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INTRODUCTION

In any input supply decision, a firm must elect whether to produce the input in
house (vertical integration) or to purchase the input from another firm (contract),
This paper analyzes the tradeoff hetween contracts and vertical integration when a
specialized investment is required for least-cost production. Because courts may in-
tervene in a subsequent contract dispute and redistribute the joint gains to the con-
tract, the paper also considers the effect of court intervention on the decision to con-
tract or integrate. For instance, Ford Motor Company (Ford) must decide whether to
make its own air-conditioner assemblies or to purchase the air conditioners by nego-
tiating a contract with another firm.! Whether Ford chooses to purchase the air-con-
ditioner assemblies will depend, in part, on the conditions under which Ford expects
the court to intervene in any dispute.

Purchasing the input allows the firm to take advantage of economies of scale and/
or the capabilities available in the market. But Jeast-cost production of inputs often
requires a specialized investment (or transaction-specific asset) to supply a particu-
lar buyer. Because the investment is specialized, the value of the investment is sig-
nificantly lower outside of the relationship with that buyer. Thus, an automobile parts
supplier may need to acquire specific know-how and skills to produce air-conditioner
assemblies for Ford. Because the investment in know-how is specialized to Ford, it
creates a bilateral monopoly between the supplier and buyer. The specialized invest-
ment implies that exit from the relationship is costly. By threatening to leave the
relation, one party may take a larger share of the gains to the relationship (i.e., hold-
up).? Vertical integration eliminates the hold-up problem but at a cost of losing the
benefits of market contracting. )

Retaining the benefits of a contract while avoiding the hold-up problem is diffi-
cult. Exit from a contractual relation of this sort may be costly for each party, and the
costs of exit may change drastically over the life of the agreement. An increase in the
cost of exit for one contractor shifts the bargaining power to the other contractor.
Because long-term contracts are necessarily incomplete, the shift allows the more
powerful contractor to take a larger share of the gains to the contract. To prevent this,
courts impose a good faith requirement. The good faith requirement prohibits the
abuse of bargaining power to coerce favorable changes in contract terms.3

This paper presents a model to examine the impact of the good faith requirement
on the value of long-term contracts characterized by investments in transaction-spe-
cific agsets.* [ will show that: (1) differences in subjective probability estimates of the
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future bargaining power (i.e., demand states) may cause the parties to contract when
they should integrate and vice versa; (2) court intervention in the form of the good
faith requirement improves efficiency by reducing the degree to which a shift in bar-
gaining power allows a contractor to take a larger share of the gains to the contract
and by compensating for differences in expected bargaining power; and (3) as the
average difference between the buyer’s and seller’s estimates of future bargaining
power increases, the net benefits of the good faith requirement rise.

The next section provides a review of the relevant literature. I then model incen-
tives and outcomes when the court enforces only terms that are written into the con-
tract (the no-good-faith rule). Using the model, I criticize some of the proposed solu-
tions in the transaction-gpecific-assets literature. The following section considers out-
comes when the court reads implied terms into contracts (the good-faith rule) and
compares contract values when the court uses the good faith rule and when the court

does not use the good faith rule.

BACKGROUND

Specialized Investments and Contracting

Roughly two decades of theoretical and empirical work has established the im-
portance of specialized investments to understanding vertical integration and con-
tracting.’ In a significant early contribution, Klein et al. [1978] argue that firms ver-
tically integrate to guard against the hazards ‘posed by transaction-specific assets
{specialized investments).® The hazards exist because opportunities to redeploy the
assets in another use or with another user are highly imperfect and may not exist.
For instance, specialized investments made by air cénditioner suppliers in support of
a relationship with Ford are less useful or useless\in a relationship with another
producer. Thus, the value of specialized assets is sigi}iﬁcantly lower or equal to zero
outside of the exchange relationship [Williamson, 197\9; Crawford, 1988].

In such a situation, the party that does not hold the specific assets may threaten
not to cooperate (non-good-faith behavior) in order ﬁ"o force a favorable change in
price. As a mechanism to protect themselves against q‘pportunistic exit and to struc-
ture a relationship characterized by long-lived specific assets, contractors neguotiate
long-term contracts. But such safeguards do not completely protect contractors from
opportunism. Because of the bounds to cognition, co;ﬂ:racting parties cannot possibly
specify all contingencies under a long-term contract. The contract must necessarily
be silent or unclear on some contingencies. Con‘s\.equently, the contractors may com-
plete private informal arrangements to protect themselves against opportunism, in-
cluding, in the limit, vertical merger.

Following Klein et al. [1 78], a series of important empirical studies established
that specific investments explain contracting and integration in a wide variety of
industries. Studies of the motion-pictures industry [Chisholm, 1993], the automobile
industry [Monteverde and Teece, 1982], rail freight shipping [Palay, 1984], coal sup-
ply [Joskow, 1/98/5; 1987], and aerospace [Masten, 1984] confirm that increases in the
degree of asset specificity increase both contract duration and the probability of ver-

tical integfationf
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The Good Faith Requirement

In addition to vertical integration, the contractors may use the courts to reduce
hazards posed by transaction-specific assets. Courts will intervene in contract dis-
putes under the good faith requirement to prevent opportunistic behavior by contrac-
tors. The Uniform Commercial Code (UCC) provides that every contract or duty “im-
poses an obligation of good faith in its performance or enforcement” [UCC, Section 1-
203] Summers [1968] notes that the good faith requirement applies in a number of
situations likely to arise in a long-term contract:

i} A contractor may not abuse bargaining power to coerce a favorable

change in the contract price;
11) A contractor may not adopt an overreaching interpretation of contract langnage;
iii} A contractor may not arbitrarily exercise a power to terminate a contract.®

But good faith is a rather amorphous concept; it means different things to differ-
ent judges. Reiter [1983] catalogues the definitions of good faith found in the litera-
ture and finds good faith interpreted variously as: fairness, fair conduct, reasonable
standards of fair dealing, decency, community standards of fairness and a common
ethical sense. Accordingly, firms may use the requirement strategically to increase
their gains under a long-term contract.

While the economics literature has not explicitly modeled the effect of the good
faith requirement, the efficiency characteristics of contract law in the presence of
transaction-specific assets have received some attention. Williamson [1979] suggests
that parties to a contract characterized by specialized investments may use the law
strategically. Williamson [1991] argues that court intervention to excuse contractual
performance produces a tradeoff. On one hand, contract excuse reduces the incentive
for a contractor to exploit opportunities created by unforeseen changes in the cost of
performing on the contract. The threat that one contractor may seek excuse causes
the other contractor to cooperate, On the other hand, contract excuse may reduce the
incentive to fulfill contractual promises.

Other papers consider court intervention to modify or complete contracts.® Klein
[1996] points to a tradeoff regarding discretionary enforcement of contract terms by
courts. Because rigid court enforcement of contract terms may cause hold-ups, in-
creased discretion by courts to enforce the terms may be efficient. But, “Courts cannot
employ increased discretion without losing some of the benefits associated with pre-
dictable enforcement of written contract terms, namely the ability to tie one another’s
hands with respect to particular behavior and to create rental streams by shifting
their private enforcement capital. Therefore, attempts to use increased court discre-
tion may have the opposite effect of increasing holdups” {fbid., 462).

LONG-TERM CONTRACTS WITHOUT THE GOOD FAITH REQUIREMENT
Williamson [1983] argued that the hold-up problem could be avoided if the buyer

{or the party that does not hold the specific assets) would post a collateral bond (i.e., a
hostage) equal to the value of the specific assets held by the supplier. The threat that
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the seller would take the collateral bond prevents\the buyer from attempting to hold
up the seller. But in Williamson’s model the hoid—up\) is unilateral: the buyer holds up
the seller. Later, Joskow [1987] and Klein [1988] noted that the hold-up problem is
not unilateral, it is bilateral. The owner of the specific assets (seller) may hold up the
party that does not own specific assets (buyer). That s, the party that does not hold
transaction-specific assets has exit costs from the relationship as well because invest-
ments in transaction-specific assets are made in time, and, therefore, a holder of trans-
action-specific assets cannot be replaced instantly.

In most cases, the exit costs for the party that does not hold the specific assets will
be significant, and in some cases these costs may exceed the exit tosts for the holder
of the specific assets. Because markets for the goods or services pro\d ced by the spe-
cific assets may be extremely thin or non-existent, the party that does not hold the
specific assets may lose market share, suffer damage to the firm’s repu;ﬁﬂi for high
quality, or be forced to shut down altogether if the agreement comes apart, Conse-
quently, intransigent suppliers holding large transaction-specific investmerits can

direct result of the impossibility of replacing the supplier instantaneously. Invest
ments.such as these are put in place over a period of months and even years.

Hold-up would not be a problem if the parties could write and enforce complete
contingent claims contracts. But long-term contracts are highly incomplete for three
reasons. First, transactors are boundedly rational [Simon, 1981; Williamson, 1985].
Second, Klein [1996] points out that writing something down to be enforced by a court
creates rigidity which itself can create a hold-up. Third, additional contract clauses
often entail wasteful search and negotiation costs as transactors attempt to gain an
informational advantage over their contracting partners [Kenney and Klein, 1983].
Accordingly, I will assume that the transactors agree on price but not guantity (i.e., a
fixed-price contract). 1! :

However, the most important aspect of the hold-up problem is not that it is bilat-
eral. Rather, it is the uncertainty associated with future states under which trade
will occur. Exogenous changes alter the bargaining power under the agreement. These
changes may occur for a wide range of reasons including: changes in demand for the
final product, depreciation of the assets required for input supply, changes in the
input supply technology and a change in the output production technology that re-
duces or eliminates the need for the input. If a certain contingency favors one of the
contractors, that contractor will receive a larger portion of the gains to the contract.

To focus on the organization decision (i.e., contracts v. integration), 1 will congider
changes that affect only the bargaining power between the buyer and seller. For in-
stance, an increase in demand for the final product will raise the value of both the
integration and contracting options. But suppose that some market development gives
the buyér ready access to more suppliers. The buyer will experience an increase in
options and bargaining power yet the value of integration at contract initiation will

not change.
Klein [1996] notes that long-term contracts have a self-enforcing range. Ingide

impose large costs on the other contractor. The ability to make these threats isa\

this range, hold-up will not occur because of privately imposed sanctions. We may -

think of this sanction in two parts. One part is the loss of the relationship-specific
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capital (including costs associated with temporal specificity). The second partis th
effect of the hold-up on the transactor’s reputation in the market [Klein and Leﬁlere
1981]. If the relationship remains within the self-enforcing range, there is no hold-u ’
But the exogenous changes noted above may move contracts outside the seIf—enforIc::
ing range. The magnitude of the private sanctions that each transactor can impose on
Fhe other party defines the self-enforcing range. Because the agreement is highl
mcomp.lete, either party may choose to impose an inefficient trade on the other part;
The gains to imposing the inefficient trade vary with the quality of each of the party’s;
outside options.'2

Suppose that the process of long-term contracting consists of two periods. The
first period, contract initiation, is the time spent negotiating terms and prices- The
second period begins some time after the assets are in place and the contractors ]c.)eg‘in
trade under the contract. In the second period, the input demand state of the buyer
may change. The subsequent shift in bargaining power allows the advantaged party
to exploit the incomplete contract to gain a greater share of the benefits to the agree-
ment, 2
. For simplicity, I assume that there are two possible input demand states (D, D)
in the second period. Under D, the bilateral monapoly situation that existed atz; ,corf-
tract initiation continues and therefore the agreement remains in the self-enforcing
range. In the self-enforcing range, we denote the seller’s share as S, and the buyer's
share as B,. In contrast, D, removes the transactors from the se]f—ezzlforcing range of

. the contract. Under D,, the buyer gains several outside options which can supplyin a

timely manner a near perfect substitute for the good under contract. Because the
buyer gains outside options under D,, the buyer redistributes the gains to the con-
tract in‘her favor. We denote the seller’s share under D, asS}* and the buyer’s share
as B,”. Appendix A uses prices and quantities traded under tlie contract to show that
BY>B and $;>S}t.

. In assuming ‘Erthere are only two demand states, I ignore the possibility of a
third demand state that shiftsbargaining power to the seller. Adding a third demand
state will not affect the conclusions. In addition, I assume that the parties do not
cendition terms in the contract based on the realization of either demand state (i.e.
non-contractible demand states) because of the difficulty that hoth the parties anci
the courts face in establishing the demand state that has actually occurred [Masten
and Crocker, 1985].

The incentives and outcomes that the contractors expect under the contract affect
their valuation of the contract at the initiation stage. That is, the contractor may
choose among various ways of producing the product or opt not to produce it at all.
Typically, the choice is between vertical integration and a long-term contract, but it
may be possible in some circumstances to produce the product using some nc;n-spe-
cialized technology. These options are not necessarily equal. As Langlois [1992] ar-
gues, capabilities within the firm will raise the value of the integration option. Simi-
larly, capabilities in the market raise the value of contracts. Finally, the gap between
a long-term contract supported by an investment in transaction-specific assets and
producing via some generalized technology depends on the nature of the product, All
of these options or none of these options may be preferred to not producing at ali.
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If we allow i = (b, $) to represent the buyer and seller respectively, V¥is the
contractor’s ex ante (period 1) value for the contract, V* is the lowest value that the
contractor will aceept to enter the contract, and r, is the contractor’s subjective prob-
ability estimate that D, will oceur. The seller’s value for the contract is:

(1) Ve=rSt+d —-rJ8,;.
The buyer’s value for the contract is:
(2 Ve =r B+ (1 —1)B,

Because the input demand states may change in period 2, both buyer and seller
will form subjective probability estimates at contract initiation of the two possible
states in period 2 (r, and r,). While the buyer’s and seller’s subjective probability esti-
mates of D, may differ because of asymmetries of information, I assume that the in-
formation sets are identical. In this model, any differences in subjective probability
estimates of D, are the result of asymmetries of subjective probability formation. 1
will show that these asymmetries of subjective probability formation cause inefficient
organization decisions and that private parties can not remedy the problem without
the help of the courts.

Allowing for asymmetries of subjective probability formation, a contract will be
completed if the sum of the expected benefits to the contract exceeds the sum of the
values of the next best alternatives. If we define the joint value of the contract in

period 2 as:

(3) St+Bi=8,+B,=d,

Then, a contract will be completed if:
4) g+, —r) BI-B)=V+ V.

If the second term in equation (4) always equals zero (r, = r), then firms will
always choose contracts when contracts increase wealth more than other organiza-
tional forms (e.g.; integration). In addition, firms will choose alternative organiza-
tional forms when an alternative organizational form increases wealth more than a
contract.

However, the buyer and seller need not have the same subjective probability esti-
mate.™ In an important series of experiments, Tversky and Kahneman [1974] show
that people rely on heuristics to make subjective probability estimates.' The heuris-
tics, or simplifying operations, often lead to errors in judgment. Tversky and Kahneman
describe three heuristics that are employed to assess probabilities: representative-
ness, availability and anchoring.

A representativeness heuristic implies that people form subjective probability
estimates on the basis of whether event A is representative of process B. If the indi-
vidual judges A to be representative of process B, then the individual judges the prob-
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ability that A originates from B to be high. Such a heuristic generates typical errors
Individuals may be insensitive to the prior probability of outcomes or sample size.
Essgntially, the search for representativeness leads people to ignore important infor:
n.1at10n. Moreover, people expect that a sequence of events will represent the essen-
tial characteristics of that process even when the sequence is short,

Because people assess probability by the ease with which instances or occurrences
can be brought to mind, errors may occur due to availability. If class A is larger than
cl'aste, B yet instances in class B are more easily retrieved, biases in judgment occur
Similarly, the search technique may be more effective in recalling members of class B
than class A. Thus, the individual judges class B to be larger.

Finally, people make judgments about probability by starting from an initial value
thatis then adjusted to yield the final answer (i.e., anchoring). Two effects combine to -
cause errors: (1) the adjustment is typically insufficient; and (2) the starting point or
initial value may be suggested by the framing of the problem.

HIf the bu_yer and geller do not have the same subjective probability estimate that
(B,%, 8,F) will occur in the second period (r, # r), the third term is nonzero. Differ-
ences .in the subjective estimate of the probability that the buyer will have th.e upper
hand in the second period may cause contracts when an alternative organizational
mode would be more efficient or it may cause the firm to choose a mode other than
contracts when contracts are more efficient. If the buyer’s subjective probability esti-
mate of D, exceeds the seller’s (r,> r), the firms may choose a contract when an
alte.zrnative organizational mode is more efficient. If the seller’s subjective probabilit.
estimate of D, exceeds the buyer’s (r,<r), the firms may choose an alternative or. Y
nizational mode when a contract is more efficient. =
. For example, suppose that Ford must make a series of decisions about which
1npu}:s to purchase and which inputs to make. The choice that Ford (buyer) makes for
any input (e.g., air-conditioners) will reflect Ford’s subjective probability estimate of
the way that the bargaining power may shift over the life of the contract Suppose
t%lat an al?ernative technology may be developed in the future that will allov.v alterna-
tive suppliers to meet Ford’s need for air-conditioners immediately. Ford’s decision to
contract will depend on its subjective probability estimate of the new technology. If
Ford’s subjective probability estimate of the introduction of the technology increas.es
c.ontracting will become more attractive relative to other alternatives. As the sub'ecj
tive probability estimate falls contracting becomes less attractive to F“ord '

.Onlthe other hand, the supplier will place a lower value on the con;:ract as its
sub_]e;ctwe.probability estimate of the introduction of the technology that will expand
Ford s options increases. If Ford places a high probability on the technology while the
supplier places a low probability, the firms may contract when they should have cho-
sen to vertically integrate. If the reverse occurs and Ford places a low probability on
the technology while the supplier places a high probability, they may vertically inte-
grate when they should have chosen a contract. ’ ’

In the absence of any differences in the subjective probability estimates, the gains
to a contract may still not equal the gains to vertical integration. For instarice econo-
nies o?' scale in air conditioner production may cause the gains to a contract to’ exceed
the gains to vertical integration. As the gap between the gains to a contract and the
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gains to vertical integration grows, an inefficient organization decision is less likely

for a given difference between Ford's and the supplier’s subjective probability esti-
. isi i impl h. Assume that buy-
We may illustrate the decision to contract with a simple graph. Assu .
ers and sellers in a particular market must choose betweefl a c-ontract arfd their next
best alternative. Assume also that there is a uniform d.istrxbutwn of posgsible contract
values (J,) shown by the downward sloping line in Figure 1. The payoff to the next
best alternative is shown by the horizontal line Vt+ Ve Ii: n=r,, buyers. z:md sellers
will negotiate x* contracts. Butifr,#r,, firms will make inefficient dec:sm.ns at ;he
margin. When r, > 7, , firms will complete contracts for (x, — x‘*) transactions that
should have been o'rganized using alternative modes. The. remalnc.ler of the transgc-
tions will be organized efficiently. When r <1, firms will organize by alternative
modes (x* — x,) transactions that should have been completed by contl"act. -
Because buyers and sellers have different subjective proba}bﬂl‘ty estimates of thE'l.I‘
period 2 payoffs, we may think of r,=(r,,7,Jasa normally dlstn'buted random vari-
able. As the variance of the distribution increases, the average d.1fferenc.e be'tween Ty
andr, increases and firms will choose inefficient forms of economic organization more
Oﬁex;:mally, an increase in the difference between tl}e p.ossible pa.yt.Jffs in_perdeZf
(B — B,), amplifies the effect of differences in the subjective probability es.tlmat.es. 5
the demand state shifts dramatically, the difference betv.veen the psity‘*offs in period
will be large. Thus, for a given difference in the subjgc.twe p.robabThty est1m:atesi of
period 2 payoffs (r,, r ), a larger increase in the probability of mefﬁclent- organization
will oceur when the difference between the period 2 payoffs (B,F — B,) is also large.
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Private parties cannot cure problems associated with different estimates of fu-
ture demand states without the help of the courts. The exchange of a performance
bond described above will simply alter the expected gains to the contract. Recall that
performance bond exchange must take place at the contract initiation stage. Once the
contract is signed and the transaction-specific assets are in place, the advantaged
party has no incentive to equalize bargaining power by giving a performance bond not
required by the agreement. The buyer may weaken her bargaining position in the
second period by offering a performance bond. By offering the performance bond the
buyer will not only reduce B,Z, but B, as well. If the buyer offers a performance bond,
both 8, and 8.F will rise. The same is true for the seller. Offering a performance hond
reduces both §,and S .. This implies that performance bonds are an effective way to
alter the expected gains to a contract but they will not in any way alleviate the prob-
lem associated with differing expectations of future demand states. If the second term
in equation (4) is negative, one firm will be unable to exactly meet the other firm’s
performance bond demand. Still, the firms may choose to complete a contract. De-
spite a third term that is negative, the value of the contract may still exceed the next
best alternative.

Changes in the payment schedule serve a purpose similar to a performance bond.
By front-loading the payment schedule (i.e., a high initial payment followed by low
incremental payments) the buyer may weaken her ex post bargaining power, Back-
loading the payment schedule will strengthen the buyer’'s bargaining power. Vertical
integration, on the other hand, avoids the adaptability issues associated with changes
in input demand states that affect bargaining power.

It ought to be clear that choosing D, as the demand state in the self-enforcing
range is arbitrary. A performance bond could put D, in the self-enforcing range and
D, out of the range. If D), is the initial demand state, the buyer has outside options. To
put D, in the self-enforcing range, the buyer may offer a performance bond (i.e., hos-
tage). But if D, occurs and the buyer loses the outside options, the seller may exploit
this advantage. As above, the hostage exchange lowers both B.¥ and B,.

LONG-TERM CONTRACTS WITH THE GOOD FAITH REQUIREMENT

If courts impose a good faith requirement, firms may now file suit to force a redis-
tribution of the gains under the contract. Now the model contains three periods. In
period 1, the contract is initiated. In period 2, the input demand states of the transac-
tors may change and the buyer and seller may reapportion the contraet benefits based
on the shift in bargaining power. In period 3, a firm may file suit to force a redistribu-
tion of the period 2 allocation. Because good faith is not directly observable, neither
firm is certain of the the court’s decision. '

I assume that breach is pessible only if the contract drops out of the self-enforcing
range and that the courts award expectation damages in the event that they find a
breach under the good faith requirement. Because the model contains only one de-
mand state outside of the self-enforcing range (D,), the seller always sues the buyer
in this model. When D, occurs, the buyer gains outside opportunities and attempts a
redistribution of the surplus. The seller may sue in response. I assume that all cases
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settle (see Appendix B). Ignoring the possibility of a suit by the buyer does fmt affect
the conclusions. Simply adding another demand state outside the self-enforcing range
that shifts bargaining power to the seller rather than the buyer would cause .the
seller to attempt the redistribution of the surplus and the buyer to threaten a suit.
At contract initiation, both buyer and seller realize that demand staife D, may
occur in period 2. If D, occurs, the buyer receives B* and the seller receives S}in
period 2. The buyer and seller use their projections of the buyer’s ex.p.ected settlement
payment, the probability that the seller will file and the probability that demand
state I, will occur to determine their contract values. If we allow ¢, t'o represefnt the
contractor’s period 1 subjective probability estimate that the seller will f'ile suit, o, to
represent the contractor’s period 1 expected settlement payment (or recel'pt), and v, to
represent the contractor’s filing costs, the seller’s value for the contract is:

(5) Vs = rsS2l + (1 - rs)82+ rs[ts (Crﬂ - 73)]
The buyer’s value for the contract is:
(6) Ve=rBr+ (1 —1,)B; —rlt, (o, +%,)]

To assess the benefits of a good faith requirement, we compare the efficiency of the
organization decisions with and without the good faith requirement. Because of t}.1e
threat of litigation, we may express (B, —B,) as a(BH - B, ) where 0 < as 1. Thatis,
by taking a larger share of the benefits to the agreement, the buye:r increases the
expected costs of suits and therefore (B,f — B,) shrinks. See A]Eapendlx B. .
Using equation (3), we can show the condition under which a contract will be

completed:
(7 J,+a(r, ~r)BF ~B) 41t (o, —y) ~rt,(o+ Y, ) 2P+ Vo

We may use equations (4) and (7) to make a comparison between t:he case in which t‘he
court does not require good faith and the case in which the court imposes a good faith
rule. Court intervention improves efficiency if it causes economic agents to choose the
least-cost organizational form more often. If the left gide of equ.atic?n (4) alw?ys equals
J,, economic agents will always malke the appropriate orgamzatmngl ch(nc.:e. To the
extent that the left side of the equation deviates fromJ,, firms make 1nefﬁ01ent orga-
nizational choices. The central question then is under what conditior.xs W:lﬂ the go'od
faith requirement cause economic agents to make the efficient organizational choice
more often. o

At first, court intervention under the good faith rule appears purely redlstnb_u-
tive. But when we consider the value of the contract at contract initiation_, the red}s-
tribution serves to increase efficiency in many cases. The good faith requ1rerc;ant in-
creases efficiency by reducing the difference between the possible payoffs (B, — B,J
in period 2. Under a good faith rule, firms must take into account t%le exgected costs of
suits and settlements when they divide the gains to the contract in period 2.

The expected costs of suits and settlements will rise as the buyer takes a larger
portion of the total benefits to the agreement because the expected damages that the
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court awards to the plaintiff rise as the defendant takes a larger share of the
agreement’s benefits in period 2. Because there is a preferred outside option under
demand state D,, the buyer must threaten to reduce the amount traded under the
agreement below the efficient trade to take a larger share of the agreement’s benefits.
But taking a larger share of the benefits increases the expected damage payment and
the probability that the seller will file suit. The expected damage payment rises be-
cause the court uses an expectation measure of damages. The probability that the
seller will file suit rises because the seller files whenever the expected award at trial
exceeds filing costs. Thus, the expected costs of suits and settlements under the good
faith rule causes the buyer to take less when demand state D, occurs (B, >B* ). We
refer to this as the deterrent effect of court intervention.

The good faith requirement also increases efficiency through the expected settle- -
ment payments (e.g., r, ¢, o, ). In effect, period 1 misperceptions of peried 2 demand
states are offset by period 1 misperceptions of period 3 expected settlement payments.
At contract initiation, the expected settlement payment is a funection of the share of
the gains that the buyer or seller expects to receive in period 2. If the buyer’s period 1
subjective probability estimate of D, rises, the expected settlement payment in period
3 (r,t, o) will rise as well. Alternatively, the expected settlement payment and filing
costs fall as the buyer’s period 1 subjective probability estimate of D, falls, We may
refer to this as the compensation effect of the good faith requirement.

If courts do not require good faith, a buyer and seller might choose an alternative
organizational form rather than a contract when the buyer’s subjective probability
estimate of demand state D, falls relative to the seller’s (r,<r). Because the second
term is negative, there is a positive probability of an inefficient organizational choice.
But if courts require good faith, the subjective probability estimates of damage awards
in period 3 offset the inefficiency that results from the negative second term. In a
sense, the parties’ overly pessimistic projections of period 2 payoffs are offset by overly
optimistic projections of period 3 damage awards. As the buyer’s subjective probabil-
ity estimate of demand state D, falls relative to the seller’s (r,<r), the buyer’s ex-
pected period 2 payoff falls. In addition, the buyer’s expected period 3 settlement
payment falls. The reduction in the settlement payment increases the total expected
contract payolf to the buyer and makes the efficient organization. decision (i.e., con-
tract) more likely.

A similar effect occurs for the seller. As the seller’s subjective probability esti-
mate of demand state D, falls relative to the buyer’s (r, > r}, the seller’s expected
period 2 payoff rises. In addition, the seller’s expected period 3 settlement receipt
falls. The reduction in the settlement receipt decreases the total expected payoff to
the seller and increases the probability that the parties will choose a more efficient
alternative organizational form rather than a contract. Once again, the good faith
requirement diminishes the probability of inefficiency. Of course, we may tell a simi-
lar story for increases in the subjective probability estimates of demand state D,.

To illustrate, suppose Ford’s decision to contract with the air-conditioner pro-
ducer will reflect not only Ford’s subjective probability estimates of how their bar-
gaining power may shift over the life of the contract but alse the effect of the good
faith requirement. As before, an alternative technology may be developed in the fu-
ture that will allow alternative suppliers to meet Ford’s need for air-conditioners
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immediately. Ford’s decision to contract will depend on its subj ect%ve probability esti-
mate of the new technology. But with the good faith requirement in place, Ford must
ibili i ir-conditioner producer.
ount for the possibility of a suit by the air-con ' er. '
acc (lllourts will award damages in a suit based on their good fa1f;h 1?1terpretatmn of
the contract. Consequently, the expected damages from a suit Wﬂ.l rise as Ford usets
their increased bargaining power to take a larger share of the gains to the conft:ract.
Ford is therefore forced to accept a tradeoff between a larger share of the be1.13 1t§ 0
the contract and larger expected damage payments. As compared to the sztuatu::n
with no good faith requirement, this tradeoff causes Ford to reduce the degr-ee to
which they use their increased bargaining power to take a larger share of the gains to
the contract. o _
The interaction among the new technology, bargaining power, and th‘e .good faith
requirement that may occur over the life of the contract, affects tl'{e decision to con-
trgct in two ways. First, the good faith requirement reduces the difference between
the payoff in the self-enforcing range and the payoff W?.en the new technology occr;lrs.
That is. Ford takes less, and therefore the air conditioner supplier loses less, Wher;
the nev;r technology becomes possible. Second, the expected gamafﬁ pg;ﬁ‘nentiet b:
i sible reduce the difteren -
Ford must make if the new technology becomes pos
tween the payoff in the self-enforcing range and the payoff when the new technology
ises. ' '
ans;’:ecause the inefficiency results from the effect of different c'axpe.actat.:lons. of future
gains under the contract, a reduction in the range of possible distnl.)ut%ons’mcreacs{es
efficiency. Suppose that without the good faith requiremen.t.the d1str1b1ut10r(x) tgn falr
the new technology gives Ford $3.5 million and the air-conditioner sug;)l;e% $t. frr;ts-
i i i the amount that Ford can redistribute talls.
lion. Under the good faith requirement, 2 1 >
E;prose that the distribution is $2.5 million to Ford and $1.5 million to the a;‘r .c;ndl
tioner supplier. Because the range of outcomes is smaller unfieir the good‘ a}t rle;—
uirement, a given difference between Ford’s and the ailt-condltloner supphez‘ ; su ;;
.gactive proi)ability estimates has less effect on the decision to contract. An efficien
3 16
ization decision is therefore more likely. . o
Grga;lllzwever we must also account for the costs of court intervention m the form of
the good faitil requirement. Expected filing costs decrease. the v.alue of contra;zs; }E:.
contract initiation, Firms are, therefore, less likely to organize using contralfc:it:i r{;
margin, firms will choose other organizational forms Wh.en cor_ltracts would be m?th
efﬁcien;: Thus, we must compare the benefit of reducing inefficient organization wi
ogt of using the court system. o B '
e cBecause of ‘;ghe costs of filing, firms will seek to minimize the prol?ablllty'of ;)etzgd
3 suits at contract initiation. Minimizing the expected filing co.sts will max11°f11zeh e
joint value of the contract. Firms may minimize the costs of suits by excl;a;gll‘lsg ;tsi-
': iati instance, the subjective probability esti-
negotiating contract terms. If, for ins ,
:gzesso;f delgnand state D, are high, the parties may write contract tc;::ms or exclf;a;g:
i if-enforcing range (i.e., the buyer ofie
hostages to put demand state D,in the se : : .
hzztage) Bulz: such actions will put demand state D, outside thg self-enforcing rtanges
Thatis, i'sz does not oceur, the seller may hold up the buyer using the contract term

or the hostage.
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The net benefits of the good faith requirement increase as the variance of the
distribution of r, increases. If the buyer and seller have identical non-zero subjective
probability estimates of demand state D, (r,=r, > 0}, both parties will account for the
expected costs of period 8 suits at contract initiation. But because r,=r,, good faith
provides no efficiency benefits. While good faith will reduee the difference between
the possible payoffs (B, — B,) in period 2, the reduction will not affect the choice of
organizational form. The expected filing costs associated with the suits will cause
inefficient organizational choices at the margin because the aggregate value of the
contract decreases by the expected filing costs. Buyers and sellers will, in some cases,
choose an alternative organizational form when they would have chosen a contract in
the absence of court intervention. In a world in which economic agents always have
identical expectations about future demand states, good faith merely causes ineffi-
cient organizational choices,

But if buyers and sellers have different subjective probability estimates of future
demand states, the good faith requirement may improve organizational efficiency.
Good faith provides the greatest benefits in the cases in which the variance of the
distribution of r, {the subjective probability estimates of future demand states) is
large. In the absence of a good faith requirement, an increase in the average differ-
ence betweenr, andr, causes firms to make more inefficient organization decisions, If
courts require good faith, both the deterrence effect and the compensation effect de-
crease the probability of an inefficient organizational decision. If both firms expect a

weaker bargaining position, they will also expect a larger settlement payment. Thus,
the effects of settlement adjustment process vary directly with the degree of the effi-
ciency problem,

The tradeoff between more efficient organization and filing costs informs the choice
of legal rules, The good faith requirement promotes efficiency because it establishes a
direct relation between damages and the share of the contract benefits. The link de-
pends critically on expectation (rather than reliance) damages. Expectation damages
are damages based on the benefits that the plaintiff would have received under the
contract in the absence of breach. By using expectation damages, the court explicitly
links a rising expected damage receipt to a smaller expected share of the period 2
gains. The explicit link causes both the deterrent effect and the compensation effect.
As the plaintiff receives a smaller share of the contract benefits, expectation damages
rise. The efficiency of the deterrent effect increases becauge the punishment (the settle-
ment payment) is directly linked to the undesirable behavior (exploiting a bargaining
advantage). The efficiency of the compensation effect increases because the damages
more directly compensate plaintiffs for an unfavorable demand state and a small
share of the gains to the agreement in period 2.

A reliance measure of damages will not have the same efficiency properties, First,
it does not explicitly link a rising expected damage receipt to a smaller expected share
of the period 2 gains. Second, it creates incentives for inefficient reliance expendi-
tures. If a firm’s subjective probability estimate of an unfavorable future demand

state rises, the firm may increase reliance expenditures to increase their expected
settlement receipt in period 3.
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CONCLUSION

Over the life of a Iong-term contract characterized by investments in transaction-
specific assets, changes in demand states may alter the relative bargaining power of
the parties. The changes in demand states occur in addition to the effects of the bilat-
eral monopoly situation created by the transaction-specific investments. For instance,
changes in the demand for the final product, the input supply technology or the out-
put supply technology that reduce the need for the input all cause changes in input
demand states. Moreover, the future demand states are uncertain. Thus, the changes
in demand states allow self-interested buyers and sellers to exploit the incomplete
contract to increase their gains under the contract.

Because of uncertainty, buyers and sellers will form subjective probability esti-
mates of future demand states. Economic efficiency depends on the degree to which
the subjective probability estimates differ. If both buyer and seller expect that they
will enjoy a bargaining advantage in a later period, the parties may choose contract
over a more efficient alternative organizational form. If, on the other hand, both buyer
and seller expect that they will be at a bargaining disadvantage in a later period, the
parties may choose an alternative organizational form when contract is more effi-
cient. Only in the case in which the buyer and seller have identical subjective prob-
ability estimates of future demand states will the parties always choose the efficient
organizational form.

Private parties cannot cure problems associated with different estimates of fu-
ture demand states without the help of the courts. The exchange of a collateral bond
will simply alter the expected gains to the contract for both parties. If the buyer offers
the collateral bond, her expected gains will fall while the seller’s will rise. If both
buyer and seller have sufficiently different expectations concerning future demand
states, neither will offer a collateral bond of sufficient size and the parties will make
an inefficient organizational choice.

Clourt intervention can reduce problems associated with different estimates of
future demand states. Court intervention in the form of a good faith requirement
provides benefits for two reasons. First, expected settlement payments increase as a
firm takes a larger share of the benefits to the contract (the deterrence effect) because
the other party is more likely to file suit as the firm takes a larger share of the ben-
efits to the contract and because the expected damage payment itself will rise as the
firm takes a larger share of the benefits to the contract. Thus, the firm must balance
the gains from a larger share of contract benefits with the costs of expected settle-
ment payments. The good faith requirement, therefore, reduces the benefits to ex-
ploiting contractual incompleteness. This restraint increases the efficiency of ex ante
organizational choices. Second, the expected settlement payments serve as a correc-
tion mechanism for differences in subjective probability estimates of future demand

states (the compensation effect). If a buyer or seller expects a more favorable future

demand state, she will also expect to make a larger settlement payment (or receive a

smaller settlement award). The offset serves to reduce the inefficiency that results
from the differences in subjective probability estimates of future demand states. As -
compared with the case in which the court does not require good faith, the efficiency

of ex ante organizational choice increases.
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Cm'.urt intervention, however, is not free. We are forced to accept a tradeoff be-
Ween increases in efficiency and litigation or filing costs. As the variance of the dis-
trl_bution of the subjective probability estimates increases, the benefits of the good
fa;.tll'l requi.rement rise. In cases in which both parties have the same subjective pg;ob—
21 el nz:y estimates of future demand states, there are no gains to a good faith require-

'Fmally, an expectation measure of damages promotes efficient organizational
choices. Expectation damages are damages based on the benefits to the contract that
the plaintiff would have received in the absence of breach. As the plaintiff receives a
smaller share of the contract benefits, expectation damages rise. Thus, expectation
dal'najges e.axplicitly link expected benefits (pre-litigation) with expected dar’nage awards
This lapk increases the efficiency of organizational choices by compensating for differ:
ences in expectations and deterring breaches of contract. |

APPENDIX

A. Shifts in Bargaining Power and Chan ,
th
Benefits ges in the Share of the Contract

Using the prices and quantities traded under the contract, I can show B¥> B
and.Sz. > S,". We may refer to the inefficient trade as (p,, g) wherep, is the pricezunde;
tbe initial contractual agreement, ¢ is the lowest quantity that th31 buyer may accept
without b'reaching the explicit terms of the agreement and ¢* is the efficient quantitp
Ch'anges ing are a proxy for all the other actions that buyers and sellers might take 2;
gain a larger share of the benefits to the contract (e.g., shade quality, return satisfac-
tory product as unsatisfactory, pay late, deliver late, etc.). Because the transactors
agree only on price, I assume that g = 0. But 0 < g < ¢* does not change the analysis

I define a classic bargaining game for demand state D, using (p, g) as the ‘n(;
agreerflent’ point. If (S,, B,) is the payoff to the buyer arid seller lfnder the self-
enforcing range of the contract (D), D, must increase the payoff to the buyer and
decrease the payoff to the seller, Osborne and Rubinstein [1990, 57] show that in a
stra}teg'ic bargaining game with perfect information that a pla;zer with an cutside
option must get at least the value of the outside option. Under D,, the buyer gains
several outside options which can supply in a timely manner a nearzlgerfect substitute
for the good under contract at price p, (where p, > p, ). Because p,> p,, the share of
tf)tal conf.;ract benefits to the buyer must increase under demand ;tat{;2 :D . The addi-
tional gains to the buyer at pricep, are (p, — p,) - (¢* — ¢). If (8,5, B,¥) is tfle payoffto
the buyer and seller under demand state D,, S, > S,* because 62' L =ZS -, —p,)@*
—¢)and B¥> B, because B, =B, + (p, — p,)(g* — ). : ’ S

B. Litigation and Changes in the Share of the Contraet Benefits

A simple model shows that litigation causes changes in the threats made under
demand state D,. As a result, (B,* ~ B,) can be written as o(B,” — B,) where 0 <a< 1
Because no additional insights will emerge from a model that f:ontains trials, I sim_pl ;
assume that all cases settle. The cases settle after the seller files when tile buyei‘r
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offers expected damages. In addition, I assume that each firm incurs cos,ts if. a suit is
filed and neither firm knows the other firm’s filing costs. Thus, .the selller s ﬁln}g costs
are a random variable to the buyer. A firm will ]oringfaf §OOd faith action anytime the
ff from a gettlement exceeds the cost of filing. ‘
expegz;ifslyzhat the seller files suit for a good faith breach by Fhe bu.yer. If g* ig the
amount that the buyer threatens to trade under the agreement in perlcv.d 2,the buyer
will extract (p, —p,J){¢* — g9 in additional benefits and the court will award thl:lat
amount in expectation damages if the seller prevails at trial. In demand state D, the
buyer must choose ¢ to balance the gains from a la‘rger ghare of the be,neﬁts'to t.he
agreement with increases in the expected costs of 1'1t1gat10n.‘ The buyers. sup_]ectlvej
probability estimate that the seller will file suit (¢,) is a function of ¢¥ and is given by:

(B1) t,=prir,-(p,—p,) @ -~ >v].
The buyer’s maximization problem is:

Max .
B2) Z=(p,—p,) (@ —¢) ~t,@  [r, (p,—p,) (@ —-q8) +v)]

q&'
where v, is the contractor’s filing costs and 7, is the contractor’s subjef:tive probab%lity
estimat; that the seller will prevail at trial. If D, oceurs, the buyer will use equations
(B1) and (B2) to arrive at g5 Thus, both the buyer’s period 1 expectefi settlement
payment and seller’s period 1 expected settlement receipt are a function of all the
parameters in equations (B1) and (B2):

°}=fCU1)P2; Q'*; Tys Tg» jlb,’)/s)f(ll'izb,s.

From equation (B1), we know that ¢, / 3¢° < 0. That s, the seller will more likely
file suit as the buyer decreases the value of ¢%. Using equation (B2) tl:xe buyer solves
for some optimal ¢gf where g < ¢ < ¢*. As above, the buyer must receive at least the
value of the outside option. Thus, the additional gains to the buyer }1nder dema-nd
state D, in period 2 are (p, — p, - (g* —g®). Let (S), B,*) show the penoc% 2 a}lllocatmf
under demand state D, and a good faith requirement. If g = ¢, then .(Sz, B}) = (Sz.’
B ) and the good faith requirement provides no deterrenc.e. But this occurs only if
ﬁfing costs are so high as to prevent the seller from filing Sl:Elt over a'II possible val'ues
of ¢. If g* = ¢, then (S}, B}*) = (S, B,) and the good faith requl'rt?ment_ provides
perfect deterrence. But deterrence is never perfect because of posatwhe filing costs.
Using equations (B1) and (B2), we know that g5 < ¢* because v,> 0. (B} —B,) can be
written as a(B,” — B,) where < axg1 because g < g% < ¢*.
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NOTES

Thomas Miceli, Richard Langlois, Michele Naples, Scott Sumner, an anonymous referes, the editor
of this journal and participants at the 1997 Eastern Economic Association Meetings provided helpful
comments. The usual caveat applies.

For a more detailed analysis of input supply decisions of auto manufacturers see Monteverde and
Teece [1982].

See Masten [1996] for examples,

Thus, an innovation in air-conditioner technology may allow Ford to meet its needs using a general-
ized technology currently available on the market, This change upsets the bilateral monopoly situa-
tion. To redistribute the gains of the contraet in its favor, Ford may threaten to exploit the incom-
pleteness of the contract. For instance, Ford may demand costly modifications to the air conditioners
or threaten to reduce the number of ajr-conditioners traded under the contract. In response, the air
conditioner supplier may file suit alleging a violation of the good faith requirement.

A separate literature on contract renegotiation considers the firm’s investment decision in contracts
characterized by investments in transaction-specific assets [Hart and Moore, 1988; Rogerson, 1992;
Mac Leod and Malcomson, 1993; Aghion, Dewartripont and Rey, 1994; Edlin and Reichelstein, 1996].
A separate literature argues that we may explain input supply decisions using metering and moni-
toring coste [Alchian and Demsetz, 1972; Cheung, 1983}

Other important theoretical contributions include Williamson [1979]; Williamson [1983]; Riordan
and Williamson [1985]; and Crawford [1988].

Other studies confirm links between asset specificity and contract terms (e.g, adjustment of prices)
[Masten and Crocker, 1985; Joskow, 1988; Crocker and Masten, 1991].

The sttuations are based upon case law: () Lingenfelder v. Wainwright Brewery Co., 103 Mo. 578,
595, 15 S.W. 844, 848 [1891); (1) Sylvan Crest Sand and Gravel Co. v. United States, 150 F.2d 642,
643-44 (1945]; and (i) J. R. Watkins Co. v. Rich, 254 Mich. 82, 85, 235 N. W. 845, 846 [1931].
Hermalin and Katz [1993] analyze the effect of court intervention on the investment decision in
contracts characterized by specialized investments. The authers conclude that court intervention
has no benefits if the private parties are sophisticated and are symmetrically informed at the time of
contracting. If, however, the parties are asymmetrically informed at the time of confracting court
intervention may increase efficiency.

Studies of eable TV [Williamson, 1976], the auto industry [Klein, 1988], the shipbuilding industry
[Masten et al,, 1991] and bulk shipping [Pirrong, 1993] all show that the party that does not hold the
transaction-specific investments has significant exit costs from the relationship.

The empirical literature on contracts generally supports the view that long-term contracts are highly
incomplete. See Palay [1984], Goldberg and Erickson [1987], and Crocker and Masten f1991].

This is true even if the agreement does not allow unilateral quantity adjustments. Sellers may hedge
quality or deliver late while buyers may return perfectly good inputs as unsatisfactory or withhold
payments. Such behavior constitutes an inefficient trade.

It is important to note that this model specifies an additional change beyond what Williamson [1985]
terms the “fundamental transformation.” The fundamental transformation denotes the way in which
investments in trangaction-specific assets convert a competitive sitnation with many bidders into a
small numbers bargaining problem. In this model, both peried 2 demand states oceur after the fun-
damental transformation. Under D, , reputational eapital, specific investments or hostages are suf-
ficient to ensure that neither party attempts to adjust price to claim a larger share of the benefits to
the agreement.

Some economists assert that individuals with identical information will form identieal subjective
probability estimates [Aumann, 1987]. See Kreps [1990] for an explanation and eritique.

There is a large literature in psychology on the way that people form subjective probability esti-
mates. See Kahneman, Slovie and Tversky {1982], Arkes and Hammond {19886]. Saks and Kidd [1980]
extend the work of Kahneman and Tversky to litigation and trials.

Suppose that: (1} the joint value of the contract in period 2 is $4 million; (2) in the self-enforcing
range, Ford and the air-conditioner (A/C) producer each receive half of the gaing ($2 million); (3)
Ford’s subjective probability estimate of the new technology (D,) is 0.6 while the A/C producer’s is
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0.3; (4) with no good faith requirement, Ford receives $3.5 million under D, while the A/C producer
receives 0.5; and (5) with the good faith requirement, Ford receives $2.5 million and the A/C producer
gets 1.5. The sum of the period 2 expected values without the good faith requirement is $4.45 million
[(0.4) 2 + (0.8) 3.5 + (0.7) 2 + (0.3} 0.5 = 4.45] while the sum of the period 2 expected values with the
good faith requirement is $4.15 million [ (0.4) 2 + (0.6) 2.5 + (0.7} 2 + (0.3} 1.5 = 4.15]. Efficiency
requires that the parties choose the eontract only when the joint value of the contract is better than
the alternative (vertical integration). This is more likely under the good faith requirement because
the sum of the period 2 expected values is closer to the actual joint value of the contract.
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