents were "basically simlar in sone
very inportant dinensions: in their attitudes toward fairness, incone inequality, and
incentives and in their understanding of the working of markets." Robert J. Shiller,
et al., Popular Attitudes Toward Free Markets: The Soviet Unhion and the Uhited States

Conpared, 81 Amer. Econ. Rev. 385, 385 (1991).

99Thi s creates the potential for nmoral dilemmas. See Joanne B. Gulla, Business
Ethics as Moral Inagination, in R Edward Freeman, ed., Business Ethics: The State O
The Art (1991). Culla argues that noral dilemmas may be addressed only by

cultivating the noral imagination. Regardless of whether this is true, they wll
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value that we place on the principle of desert mght well clash
with the value that we place on distributional equity. Moreover,
ethical issues are highly enotive, and our ethical assessnents of
certain outcones may be based as much on inarticul able feelings as

on consci ous del i berations. 1%

Finally, our ethical judgnments may
be "situational" -- that is, they may be deeply rooted in the
ci rcunstances of individual cases and thus resist generalization. %!

All of these difficulties, and no doubt others as well, inpede
our capacities for noral analysis. But the last is particularly
germane to relational contracting problens. Relational contracting
is a relatively recent developnent in the evolution of contract
I aw. The noral and ethical values that sustain the classica
contracting paradigm may provide an inappropriate basis for an

ethical assessnent of the role that legal doctrines play in

relational contracts. It is especially inportant, therefore, to

clearly not be easily susceptible to analytic treatnents.

1000bert  Sol onon, for instance, argues that enotions have a natural and central
place in all noral judgnents. See Robert C. Sol onon, A Passion For Justice: Enotions

and the Origins of the Social Contract (1990).

101gqe Joseph Fletcher, Situation Ethics: The New Mrality (1966) for the

cl assic argunent. See Kenneth E. Goodpaster, Ethical Inperatives and Corporate
Leadership in R Edward Freeman, Business Ethics: The State of The Art (1991) for an
argunent that a corporation's nmanagers nust understand the specific circunstances in

which its enployees nust act if it is to inprove upon its ethical standards.
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approach relational contracting problens wth their unique
character and circunstances clearly in mnd. These may not only
require fresh ethical perspectives on established | egal doctrines,
they may al so require that we reconsider sone of the broader nora
values that lie at the very heart of contract |aw

The conceptualization of relational contracting problens in
this essay has inplied a set of circunstances with distinctive
et hi cal overtones. The parties’ inclinations to Dbehave
opportunistically reflect ethical shortcom ngs that may inpede
their abilities to cooperate, in spite of the potential nutua
gai ns. The role that has been prescribed for the doctrine of
inpracticability is to forestall such opportunismand thus help to
alleviate the costs that would otherwi se result fromthese ethica
shortcom ngs. Sone of the ethical inplications of the analysis are
t hus deeply inbedded in the conceptualization of the circunstances.
| ndeed, in that respect the analysis suggests that the
inpracticability doctrine may serve as a substitute for good
busi ness et hics. On the other hand, it also suggests that good
busi ness ethics mght yield significant econom c benefits.
Contract as a Form of |Individual Expression

Cl assical contract analysis and neocl assical econom cs both
reflect the great value that has traditionally been placed on the
principles of economc |iberty and voluntary exchange. They are

intimately connected to the notion that the freedomto contract is
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an inviolable form of self-expression and the comon noral
di sapprobation for those who seek to be excused from the
performance of obligations that were voluntarily incurred. Under a
theory of contract as a "nechanism for autononous individual

n 102

expr essi on, a "contract's noral force derives fromthe fact of

its voluntary agreenent; when | enter freely into an agreenent, |

"103 The cl assica

am bound by its terms, whatever they nay be.
conception of <contracts is therefore inherently antagonistic
towards the idea of contractual excuse. | ndeed, those who
subscribe to the classical nodel tend to view rel ational contracts
as a subspecies of contracts sonewhere within the "nore nebul ous
real mof fiduciary relations. "%

That may, indeed, be true, but it is not at all clear that
rel ational contracting practices will underm ne the principles of
economc |liberty and voluntary exchange, or that they are
inconsistent with the notion of contract as a form of individual
expression, even if, as has been proposed here, they allow for the

possibility of contractual excuse. The decision to enter into a

rel ational contract is nmade freely and voluntarily, and there is no

102(3 Ilette, supra note 7, at 571.

103y Sandel , Liberalism And The Limts O Justice 105-113 (1982) quoted in

Gllette, supra note 7, at 571.

104G 1 ette, supra note 7, at 571.
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reason why that decision cannot itself be interpreted as a form of
i ndi vi dual expression. On that view, the parties to a rel ational
contract commt thenselves to an agreenent in which they may have
both a right and an obligation to adapt their performances in the
face of new circunstances. Once they have voluntarily made such an
agreenent, they should be bound by its terns, including those
requiring adaptations, no less than they would be in a classical
contract. The doctrine of inpracticability would sinply force them
to honor their commtnents in circunstances that m ght otherw se
i nduce themto behave opportunistically.

From this perspective, relational contracts serve to expand
the range of economc liberties and the freedom to engage in
vol untary exchange. It hardly matters whether they nore closely
resenble fiduciary relationships or classical contracts. The
inportant point is that they probably allow for a wi der variety of
i ndi vi dual expressions than partnerships and classical contracts
woul d in their absence. Mbdreover, the parties' commtnents are no
| ess binding than those made under other contract forns; they are
sinply sonmewhat different. And though it mght appear that the
doctrine of inpracticability would allow the courts to intervene in
an ot herw se autononous relationship, it should be renenbered that
the doctrine is basically a defense to a conpl ai nt seeking specific
per f or mance. When a court applies the doctrine, therefore, at

least as it has been prescribed here, and declines to enforce
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performances, it forces the parties to resolve their dispute
t hensel ves, and thus interferes with their autonony no nore than it
woul d have if it had enforced their performances.

| ndeed, the doctrine of inpracticability is nerely a default
rule. It is not immutable, Iike the duty to act in good faith, and
so there is no reason why parties could not sinply nullify it with
an explicit contractual waiver. Wen parties enter into a contract
W thout waiving it, therefore, they inplicitly express their

intentions to be bound by its terms. 10

This is especially true of
the kind of relational contracts that have been discussed here.
These are generally executed by |arge corporate entities that are
managed by sophisticated and experienced business personnel and
have direct access to considerable |egal and econom c expertise.

Al t hough there are no doubt [imts on their rationality, they nust

105see Randy E. Barnett, The Sound of Silence: Default Rules and Contractual
Consent, 78 Va. L. Rev. 821, 864-5 (1982) for an articulation of a consent theory
in which the parties manifest an intention to be legally bound by contract
default rules sinply by invoking the systemof |egal enforcenent. The consent
theory is fully consistent with the conventional |aw and economics view, and has
been used in a nunber of inportant |aw and econoni cs studies — see lan Ayres and
Robert Gertner, Filling Gaps in Inconplete Contracts: An Economic Theory of
Default Rules, 98 Yale L.J. 87 (1989); Jason Johnston, Strategic Bargaining and
t he Econonic Theory of Contract Default Rules, 100 Yale L. J. 615 (1990); Ilan
Ayres and Robert GCertner, Strategic Contractual [|nefficiency and the Optinmal

Choi ce of Legal Rules, 101 Yale L.J. 729 (1992).
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understand the | egal consequences of executing a contract w thout
wai ving the doctrine of inpracticability, and they nust also
understand in principle how easily such a rule could be waived
The fact that they do not attenpt to waive it can only be

interpreted as an expression of their intentions.

The Internal Norns and Ethics of a Rel ational Contract
A relational contract tends to generate its own internal norns

and et hi cs. 10

I ndeed, these may wel |l be essential to its success.
According to Scott, for instance, the norms of Dbehavior and
interpersonal ethics that develop between the enployees of
transacting corporations can "help to solidify the rel ationship and
permit it to survive the nyopia of individual decisionmakers. "’
These may thus serve as an alternative neans of reducing the
strategic uncertainties otherwse inherent in a relationa
agreenent. Indeed, Scott conceives of excuse doctrines largely as
substitutes for extralegal neans of control.!% We shoul d,
therefore, consider the possibility that active use of the

inpracticability doctrine would sinply inpede the devel opnent of

the internal norns and ethics that m ght otherw se serve a simlar

1065ee the discussion in Scott, supra note 7, at 2040-2042.

0714, at 2042.

1981 d. at 2051.
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function, but perhaps serve it better.

On this matter, however, our analysis must remain specul ati ve.
The theoretical framework of this essay assunes that the doctrine
of inpracticability my have a wuseful role in forestalling
opportunism Thus it inplicitly assunes that any adverse effects
the doctrine would have on the internal norns and ethics of a
relational contract would be nore than offset by its own benefits.
A truly rigorous assessnent of the issue could only be undertaken
in a framework that was fl exi ble enough to incorporate the internal
norns and ethics explicitly into its analysis. As the foregoing
di scussion indicates, there is as yet no such franework. There
are, however, good reasons to doubt whether the "interplay between

| egal and extral egal nethods”®

of control argues against the
normative prescriptions for the doctrine of inpracticability that
have been suggested here.

For one thing, the vast mgjority of laws are probably
conpl enents rather than substitutes to the noral and ethical val ues
that also serve to inhibit dysfunctional behavior. Most crimnal
laws, for instance, alnost certainly conplenent the noral
proscriptions that inhibit nost people from engaging in crimnal
acts. One never hears politicians proclaimng that they wll

repeal the crimnal laws to reduce the crine rate. O course

contract |laws address very different kinds of behavior and may

109/ d.
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therefore interact with our noral and ethical values in a
conpletely different way. But other contract doctrines, such as
the duty to act in good faith, seemto enbrace ethical principles,
and we do not worry whether they will in any way dimnish the
ethical standards that also mght help to encourage desirable
behavior. There is little reason to believe that the doctrine of
inpracticability is not also a conplenent rather than a substitute
for the internal nornms and ethics that otherw se serve to forestal
opportuni smunder a relational contract.

Mor eover , It bears repeating that the doctrine of
inpracticability is only a default rule. On this view, if the
parties felt that it would inpede the internal norns and ethics of
their relationship, they could sinply contract around it. The
doctrine would then generally only apply when any adverse effects
it was expected to have on the relationship wuld be nore than
offset by its expected benefits. [If the parties could be relied
upon to make such assessnents wi sely, then the availability of the
doctrine as a default rule would still mnimze the incidence of
opportunism overall. O course, since the parties are boundedly
rational they m ght not always nake those assessnments w sely, and
so the doctrine mght apply to sone contracts in which it was
detrinental. But one would expect that the accumulation of
comerci al experience and w sdom woul d probably soon lead to the

doctrine being waived as a matter of standard business practi ce.
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Excuse and Fairness
From an ethical perspective, the "fairness" of the outcone

shoul d be an inportant goal in the adjudication of any contractual
di sput e. It is inportant to consider, therefore, whether the
doctrine of inpracticability is consistent with the delicate
bal ance between the principles of distributional equity and desert
that seens to conprise our notion of "fairness.”" Not all |ega
scholars would agree that it is, even if they accept the
proposition that the parties to a contract are boundedly rational.
As Gllette puts it, !0

The bounded rationality nodel assunes actors

engage in a rational decision-nmaking process

that satisfies their concerns for subsequent

intervening events, despite their inability to

make precise probabilistic calcul ations.

Thus, an actor who has rationally determ ned

to exclude a specific risk, or not to consider

further the possibility of an intervening

event, is not sinply an innocent victim of

circunstances....An actor that has reasoned

that additional investnents in discovery and

consideration of risks are not worth the

G | lette, supra note 7, at 581.
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effort seens to deserve the consequences of
t hat deci si on.

According to Gllette, therefore, the party that 1is
"di sadvant aged" by some unforeseen contingency deserves the |oss. !
But it is not clear that Gllette' s argunent applies to parties who
formrelational contracts as they have been conceived here. As
t hey have been conceived here, relational contracts provide a neans
of coping with unforeseen contingencies as they arise, rather than
attenpting to plan for themin advance. Thus, when parties forma
rel ational contract they do so with the understanding that their
agreenent wll be adapted to new circunstances and unique
situations as they unfold. This is corroborated by the fact that
they rarely, if ever, contract around the doctrine of
i npracticability. It seens clear, therefore, that they do not
intend the consequences of their decisions to be to have to
passively accept their losses in the event of sone catastrophic
unf oreseen contingency. There is thus no reason why the courts
should force them to accept such |osses by enforcing their
per f or mances.

This essay has presented an anal ytical framework in which the
doctrine of inpracticability derives its usefulness from its
capacity to reduce the governance costs of relational contracts by

reducing the strategic uncertainties associated with parties'

Hlyd. at 582.
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propensities to behave opportunistically. The term "opportunisnt
obvi ously has connotations of wunethical behavior. There is no
sense in which the gains that a party earns from behaving
opportunistically are deserved. |In fact, we would normally think
such opportuni sminconsistent wwth the principles of honesty and
fair dealing that provide the bedrock for good business ethics. To
the extent that the doctrine of inpracticability serves to
forestall opportunism therefore, it mght also help to raise the
et hical standards of parties' business dealings. I ndeed, since
good business ethics may well be good for business in general, ?

the doctrine mght yield econom c benefits beyond those suggested

by the anal ytical franmework al one.

VI. CONCLUSI ONS

This essay has anal yzed the doctrine of inpracticability from
a behavi oral econom cs perspective. It has attenpted to show t hat
the doctrine may reduce the governance costs of relational
contracts by cur bi ng parties’ propensities to behave
opportuni stically. To that end, the analysis suggests that the
doctrine should enploy a severe hardship criterion for the

inpracticability test and an objective foreseeability test. To the

12This is certainly the view of nbst business ethicists. See, for instance,
Robert Sol onon, Ethics and Excell ence: Cooperation and Integrity in Business

(1992).
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extent the doctrine does reduce the I|ikelihood of opportunism
overall, it wll 1) increase the longevity of relational contracts,
2) inprove the cooperativeness of relational contracts, 3) increase
the size of investnents under relational contracts, 4) decrease
expendi tures on special arbitration procedures, and 5) decrease the
volume of the transactions conducted wunder less efficient
governance structures, in particular, admnistrative hierarchies.
Al of these would yield direct economc benefits. There m ght be
ot her benefits as well, though these are beyond the scope of the
anal ysi s.

The normative prescriptions are neant to be tentative and
provocative. Further research on relational contracting practices
and the |l egal doctrines that apply to themw || undoubtedly prove
of great value. This essay does not present any enpirical evidence
in support of its analytic results. That does not, however, nean
that it is conpletely without any enpirical basis. The analysis is
vested in a theoretical framework that has been applied with great
success in a nunber of enpirical studies and has been enployed to
clarify and communicate inportant transitions in the history of the
moder n busi ness corporation.!® Thus, the analytic results cohere
wth a large and systematic body of enpirical evidence.
Nonet hel ess, further enpirical research may prove particularly

val uabl e. Enpi ri cal studies that attenpt to probe the

113gee Shel anski & Klein, supra note 62; Chandler, supra note 63.
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i nt erconnections between | egal doctrines and the m croanal ytics of
i ndi vi dual transactions may prove especially insightful. Thi s
suggests a chal l engi ng research agenda, but one that prom ses great

r ewar ds.
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