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CHAPTER |

| NTRODUCTI ON

When a client asks his [ awer what his duties are under
a particular contract, normally the lawer’s first response
is “show ne the contract.” Does the contract provide all the
contract duties in its expressed forn? Definitely not. By
now everyone acknow edges that, to sonme extent, all
contracts have sone gaps. Even the nost carefully drafted
docunent rests on volunes of assunptions that cannot be
explicitly expressed.! The inevitability of gaps reflects
both our “relative ignorance of fact” and “our relative
i ndeterm nacy of aim”? Generally speaking, there are three
types of gaps: first, the parties to a contract have not
agreed upon a term second, the parties have agreed upon a
term but the termitself is so vague that it is inpossible

to ascertain its neaning; and third, the parties have agreed

! See Arthus Rosett, Critical Reflection on the United
Nati ons Convention on Contracts for the International Sale
of Goods, 45 Chio St. L. J. 265, 287 (1984).

2 See H L. A Hart, The Concept of Law, 125 (1961).



to agree upon a term sonetinme after contract formation, but

then never reach an agreenent on that point. A remarkable
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trend in nodern contract law is the relaxation of the

requirenent of certainty of terns. Mdern |egislation and
courts are willing to enforce contracts even where many
terns are mssing, including such seem ngly essential terns
as time of delivery and price.® But once the courts relax

the certainty requirenent, they thenselves nust find a way

to fill the gaps in the binding arrangenents.

For centuries, “freedom of contract” has been the
central, nost celebrated principle of contract law In
general, “freedom of contract” nmeans that the parties to a

transaction are free, or “entitled” to agree on, or *“to
choose” any |lawful terns. “Freedomof contract” inplies that
contractual obligation ultimately relies on the consent of
the parties.

However, the principle of “freedom of contract” has
different nmeanings in response to the changing social
situation. Acconpanying the rise of the market econony and
decline of belief in value objectivity, the principle of
“freedom of <contract” energed early in the nineteenth

century as a powerful synbol of individual autonony and

3 See UCC § 2-204(3); Restatemant (Second) O Contracts §§
33, 34; Jean Braucher, Contract versus Contractarianism The
Regul atory Role of Contract Law, 47 Wash. & Lee L. Rev. 697,
723, 730-31 (1990); Donald B. King, Reshaping Contract
Theory and |aw. Death of Contracts Il Part One: GCeneralised
Consent with Lawnade obligations, 7 J. Cont. L. 245 (1994).
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community well-being.* Early in this century, however

freedom of contract was considered as nore “naive nyth” than
comonpl ace reality.®> By 1920 Samuel WIliston recognized
that “unlimted freedom of contract, like unlimted freedom
in other directions, does not necessarily lead to public or
i ndi vi dual welfare.”®

Hi storically and today, the courts often say that they
rely on the intentions of the parties in filling gaps. To
the extent that a collective intention of the parties
actually guides the gap-filling, then judicial gap-filler
actually facilitates freedom of «contract. It preserves
contract as consent-based liability. To the extent that gap-
filling actually involves |egislative or judicial design on

the private agreenment, it stands in tension wth freedom of

contract. This thesis seeks to review the nodern devel opnent

of gap-filling rules to define how significant the tension
I's between gap-filling and freedom of contract. Utinmately,
It suggests that the gap-filling process requires adjustnent

4 See generally P. S. Atiyah, the Rise and Fall of Freedom
of Contract 660-779 (1979); Gant Glnore, The Death of
Contract 103 (1974).

® See generally Eugene F. Mooney, Od Kontract Principles
and Karl’s New Kode: An Essay on the Jurisprudence of CQur
New Commercial Law, 11 Vill. L. Rev. 213 (1966); Richard E.
Speidel, the New Spirit of Contract, 2 J. L. & Com 193
(1982); Mark Pettit, Jr., Freedom Freedom of Contract, and
the "Rise and Fall’, 79 B. U L. Rev. 263 (1999).

® Samuel WIliston, Freedom of Contract, 6 Cornell L. Q
365, 374 (1921).



5
of our traditional understanding of freedom of contract. In

fact, not all contractual obligations rest on the consent of
the parties. Once the parties have chosen to enter a binding
rel ationship and defined its broad outlines, the courts nust
creatively define the specifics of the rel ationship.

This thesis proceeds as follows:

Chapter Il states the origin and devel opnent of the
gap-filling rules. In the developnent of the rules, the
judicial approach noved fromrespecting the parties’ nom nal
freedom of contract to considering the parties’ actual
intention and to realizing the parties’ reasonabl e
expectations. Eventually, accunulated precedents forned a
set of default rules that were later regulated by the
contract |aw

Chapter 11l exam nes the provisions in the Restatenent,
the Uniform Conmerci al Code and the United Nations
Convention on the International Sales of Goods (hereinafter
“Cl SG). The Rest at enent (First), representing t he
tradi tional common | aw approach, requires a high degree of
specificity in the essential ternms of the contract. The
Restatenent (Second), UCC and C SG adopt nore flexible
approaches. The three |laws provide “reasonable” standards
for filling gaps left by the contracting parties.

Chapter |V discusses two recent scholarly theories of

gap-filling rules. Both theories enphasize the position of
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good faith and reasonableness in the field of gap-filling.

Prof essor Zamr proposed that, in sonme extent, good faith
and reasonabl eness should be the first source when courts
fill the gaps in the contracts. The theory of penalty
default rules indicates that good faith and reasonabl eness,
I n some circunstances, may prevent the parties from | eaving
“bad faith” gaps in their contracts.

Chapter V studies three leading cases in the field of
gap-filling. Courts always prefer to fill the gaps in a
reasonable and fair way so as to prevent the abuse of
contractual freedom Even before the advent of the Second
Rest atenent and the UCC, courts already used good faith and
reasonabl eness to supply a mssing termin the contract so
as to balance the freedom of contract and social values
Since the |law inposed the general duty of the good faith
the courts have used it as a tool to realize the reasonable
I ntentions of the parties and contractual justice.

Chapter VI serves as the conclusion. It argues that the
rel ati onship between gap filling and freedom of contract is
conplex. At times gap filling supports freedom of contract
by allowing the parties to conclude a binding agreenent
W thout specifying all of the terns of the relationship.
Gap-filling guarantees efficiency in that it allows for
general i zed agreenents. In addition, gap-filling raising

contenporary standards of fair dealing and reasonabl eness
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may often reflect what the parties to generalized agreenents

intend at the time of contracting. The tension between
judicial gap filling and freedom to specify one’'s own
agreenent is greatest at the point when the courts actually
supply the content which the parties omtted. At this point
of judicial intervention we nust recognize that freedom of
contract is not absolute but nust at tines give way to the

denmands of fairness.



CHAPTER I |

H STORI CAL EVOLUTI ON OF GAP- FI LLI NG RULES

The traditional common-|law approach to gaps is that a
court should not “make the contract for the parties.” ” The
courts have adopted different practices to perform this
approach. The process can be divided into three stages in

8 Warranties and

the origin and devel opnment of gap-filling.
i mpossibility are taken as exanples to trace the historical

evol ution of gap-filling rules.

1. Strict Literalism The Parties to the Contract Enjoyed
Entire Freedom of Contract.

England courts in the seventeenth century, wth the
characteristic of strict literalism regarded the agreenent
of the parties as an exclusive source for perfornmance and

interpretation, thereby they confined thenselves to the bare

" “The court wll not wite contracts for the parties to

them nor construe them other than in accordance with the
plain and literal neaning of the |anguage used.” Henrietta
MIls, Inc. v. Conmissioner, 52 F. 2d. 931, 934 (4'" Gr.
1931).

8 See E. A Farnsworth, QOmssion in Contracts, 68 Colum L.
R 860, 862(1968). This chapter relies principally on this
i nportant article by Professor Farnsworth.
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framework provided by the parties through their contract

| anguage.® In light of this premse, courts would not fill
any gaps left by the parties. In this sense, the parties to
the contract enjoyed the entire freedomof contract and took
the full responsibility for providing the content of their
contract. In the sales contract, if a seller nade a prom se
to sell goods wunacconpanied by an express warranty, the
principle was “caveat enptor (let the buyer beware).” In the
| eadi ng case of Chandel or v. Lopes, the buyer alleged that a
stone purchased from the seller jeweler was m srepresented
as a bezar-stone. The court held: “[T]he bare affirmation
that it was bezar-stone, without warranting it be so, is no
cause of action; and although he knew it to be no bezar-
stone, it is not material; for every one in selling his
wares will affirmthat his wares are good .., yet if he does
not warrant them to be so, it is no cause of action.”?
Simlarly, a person’s obligation to performunder a contract
was not excused by inpossibility of performance. Suppose,
for instance, seller agreed to sell buyer a quantity of
goods, but failed to condition his prom se. Bef ore
delivery, the occurrence of sone un-provided for event (like
out break of war, a natural disaster, or a change in the |aw)

made seller’s performance inpossible. A court would stil

® See Farnsworth, supra note 8, at 863.

1079 Eng. Rep. 3, 4 (Ex. Cham 1603).
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hold seller responsible for damages despite the disastrous

event, on the ground that parties should be held to the term
of their <contract. This doctrine was expressed in the
nmedi eval maxi m reservenda sunt pacta - an agreenent nust be

kept though the heavens fall.?!?

2. Act ual Intention of the Parties: Subj ecti ve
Standards for Filling Gaps

By the Nineteenth Century English courts played a nore
active role when confronted with gaps. Their approach becane
nore flexible and nore |iberal. Even though the courts stil
proclainmed the principle that the contract of the parties
remai ned the exclusive source for the performance, they
began to go beyond the contract |anguage provided by the
parties and fill gaps with what they thought to be the
actual expectations of the parties. Therefore, the judicial
decisions were annouced in the name of the parties, by
claimng that the result was based on the actual intention
of the parties inplied in the contract.' The content of the
contract not only existed in the expressed terns, but also

In the parties’ intention behind the expressed terns.

1 See Mchael G Rapsonanikis, Frustration of Contract in

I nternational Trade Law and Conparative Law, 18 Dug. L. Rev.
551, 551 (1980).

12 See Farnsworth, supra note 8, at 863.
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The decisive case in the warranties area was Jones V.

Bright!. In Jones, the buyer told the seller what he needed
and the seller remarked, “we wll supply him well.” The
court held that this assurance was tantanount to an express
warranty that the goods would be fit for the purpose. The
majority of the court went even further to establish a
general rule of inplied warranty. The court stated that it
woul d “put the case on the broad principle - if a man sells
an article, he thereby warrants that it is nerchantable,
that it is for some purpose.”'* Later, Jones v. Just clearly
stated that this inplied warranty of nerchantability was
believed to be the intention of the parties.®

The doctrine of inpossibility was laid down in Tayl or
v. Caldwell. In Taylor, the |essee contracted to hire the
|l essor’s nmusic hall for a series of concerts. After the
signing of the contract, but six days before the first
contract, the hall was destroyed by fire. The court held
that the | essor was discharged from performng and that his
failure to perform was therefore not a breach of contract.

This conclusion was based on the theory that the parties

13130 Eng. Rep. 1167 (Ex. Cham 1829).

Y 1d. at 1172.

15 Because “it nust be assunmed that the buyer and seller
both contenplated a dealing in an article which was

nmerchantable.” L. R 3 Q B. 197, 207 (1868).
16122 Eng. Rep. 309 (K B. 1863).
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regarded the continued existence of the hall as the

“foundation” of the <contract, and that the contract
contained an “inplied condition” that both parties would be
excused if the hall ceased to exist. The reason given for
the principle was that it carried out the intent of the

parties. '’

3. Reasonabl e Expectations of the Parties: bjective
Standards for Filling the Gap.

The search for actual intention gradually gave way to
the inplication of terms through the reasonable person of
the objective theory. In this stage, the court began to fil
the gap with the objective intention of the parties rather
than the subjective intention of the parties. Court began
openly to go beyond the parties actual expectations as well
as their contract |anguage and fill in the gap with what the
judges thenselves thought was fair or reasonable.® As
Learned Hand wote, “As courts becone increasingly sure of
thensel ves, interpretation nore and nore involves an

| magi native projection of the expressed purpose upon

7 “There seems little doubt that this inplication tends to
further the great object of making the legal construction
such as to fulfill the intention of those who entered into
the contract. For in the course of affairs nmen in nmaking
such contracts in general would, if it were brought to their
m nds, say that there should be such a condition.” Taylor
supra note 16, at 312.

18 See Farnsworth, supra note 8, at 864.
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situations arising later, for which the parties did not

provi de and which they did not have in nind.”?*

As courts relied less on the “intention” of the parties
and took nore responsibility upon thensel ves, the precedents
came to provide ready-made ternms for filling gaps. The terns
supplied by the aw were no | onger considered to be based on
the “intention” of the parties, but visualized instead as

suppletive rules of |aw ?°

These suppletive rules were
stated as the reasonable intention of the parties. As early
as in 1893, the warranties of fitness and nerchantability
went into the English Sale of Goods Act as suppletive rules
of law. The Uniform Sales Act, patterned after the English
Sal es of Good Act, incorporated the substance of the Jones
deci sion and inposed the contractual duty upon the seller

The Act provided that: “ Wiere the goods are brought by
description from a seller who deals wth in goods of that
description, whether he be the grower or the manufacturer or
not, there is an inplied warranty that the goods should be

n 21

of nerchantable quality. Finally, the law of inplied

warranty was recodified in the Uniform Comercial Code. ??

9 L. N Jackson & Co. v. Royal Norwegian Governnent, 177
F.2d 694, 702 (2d Cr. 1949) (dissenting opinion), cert.
deni ed, 339 U S. 914 (1950).

20 See Farnsworth, supra note 8, at 865.
21 § 15,
22 See UCC 88, 2-313, 2-314, 2-315.
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According to the draftsmen of the UCC, the inplied

warranties relied on a “comon factual situation or set of
condition” and apply “unl ess unnistakenly negated.”?

Simlarly, the Restatenent stated the rules on
I npossibility as a suppletive rule. These rules would apply
“unless a contrary intention has been manifested.”? A
simlar suppletive provision can be found in the UCC #®
Finally, the agreenent of the parties was admtted not to be
the exclusive source of their obligations, but only the
source to be deferred to when their intent was clearly
est abl i shed.

In fact, contenporary scholarship regards nost of the

rules of the law of contracts as gap-filling rules or

23 UCC § 2-313, Comment 1.
24 Restatenment Of Contracts § 457 (1932).
%> See UCC § 2-615.
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“default rules”?® which are inplied terms of a contract

unl ess the contracting parties explicitly agree to vary
them The devel opnent of the gap-filling rules represents a

gradual accunul ation of such rul es.

26 |n recent years it has become popular in acadenmic world

to refer to a gap-filling rule as “default rule,” a term
borrowed from conputer term nology. See E. Allan Farnsworth
& Wlliam F. Young, Contracts: Cases and Materials (5th ed.
1992), 612, Note 2.



CHAPTER 1| I |

LAWS ON THE GAPS

1. The Restatenent and the Probl em of Definiteness

Based on the traditional comon |aw doctrine, the
Restatenent (First) of Contracts, promulgated in 1932,
purported to demand a high degree of specificity in the
essential terns of the contract. According to the Reporter
of the first Restatement — Professor Sanmuel WIliston, “ an
agreenent in order to be binding, nust be sufficiently
definite to enable a court to give it an exact meaning.”?
The Restatenent provided that an offer “nust be so definite
in its terms, or require such definite ternms in the
acceptance, that the prom ses and performance to be rendered

by each party are reasonably certain.”?®

The commentary
expl ai ned that because “the | aw of contracts deals only with
duties by the expressions of the parties, the rule ... is

one of necessity as well as of law ”2?° A fanobus case deci ded

271 S, WIlliston, Contracts, § 37(1920).
8 Restatenent OF Contracts § 32 (1932).

29 1d., Comment a.

16
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nine years before the Restatenent illustrates this approach

to definiteness.

In Sun Printing and Publishing Assn. v. Rem ngton Paper
& Power Co.%, Inc., seller and buyer entered into a
contract for the sale of newsprint. The contract provided
that 1,000 tons of newsprint would be delivered each nonth
for the next sixteen nonths. The contract specified the
price per ton for each of the first four nonth of the
contract. After this four nonth period, the contract
provi ded, “The price of the paper ... shall be agreed upon
by and between the parties ... said price in no event to be
hi gher than the contract price for newsprint charged by the
Canadi an Export Paper Conpany.”3! Near the end of the four-
nmonth period, the seller asserted that the contract was void
for indefiniteness, and refused buyer’s demand for 1,000
tons of paper at the Canadi an Export Paper Conpany’s price.
The New York Court of Appeals held that the contract failed
for indefiniteness. Wile it was true the buyer had an
assurance under the agreenent that his price would not be
any greater than the Canadian Export Paper Conpany price,
the agreenent did not specify how fluctuation in the
Canadi an price was to affect the contract price. It was not

cl ear under the agreenent whether the buyer and seller were

30 235 N. Y. 338 (1923).
31 1d. at 342.
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to agree on a new price every nonth, each tine to be limted

by the Canadi an price then current, or whether they were to
set one price at the beginning of the fifth nonth, to carry
through to the rest of the contract. Because of this
i ndefiniteness wth respect to tine-for-calculation, the
contract was held to be fatally indefinite. 3

The Restatenent (Second) of Contracts took a different
approach to gap-filling. According to its Reporter, Section
204, entitled “Supplying An Onitted Essential Terni is “new
to the Restatenent Second.® It provides: “Wen the parties
to a bargain sufficiently defined to be contract have not
agreed with respect to a term which is essential to a
determ nation of their rights and duties, a term which is
»n 34

reasonable in the circunstances is supplied by the court.

Since the UCC had a substantial influence on the Restatenent

32 See Sun Printing, supra note 30, at 350-52.

33 Restatement (Second) OF Contracts § 204, Reporter’s Note
(1979). Even though the Restatement(First) adopted the
strict approach dealing with the gap left by the parties, it

still provided sone gap-filling rules. For exanple, the
provisions of inpossibility are one of gap-filling rules.
The provisions will be applied to discharge a party from

performance when the parties thenselves did not provide the
events that would render performance inpossible. Limtation
on the damages is another gap-filling rules. For detailed
di scussi on, see supra Chapter 11, part 3.

34 Rest at enent (Second) O Contracts § 204 (1979).
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> we are to consider

second in the gap-filling provisions,?

the UCC s provisions in solving the probl em of gaps.

2. The Uniform Commerci al Code

Article 2 of the UCC which applies to contracts for the
sal e of goods has led the way for gap filling. Section 2-204
sets the stage by dispensing the rigid rules of offer and
acceptance contained in the first Restatenent.3 [t
provides: “Even though one or nore terns are left open a
contract for sale does not fail for indefiniteness if the
parties have intended to nmake a contract and there is a
reasonably certain basis for giving an appropriate
remedy.”3’ Under this provision, the court is authorized to
fill a nunber of gaps if the parties have left them open in
their sales contract. The wunderlying policy is that an
agreenent for the sale of goods ought to be binding when the
comercial parties regard it to be binding and that in
practice both parties frequently believe that they are bound
even though sone ternms have been l|eft open. Gap-filling
provisions are based on the assunption that these are the

terms that nost parties would have agreed to if they had

% See Richard E. Speidel, Restatement Second: Onitted Terms
and Contract Method, 67 Cornell L. Rev. 785, 792 (1982).

% See general |y Mooney, supra note 5.

37 UCC § 2-204(3).
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focused on the issues in advance. In particular, the UCC

provides instructions for filling gaps in price, place for
delivery, tinme for shipnment or delivery, tine for paynent.

2.1. Particular Gap-Filling Rules in the UCC

2.1.1. Open Price Term

Section 2-305(1) provides for filling a mssing price
term It provides, "the parties if they so intend can
conclude a contract for sale even though the price is not
settled. In such a case the price is a reasonable price at
the tinme for delivery .73 The price nust be fixed in good
faith which nust be in conformty with reasonabl e conmerci al
standards of fair dealing in the trade if the party is a
merchant. Usually a “posted price” or a future seller’ s or
buyer’s “given price,” “price in effect,” “market price,” or
the like will be the reasonable price.* If the Sun Printing
case were decided according to the provisions of the UCC, it
Is most likely that the court would conclude that the
parties intended to be bound. Evidence of such intent rests
in details and perfornmance.

Under the UCC it is critical that the parties intend to
be bound before a contract exists. Section 2-305(4) states,

“where, however, the parties intend not to be bound unless

3 UCC § 2-305(1).

% UCC § 2-305(1), Comment 3.
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the price be fixed or agreed and it is fixed or agreed there

IS no contract.”*

2.1.2. Absence of Specified Place for Delivery

According to the UCC, if the parties do not specify
where the goods are to be delivered, the place for delivery
is the seller’s place of business, or if he has none, his
resi dence.* The only exception to this rule is that, at the
time of contracting, if the goods are known by the parties
to be sonmewhere other than at the seller’s business or

42 I'n other

resi dence, that place is the place of delivery.
words, there the contract is silent, the court will construe
the contract so as to require the buyer to take delivery at
either the seller’s location or where the goods are | ocat ed.
The buyer nust bargain to place a delivery obligation on the
sel |l er.

2.1.3. Absence of Specific Tinme Provisions

If the contract is silent as to the tinme for shipnent,

for delivery, or for any other action under the contract,

that time shall be “a reasonable time”.* A reasonable tine

“ UCC § 2-305(4).
4l See id. 2-308(a).
42 See id. 2-308(b).
43 See id. 2-309.
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for taking any action usually relies on the nature, purpose

and circunstances of the action to be taken.*

2.1.4. Open Tinme for Paynent or Running of Credit

If the contract does not specify whether the buyer is
to have credit, paynent is due at the tinme and place at
whi ch the buyer is to receive the goods, even if this place
Is the seller’s place of business. Unless otherw se agreed,
delivery and paynent are concurrent conditions. In other
words, the buyer is not entitled to credit unless the
contract says so.*®

In Sout hwest Engineering Co. v. Martin Tractor Co.,*
the defendant agreed to sell a generator to the plaintiff
for a certain price. The tw parties did not cone to any
explicit agreenment on whether or not the machine was to be
paid for in full upon delivery. The defendant refused to
deliver, claimng that the absence of any agreenent on
paynment terns made the contract invalid for indefiniteness.
The court held that the contract was enforceable. Even the
absence of a fairly inportant term does not necessarily nmake
a contract fatally indefinite. There are two reasons why
absence of a paynment clause was not fatal in Southwest

Engi neering: (1) UCC 8§ 2-305(1) fills this gap (by requiring

4 See UCC § 2-309 Comment 1. See also UCC § 1-204(2).
% See id. 2-310(a).
% 473 P. 2d 18 (Kan. 1970).
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paynent on delivery); and (2) for nmore than four nonths

after the defendant repudiated the contract, it did not even
list lack of a paynent clause as the reason why the contract
was unenforceable, indicating that it did not attach too
much inportance to this absence.

The gap-filling rules in the UCC are far nore than the
above provisions. In fact, nost of the provisions in Article
2 are gap-filling rules because these rules inply the
contract terns when the parties to the contract have not
reached on agreenent on such terns.?

2.2. Requirenments Contracts

A requirenents contract gives the buyer discretion in
determning the quantity of goods to be purchased. In this
I nstance, the parties foresaw that, at the tinme of delivery,
a specific quantity would have to be named. The parties,
however, did not find it practicable or desirable to nake
t hose deci sions when the contract was fornmed. Earlier cases,
especially ones decided before the advent of the UCC
frequently held that such requirenents contracts were
invalid for lack of consideration (as well as for
i ndefiniteness). In this circunstance, the court’s theory

was that although the seller had undergone detrinent by

47 Besi des the above provisions, sonme provisions in Article
2 of the UCC contains the |anguage “unl ess otherw se agreed”
or conparabl e | anguage, therefore fall into the category of
gap-filling rules, e.g., see UCC 8§ 2-210, 2-319 to 327, 2-503
to 504, 2-507, 2-511, 2-513 to 514, 2-601, 2-706.



24
promsing to sell at a particular price whatever the buyer

required, the buyer had not in fact bound hinself to do
anything at all because he could refrain from having any
requi rements. *®

The UCC explicitly validates requirenments contracts.
UCC § 2-306 provides that “a term which neasures the
quantity by ... the requirenents of the buyer neans such
actual ... requirenments as may occur in good faith, except
that no quantity unreasonably di sproportionate to any stated
estimate or in the absence of a stated estimate to any
normal or otherw se conparable prior ... requirenents may be

demanded.” Comment 2 to this section states that such
contracts do not “lack nutuality of obligation since under
this section, the party who wll determne quantity 1is
required to operate his plant or conduct his business in
good faith and according to commercial standards of fair
dealing in the trade so that his ... requirenents wll
approxi mate a reasonably foreseeable figure.”

UCC § 2-306 apparently contenplates that the buyer in a
requi renents contract will deal exclusively with the seller
with whom has contracted. In other word, the buyer nust

prom se that he will buy all of his requirenents fromthat

48 See e.g. Oscar Schlegel Mg. Co. v. Peter Cooper’s due
Factory, 231 N Y. 459 (1921) (the defendant who had agreed
to supply all the plaintiff’s glue offers at 9 cents per
pound, was rel eased when the market price hit 24 cents and
the plaintiff’s orders quintupled).
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particular seller. This prom se, coupled with the buyer’s

good faith obligation to order quantities constitutes
consideration for the seller’s counter-promse to neet the
buyer’s needs. When a change in market condition nmakes it
hi ghl y advant ageous for a requirenments buyer to increase his
requi renents sharply, the UCC does not permt such abuse of
the contract. This is especially true where the buyer uses
the extra purchases to specul ate, rather than using themin
the ordinary course of his business, such sharply increased
requirenents could be invalid either under the buyer’s duty
to purchase in “good faith” or as being “unreasonably
di sproportionate” to any normal or otherw se conparable
prior requirenents.* Qbviously, the UCC fills the open
quantity termw th the reasonabl eness principle.

2.3 Wat Kind of Gap Can Not Be Filled by the UCC?

According to the Report of the Study Goup of the
Permanent Editorial Board for the UCC, Article 2 of the UCC
may 1 npose obligations on the parties whose agreenent has
gaps. The provisions of Article 2 are flexible and the
standards “depend on (a) what the parties intended or (b)
what they would have intended if they had considered it.”
But, how nmuch of an agreenment nust be reached before a
contract exists? That is, what kind of gap can not be filled

by the UCC? According to the Study Commttee, the UCC has no

4% See UCC § 2-306(1).



26
direct answer to the question.® Under its provisions, the

only term nust appear in the contract is the quantity term
that need not be accurately stated but nust provide the

basis for the recovery. >

3. The United Nations Convention on the Internationa
Sal es of Goods

The approach of the CISG in gap-filling rules is
simlar to that of the UCC. The nobst distinctive provision
is that the CISG clearly provides what constitutes a
definite offer. “A proposal for concluding a contract
constitutes an offer if it is sufficiently definite and
I ndicates the intention of the offeror to be bound in case
of acceptance. A proposal is sufficiently definite if it
I ndi cates the goods and expressly or inplicitly the quantity
and the price.” ®® In other words, if an agreement provides
the subject matter and the basis for determning the

quantity and the price, there is a contract provided the

0 pPrelimnary Report of the Study Goup of Permanent

Editorial Board for the UCC rel eased on March 1, 1990, 11-
12.
L “A witing is not insufficient because it onits or
incorrectly states a term agreed upon but the contract is
not enforceabl e under this paragraph beyond the quantity of
goods shown in such witing.” UCC § 2-201(1). See also UCC 8§
2-201, Comment 1.

%2 CISG Art. 14(1).
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parties intend to be bound. Because Article 55 provides that

open price termcan be filled by “the price

generally charged at the tine of the conclusion of the
contract for such goods sold under conparable circunstances
in the trade concerned”,® the provisions of the CISG inply
that only the subject matter and quantity cannot be filled
by the gap-filling rules. A purported offer which omts the
two ternms is not an effective offer.

Li ke the UCC, the Cl SG provi des many gap-filling rules.
Those rules seemfam liar and, in sone extent, nore abstract
as the CISG applies to countries of different |egal, social
and econom c system |In case of open price, the CISG fills
the gap with the price generally charged at the tinme of the
conclusion of the contract for similar transaction,® in
ot her word, market price. For absence of specified place for
delivery, the CISGs provisions are different from that of
the UCC. The CI SG inposes the obligation on the seller to
hand the goods over to the first carrier for transm ssion to
the buyer or place the goods “at the buyer’s disposal at the
pl ace where the seller had his place of business at the tine
of the conclusion of the contract.”® This difference

between the two laws is mainly because the Cl SG applies to

8 CsG Art. 55.
5 | d.

S 1d. Art. 31.
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contracts of sales of goods between parties whose places of

business are in different countries.®* The gap-filling rule
In such a circunstance involves a nore conplicated handing-
over procedure. For absence of specified tine for shipnent,
the CISGs provisions are alnost the sane as that of the
UCC. That is, the delivery nust be “within a reasonable tine
after the conclusion of the contract.”>® For the question of
open tinme for paynent, we find another quite simlar
provisions in the CISG That is, delivery and paynent are

concurrent conditions.

Besi des providing the particular gap-filling rules, the
CSG regulates the hierarchy for gap-filling rules. The
first one used to fill the gap is the parties’ intent, the

second one is the “understandi ng of a reasonabl e person, the
last is "all relevant circunstances of the case including
the negotiations, any practices which parties have
established between thenselves, usages and any subsequent

conduct of the parties. ">

8 CISG Art. 1(1).
> 1d. Art. 33(c).

% See id. Art. 58(1), “The seller may make such paynent a
condition for handing over the goods or documents.”

 1d. Art. 8. This article is provided in the name of
interpretation. It also applies to gap-filling.
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4. Summary of Evol ution

The historical evolution of gap-filling rules indicates
t hat enphasis has been gradually noving from protecting the
parties’ private wll to realizing the fair and reasonable
meaning of the contract. At the beginning, the strict
literalism approach strictly protected nom nal freedom of
contract. Nevertheless, sonetinmes the expectations of the
parties were denied nerely because they failed to nake one
term of the contract explicit. Realizing this, the courts
rel axed their strict approach. Wen the parties intend to
conclude a bargain, even though the contract is inconplete,
the court will not deny the existence of the contract only
If there is the basis for enforcenent. “A transaction is
conpl ete when the parties mean it be conplete.”® The court
wi Il make great effort to find out what is the intention of
the parties thereby realize the intention (freedom of the
parties. “Many a gap in terns ...can be filled, and shall be,
with the result that is consistent with what the parties
said and that is nore just to both than would be refusal of
enforcenent.”® On the one hand, the term supplied by the
court or inposed by the law can be said to violate the
principle of freedom of contract because it inposes a

specific termwhich one or nore of the parties did not agree

€ 1 A Corbin, Contracts § 29 (1963).
61 1d. 8§ 97. See also id. § 95.
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to and would not have agreed to if they had focused on the

specific issue. Wiat the |aw recognizes as a reasonable or
good faith specification may in fact be unacceptable to one
or nore of the parties. On the other hand, the evol ution of
gap-filling can be said to respect the freedom of contract
to the maxi num degree is that the courts try their best not
to deny the parties’ intention to conclude a contract.
Modern developnent of laws on gap-filling rules
indicates that the legal system is ready to undertake the
role of filling the gaps, that is, determ ning nuch of the
contract’s content. The standard of filling the gaps is
“good faith and reasonabl eness,” which is usually understood
as the reasonable -expectation of the parties.® This
devel opnment raises such a question: with the devel opnent of
gap-filling rules, will freedom of contract survive as the

central principle of contract?

5. The Definition of Good Faith and Reasonabl eness

Wthout doubt, good faith and reasonableness 1is
established as a general principle of contract |aw by both
the UCC and the Restatenent. Even though good faith and
reasonabl eness has potential for w despread application to
gap-filling cases, because the principle is anorphous, sone

commentators argued that this principle is too vague to be

2 Restatenent of Contract 8§ 204, Comment d. (1979).
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hel pful to either party or even to the court.®% W have to

admt that, even though the law clearly provides the
principle, the law itself does not provide a clear fornula
to informthe court’s discretion.

The Restatenent (Second) of Contract 8 205 provides
that, “Every contract inposes upon each party a duty of good
faith and fair dealing in its performance and its
enforcenment.” Its coment further indicates that good faith
“enphasi zed faithfulness to an agreed conmon purpose and
consistency with the justified expectations of the other
party.”®

The UCC expressly “inposes an obligation of good faith
in its performance or enforcement” on every contract and
duty within its scope.® The Code gives two definitions of
good faith. In the introductory Article 1, good faith “means
honesty in fact in the conduct or transaction concerned.”®®
However, this definition is displaced in Articles 2, 3, 4, 8

and Revised Article 9, where the Code provides a special

6 See Clayton P. Gllette, Limtations on the Obligation of
Good Faith, 1981 Duke L. J. 619. WIlliamE. Deitrick &
Jeffrey C. B. Levine, Contractual Good Faith: Let the
Contract, Not the Courts, Define the Bargain, 85 Il B. J.
120, 120 (1997).

® Restatenent (Second) of Contracts 8 205, Comment a.
(1981).

> See UCC § 1-203 (1987).
¢ See UCC § 1-201 (1987).
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good faith standard in these articles. “Good faith” “means

honesty in fact and the observance of reasonable comerci al
standards of fair dealing in the trade.”®

At the broadest level, it is agreed that the principle
I nports an obligation “to preserve the spirit of the bargain
rather than the letter, the adherence to substance rather

than form"°®8

or that the principle exists to “protect the
reasonabl e expectations” of the contracting parties,® but
It is still not clear from its provisions the extent to
whi ch “honest” enconpasses fairness, decency, reasonabl eness
and sim |l ar val ues.

Prof essor Farnsworth suggested an answer to this
uncl ear condition based on the UCC s comment:” part of the
strength of such general concepts as ‘good faith® and
‘commerci al reasonableness’ lies in an elasticity and |ack

of precision that permts themto be, in the |anguage of the

Code’s own comments, °‘developed by the courts in the |ight

67 uUcC § 2-103 (1)(b); & 3-103(a)(4); § 4-104(b); § 4A
105(a)(6); § 8-102(a)(10); § 9-102(a)(43).

®8 Corbin on Contracts § 654A (C. Kaufman, 1989 West Supp.)

® See id. § 654D (B); E. A Farnsworth, Good Faith

Per f ormance and Commerci al Reasonabl eness under the Uniform
Commercial Code, 30 U. Chi. L. Rev. 666, 669 (1963) ( Good
faith results in an “inplied termof the contract requiring
cooperation on the part of one party to the contract so that
anot her party will not be deprived of his reasonable
expectations.”)
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of unforeseen and new circunstances and practices.’”™ This

Idea is joined by Professor Summers. He suggested that good
faith does not and in fact ought not contain a clear fornula
to guide a court’s discretion in applying the covenant.
Rat her, the principle is best thought of as an ‘excluder”,
giving courts a license to judicially devel oped rules that
prohibit actions that are taken in bad faith.™

The position advanced by Professors Farnsworth and

Sunmers are supported by the evolution of gap-filling rules.
The historical evolution of the gap-filling rules shows the
role of this elastic principle in the gap-filling rules. The

nature of the good faith requirenent explains the vagueness
of the principle. Wth it, the courts have a tool to fil

the gap so as to ensure the parties’ freedom in naking
contracts. Moreover, the principle of good faith and
reasonabl eness can be used to reshape the existing default
rules in response to the changing societal conditions based
on the reasonabl e standard. For exanple, as a default rule,

the rule that a sales agreenment without a quantity term

0 See Farnsworth, id. at 676.

" See Robert S. Summers, “Good Faith” in General Contract
Law and the Sal es Provisions of the Uniform Comercial Code,
54 Va. L. Rev. 195, 215 (1968).
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woul d not be enforced has |ong been recognized. This rule

was adj usted by adding “requirenents contract rule” based on

t he reasonabl e st andard.



CHAPTER | V

SCHOLARLY ANALYSES OF GAP- FI LLI NG

As recently as 1970, two comentators indicated that
t he question whether there was a general duty of good faith
i nposed upon the parties to a contract under our system of
law has been alnost entirely neglected in the |ega
literature.’® That statement no |onger holds true. The idea
of contractual good faith has been the subject of extensive
schol arly exam nation.’” Mreover, the duty of good faith in
performance and enforcenment, recognized by both the UCC and
the Restatenent, has becone a general principle of American

contract law™ and influences many aspects of contract

2 See F. Kessler & G Glnore, Contract - Cases and
Materials 912 (2d ed. 1970).

® See e.g. Steven J. Burton, Breach of Contract and the
Common Law Duty to Performin Good Faith, 94 Harv. L. Rev.
369 (1980); Steven J. Burton, Good Faith Performance of a
Contract Wthin Article 2 of the Uniform Commerci al Code, 67
lowa L. Rev. 1 (1981); Sunmers, supra note 71; Eyal Zamr
The Inverted Hierarchy of Contract Interpretation and
Suppl enentation, 97 Colum L. Rev. 1710 (1997).

" See Steven J. Burton, Breach of Contract and the Conmon
Law Duty to Performin Good Faith, 94 Harv. L. Rev. 369, 369
(1980). See also UCC § 1-203 (1977); Restatenent (Second) of
Contracts & 205 (1979). For judicial opinion, see e.g. Baker
v. Ratzlaff, 1 Kan. App. 2d 285, 288-89, 564 P. 2d 153, 156-
57 (1977).

35
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> including the gap-filling rules. In this chapter, we

| aw,
are to study two theories proposed in recent years wth
respect to the function of the principle of good faith and

reasonabl eness in the field of gap-filling.

1. Zamr's H erarchy of Gap-Filling Rules

1.1 Conventional H erarchy of Gap-Filling Rules

According to Professor Zamr, gap-filling is conceived
of a nultistage process, in which a variety of sources and
nmeans are turned to sequentially. These sources and neans
are considered to form the hierarchy of gap-filling rules.
According to the traditional hierarchy, the intentions of
the parties are to be deduced from the totality of the
contract docunents; secondly from the circunstances
surrounding the making of the contract; and thirdly from
course of performance, course of dealing and trade usage. If
all these above sources and neans are not wuseful, the
default rules wll be applied. If there is no definite
answer in the ready-nmade default rules, general principles

of contract |aw, such as good faith or reasonabl eness may be

> See UCC §§ 1-201, 1-203, 2-103(1)(b); Restatement (Second)
of Contract 8§ 205 (1979); Summers, supra note 71; Burton
Breach of Contract and the Conmon Law Duty to Perform in
Good Faith, supra note 74; 3A Arthur L. Corbin, Corbin on
Contracts 654A, 6541 (Supp. 1997).
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consulted.® As one proceeds down the hierarchy, the |evel

of generality and abstraction of the sources increases:
first conmes the specific transaction, followed by the
totality of transactions nade between the sane parties,
trade usage, legal rules applicable to simlar contracts,
general rules of contract law, and finally, the general
standard of reasonableness. In a word, the gap-filling rule
Is that the parties’ specific intentions prevail if there is
I nconsi stency between the parties’ own intention and general
or reasonable intention.

Even in the sane | ayer of the hierarchy, such as course
of performance, course of dealing and trade usage, there is
still a novenent from the specific transaction to genera
transaction. A course of performance exists where a contract
I nvol ves repeated occasions for performance and a certain
manner of performance is accepted w thout objection by the
ot her party (thus indicating the parties’ specific
understanding of the contract’s neaning.)’”” A course of
dealing is a sequence of previous conduct between the sane
parties, which is established a comon basis of

understanding for interpreting their current expressions and

® See zamir, supra note 73, at 1711. See al so Restatenent
(Second) O Contracts, 8§ 203; UCC § 1-205(4); 2-208.

" See Zamir, supra note 73, at 1717. See also UCC § 2-
208(1); Stephen Charl es, Interpretation of  Anbi guous
Contracts by Reference to Subsequent Conduct, 4 J. Cont. L.
16 (1991).
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other conduct.’ A usage of trade is a practice or nethod of

dealing having such regularity of observance in a place

vocation, or trade, as to give rise to an expectation that
it will also be observed in a particular transaction.”™ A
course of performance is given greater weight than an
I nconsi stent course of dealing, which in turn is given
greater weight than an inconsistent usage of trade.®°

This hierarchy reveals an order for resorting to the

different sources, when filling the gaps in the contract, a
court should not turn to any “inferior” source before
exhausting all the “superior” one. This hierarchy also

inmplies that the preference anbng sources prevails in case
there is inconsistency between the different sources. ®
According to Professor Zamr, this conventional

hi erarchy is based on the principle of freedom of contract

and its underlying political-legal ideologies.® The
I deol ogies have two origins: the Iliberal-individualistic
nor al I deology and the utilitarian-economc ideol ogy.

According to liberalism every person is the best judge of

his own goals, and of the neans by which they are to be

8 See UCC § 1-205(1).

9 See UCC § 1-205(2).

80 See Restatenment of Contract § 203 (b)

8 See zamir, supra note 73, at 1718.

82 See zamir, supra note 73, at 1768-609.
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achieved. Society should respect the freedom of every

I ndividual and refrain frominterfering with the outcone of
free negotiations between the parties. Private will is the
source of and the standard for the rights and obligations in
a contract. Respecting freedom of individuals requires
recognition of their power to conclude contracts and
undertake obligations. The role of the lawis to give effect
to the contracts and obligations. As |long as the contracting
process is neither affected by defects such as coercion or
m srepresentation nor subject to a few exceptions of
il1legality and public policy, the law should not interfere
with the content of the rights and obligations that the

3 Freedom of contract

parties have voluntarily undertaken.?
al so ensures social justice. In a free-market jurisdiction,
each person is provided wth equal opportunity to inprove
his position by making any contract according to his private
will. Voluntary exchange is the basis of reciprocity and
fairness since no one would enter a contract unless he

regarded that what he receives is nore val uable than what he

gi ves away. %

8 See Zamir, supra note 73, at 1769. See also John N. Adams
& Roger Brownsword, Understanding Contract |aw, 186-89 (2d
ed. 1994).

8 See zamir, supra note 73, at 1769. See al so Hugh Collins,
the Law of Contract, 1720 (2d ed. 1993).
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The principle of freedom of contract also derives from

utilitarian and econom c conceptions ained at ensuring the
total happiness or wealth in society to the maxinm
extent.® The rule of supply and demand brings about an
optimal allocation of resources precisely when individuals
seek their own utility and wealth. A voluntary exchange
inplies that, for each contracting party, the worth of what
he receives is greater than the worth he parts with. In this
way, resources are transferred to the people who value them
the nost, and wutility derived from them is thereby
I ncreased. Contract Law enables the parties to rely on
prom ses for future performance when inmmediate and
si mul taneous exchange would be inpracticable or |ess
profitable. Thus, consequential considerations of efficiency
al so support the respect for individual will, as manifested
in voluntary contracts. %

According to these views, the starting point regarding
the content of a contract is the parties’ intentions and

wills. 8 Absent a clearly expressed intention, one should

8 See zamir, supra note 73, at 1770. See also Al an

Schwartz, Justice and the Law of Contracts: A Case for the
Tradi tional Approach, 9 Harv. J. L. & Pub. Pol’y 107 (1986);
John N. Adans & Roger Brownsword, supra note 83, 184-89.
1994).

8 See zamir, supra note 73, at 1770. See also M chael J.

Trebi cock, the Limts of Freedom of Contract, 1517 (1993).
8 See Zamir, supra note 73, at 1770. See also 4 Sanuel
WIlliston, A Treatise on the Law of Contracts & 610, at 284-
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exam ne whether the parties’ intentions may be deduced from

the contract |anguage, the circunstances of its making, or
previous dealing between the parties. Reference to trade
usages or to statutory or judicial default rules as gap-
filling rules is made when attenpts to reveal the actual
intention of the parties has failed.®® Furthernore, even
default rules are considered as “inplied terns”, deriving
their force from the parties’ presuned or hypothetical
intention.® Therefore, it is natural to place the genera
principles of contract law -- the principle of good faith
and reasonableness at the bottom of the hierarchy which
begins wth the realization of the parties’ actual
I ntention.

1.2 Zamr’s Inverted H erarchy of Gap-Filling Rules

Pr of essor Zamr proposed that the conventi onal
hi erarchy of gap-filling rules should be inverted. In the
reality, there is no clear borderline between the various

sources in conventional hierarchy even though it seens well -

85(3d ed. 1961): “The guiding principle, polestar or
| odestar of interpretation, whatever the form or nature of
the instrunent, is always the sane: to ascertain the wl]l
or intent, of the market.”

8 See, e.g. Continental Bank, N A v. Everett, 964 F. 2d
701, 705 (7'" Gir. 1992).

8  This conception prevailed in the eighteenth and
ni neteenth centuries, against the background of the wll
t heory which was then dom nant. See Tone 11, 1 Henry Mazeaud
et al., Lecons de Droit Civil, 319-21(8'" ed. 1991).
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ordered and supported by the existing laws.® For exanple,

the standard the law usually provides in default rules to
fill the gap is “reasonabl eness”,® and nobst usages of trade
have been fornmed in the long-run practices based on the
under st andi ng of reasonabl eness. Wen courts fill gaps in
the contract, they frequently resort to several sources
si mul t aneousl y.

Professor Zamr’'s argunent is nmade on three |evels.
First, legal principles and judicial practice reveal that
the courts actually prefer the inverted hierarchy. Wen
filling gaps, courts always prefer values of fairness and
justice to the actual intentions of the parties. Courts fil
gaps so as to give contracts a reasonable, lawful, and fair
meaning, a nmeaning in favor of the public, a nmeaning that
pronotes equality between the parties, serves efficiency in
the society, and enhances the fairness in the society. In
some circunstances, courts creatively resolve the probl em of
gap-filling in order to achieve the above goal.® Moreover

gap-filling rules do not focus only on revealing the actual

% See Zamir, supra note 73, at 1719.
1 See supra Chapter I1Il, Part 2 & 3.
%2 See Zamr, supra note 73, at 1719.

% See Zamr, supra note 73, at 1732.
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and private intentions of the parties. Rather, they reflect

distinctively public policies.®

Second, the parties’ behavior reflects that they try to
stick to the default rules and usages applicable to their
transactions. There are many reasons for the contracting
parties refrain fromcontracting out of default rules: |egal
rules wusually reflect the prevailing preferences of
contracting parties; contracting parties can reduce
transaction cost if they do not deviate from the general
usages and default rules applicable to their transaction;
many parties feel secure when they know their agreenents is
in keeping wth the default rules or the general usages
contracting parties fear m stakes resulting frominconplete
drafting of ternms or their msinterpretation by the courts.
Even when the formal contract does deviate from the | egal
rules and general usages, parties wusually perform their
contractual duties in good faith and in accordance with the
rules of fair dealing, default rules, and general usages. *

Finally, the inverted hierarchy is ethically superior
to the conventional one. Based on the enpirical research,
the actual intentions of the parties at the tinme of
contracting and performance are nore in conformty wth

general standards of fair dealing and general usages than

“ See id. at 1721.

% See Zamr, supra note 73, at 1753-68.
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wi th the conventional hierarchy.® The inverted hierarchy is

supported by the nodern idea that contract |aw should
enhance fairness and equivalence in exchange, realize
redi stributive goal s, and i npl enment paternalistic
policies.? Consideration of economc efficiency also
supports the inverted hierarchy, considering that market
failures and considerable transaction costs are preval ent
phenonena in nost markets, the limtations of cognitive
faculties on one hand and people’s noral and social
capabilities exist in contracting processes on the other

hand. 8

2. The Theory of Penalty Default Rules

Prof essor lan Ayers and Robert Gertner have proposed
the theory of penalty default rules.® This theory reveals,
In some circunstances, a party nmay choose to leave a gap in
bad faith. The scholars indicate that the |awmker or

courts, in order to encourage the parties not to | eave “bad

% See id. at 1771-1777.
% See id. at 1777-1788.
% See id, at 1788-1800.
% The term “penalty default rules” was first proposed by
lan Ayers & Robert Gertner, in Filling Gaps in Inconplete

Contracts: An Econom c Theory of Default Rules, 99 Yale L.
J. 87 (1989).



45
faith” gap in their contract, should sonetinmes inpose

penal ty default rul es.®

2.1. Two Reasons for Contractual Gaps

The theory of penalty default rules bases its theory on
studying the reasons for the gaps. One reason the contract
has gaps is the cost of contracting. In sone cases, the
transaction costs of explicitly contracting for given
contingencies may be greater than the benefits. Many of
those contingencies are better left open in the hopes that
they will not happen or can be settled through negotiation
when they do happen. These considerations may |ead one or
both parties keep silent as to a particular issue. By
keeping silent, the parties can reduce their transaction
costs including | egal fees, negotiations costs, drafting and
printing costs, the costs of researching the effects and
probability of a contingency, and the costs to the parties
and the courts of verifying whether a contingency occurred.
Sonetinmes even though the transaction costs are quite |ow,

but the probability of a contingency is much |ower, the

100 See 1d. 95.
01 see O Wlliamson, The Economic |Institutions O
Capitalism 70 (1985); lan R Macneil, Contracts: Adjustnent
of Long- Term Econom ¢ Rel ati ons Under Cl assi cal ,
Neocl assi cal and Rel ational Contract law, 72 NW U. L. Rev.
854, 871-73 (1978).

102 See Randy E. Barnett, The Sound of Silence: Default Rules
and Contractual Consent, 78 Va. L. Rev. 821, 822 (1992).
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rational party may choose to remain silent to such a

cont i ngency. 13

For exanple, no one would be wlling to
di scuss the problens such as “what if the Third World War
happens?” when they negotiated their contract. In this case,
the default rules will conme to fill the term left by the
parties when the contingency materializes or the parties
cannot reach an agreenent on the materialized contingency.
The default rules can efficiently mnimze the transaction
costs by providing binding terns in the absence of consent.
Anot her reason for contract ual gap is called
“strategic” gap!® or “bad faith” gap. Only one party m ght
be nore informed as to the background of the contract
conditions or the default rules. He m ght choose to conceal
that information in order to increase his private share of
the gains from the contracting. In the enploynment-at-wll
contract, for instance, the enployee mght be ignorant of
that, under the traditional enploynent-at-wll rule, their
contract can be termnated by either party at any time for
any reason or for no reason. The inforned enployer m ght
choose to conceal this information to the at-will enployee,
so that he could hire the enployee with an ordinary salary
for a higher risk enployment relationship. This “strategic

gap” is the focus of the analysis of the penalty default

103 See Ayers & Gerner, supra note 88, at 93.

104 gee jd. at 94.
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rules. The scholars propose that |awmkers can reduce this

strategic behavior by discouraging the conceal nent of
i nformation, therefore reduce the opportunities for this
rent - seeki ng, “bad faith” behavior.

Al t hough the term“penalty default rules” is new, rules
of this type can be found in earlier England comon |aw. %
Those default rules were forned based on the understanding
of reasonabl eness.

2.2 Examples of Penalty Default Rules

2.2.1 Limt on the Lost Expectancy Damages

Hadl ey v. Baxendal el®® established the principle of
limtation on the recovery of expectancy danmages. It also is
a good exanple of penalty default rule. In Hadley, the
plaintiff operated a mll which was forced to suspend
operations because of a broken shaft. An enployee of the
plaintiff took the shaft to the defendant carrier for
shipment to another city for repairs. The carrier knew that
the itemto be carried was a shaft for the plaintiff’s mll,

but was not told that the mlIl was closed because the shaft

105 For exanple, the “zero quantity rule” is a penalty

default rule. The court would not supply the mssing
“quantity ternf from the beginning of the contract |aw
Qobviously, it is difficult or even inpossible for the court
to decide the quantity terns with “reasonabl e” standard. The
“zero-quantity rule” gives both contracting parties
incentive to reveal their contractual intentions during
negoti ati on.

106 9 Ex. 341, 156 Eng. Rep. 145 (1854).
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was broken. The carrier negligently delayed delivery of the

shaft, with the result that the mll was closed for severa
nore days than it would if the carrier had adequately
performed the contract. The plaintiff sued for the profits
they lost during those extra days. The court held that the
plaintiff could not recover for the |lost profit because the
|l oss of profits was not disclosed as a damage which woul d
foll ow frombreach of the transportation contract.

The holding in Hadley is a penalty default rule. The
mller plaintiff could have infornmed the carrier defendant
of the potential consequential damges and contracted for
full danmage insurance. Then the infornmed carrier defendant
m ght have been in a better position to prevent the
potential loss. If the mller plaintiff had informed the
carrier, the carrier would have been able to prevent the
|l oss nore efficiently because he could foresee the |oss. At
the sanme tinme, however, informng the carrier of the
potential consequent damages woul d undoubtedly increase the
price of shipping. In a conpetitive industry, the uninforned
carrier, in effect, assunes he was facing an average-danmage
mller and charges a price accordingly. Therefore, the
mller wth above-average risk could reduce his high

transportati on cost by wthholding strategically the
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potential consequent danmages in the hope that they would not

happen. 07

Hadl ey stands for the principle that “if a risk of |oss
Is known to only one party to the contract, the other party
is not liable for the loss of it occurs.”'®® This principle
encourages the party wth knowl edge of the risk either to
take effective precaution or reveal the risk to the |ess
I nformed party.

Hadl ey al so i ndi cat es t hat good faith and
reasonabl eness should apply to the “bad faith” gap. Wen the
informed party wthholds information in bad faith and
thereby cause “bad faith” gap, courts, to pronote the
production of the information, should choose a default rule
that reflect the reasonabl e expectation of the | ess inforned
party. For exanple, in Hadley, the less inforned carrier’s
reasonabl e expectation was that he was facing an average-
darmage ml | er

2.2.2 Employnment-At-WIIl Rule

A gap in an enploynent-at-will contract is the
termnation term of enploynent. The traditional common | aw
rule of enploynent-at-will contract is that the enployer or

enpl oyee may term nate an enploynent-at-will contract at any

107 See Ayers & Robert, supra note 99, at 101.

108 'R Posner, Econonmic Analysis O Law, 114-15, (3d ed.
1986) .
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time for any reason or for no reason. However, in recent

years, nost courts recognize sone limtations on the
enployer’s ability to termnate the enploynent of the at-
wi Il enployee. One of the reasons the schol ars advocate this
departnent from the traditional rule is that the enployees
go into the job search and negotiation wth inaccurate
information while the enployers start with nmuch greater
power and rmuch nore information regarding at-will rules.
According to one survey,!® there is striking level of
m sunderstanding of the nost basic legal rules governing
enpl oyment  relationship.* The enployees consistently
overestimte the degree of job protection afforded by | aw,
bel i eving that enployees have far greater rights not to be

2 For

fired without good cause than they in fact have. !
exanpl e, “overwhelmng mjorities of the respondents
erroneously believed that an enpl oyer cannot legally fire an

enpl oyee in order to hire soneone else at a | ower wage, for

109 See e.g. Joseph Grodin, Toward a Wongful Ternination

Statute for California, 42 Hastings L. J. 135, 137 (1990);
Arthur S Leonard, A New Common Law of Enploynent
Term nation, 66 NN C. L. Rev. 631, 674 (1988).

110 See generally, Pauline T. Kim Bargaining with Inperfect
Information: A Study of \Worker Perception of Legal
Protection in an At-WIIl Wrld, 83 Cornell L. Rev. 105
(1997).

111 See id. at 133.

112 gee id, at 110.
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reporting internal wongdoing by another enployee.® The

survey indicated enployers have less or ms-information

about the legal effect of enploynent-at-will rule. Their
expectations in enploynent-at-will are far away from the
traditional enploynent-at-wll rules. Meanwhile, the full-

informed enployers mght choose not to reveal t he
information to their at-will enployees in order to have a
hi gher risk employnent relationship with an ordinary cost.
In such circunstance, the enployees have sone reasonable
expectations as to the job security while entering into
enpl oynent contract. Meanwhile, the enployers’ intentions
are specific and real, and supported by the traditional
default rule. What should be used to fill the gap of
termnation tern? The question is whether these “bad faith”

I ntentions should be protected. The nodern trend is, in such

13 1d, at 133-34.
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circunstance, the principle of good faith and reasonabl eness

prevails.

114 See e.g. Robert A Hillnman, An Analysis of the Cessation
of Contractual Relations, 68 Cornell L. Rev. 617 (1983);
Lorraine K. Phillips, The Legal Chokehol d: Professional

Enpl oynent in GChio under the Enploynent-At-WII| Doctrine, 24
Akron L. Rev. 581 (1991); Anthony W Livoti, Court of
Appeal s Recogni zes Action for Breach of the Inplied Covenant
of Good Faith and Fair Dealing in Enploynment Contract, 48 S.
C L. Rev. 123 (1996); Frank Vickory, the Erosion of the
Enpl oynment - At-W 1| Doctrine and the Statute of Frauds: Tine
to Arend the Statute, 30 Am Bus. L. J. 97 (1992).



CHAPTER V

GAP- FI LLI NG AS FAI RNESS: LEADI NG OPI NI ONS

1. Wod Case: dassic Illustration of Inplied Good
Faith Clause in the Field of Gap-Filling

In Wyod v. Lucy Lady Duff-Gordon,!*® the defendant,
Lucy, Lady Duff Gordon, was a fashion designer. She made an
agreenent with the plaintiff, a businessnan, whereby the
latter was to have the right to place the Lucy, Lady Duff-
Gordon endorsenent on fashion designs. Lucy agreed that the
plaintiff would be the only person to have this right, and
the plaintiff agreed to give Lucy one-half of any profits
derived from the sales of such endorsed designs. Lucy then
put her endorsenent on the designs of third persons (wthout
sharing the profits with plaintiff) and plaintiff sued for
breach of the agreenent. Lucy asserted that the contract
failed for lack of consideration, on the ground that the
plaintiff did not bind hinself to do anything, since he was
not obligated under the contract to sell any endorsed
designs at all. In this case, the contract was silent to the

plaintiff’s consideration. Even though the plaintiff had not

1157118 N. E. 214 (1917).
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expressly promsed to do anything, Judge Cardozo found an

i mplied obligation on the plaintiff’s part to use reasonable
efforts, reasoning that Lucy would not otherw se have given
the plaintiff an exclusive right in which her only
conpensation was half the profits. This inplied obligation
was a sufficient “detrinent” to the plaintiff to constitute
consideration for Lucy' s counter-prom se that she woul d not
pl ace her endorsenment upon anyone el se’s designs. Therefore,
the contract was binding, and Lucy had breached it. In its
deci sion, Judge Cardozo expressed his concern was the
judicial need to balance freedom of contract wth other
soci al val ues.

“We are not to suppose that one party was to be placed
at the nercy of the other .... The inplication [of |anguage
in the agreenent] is that the [plaintiff’s] business
organi zation will be used for the purpose for which it is
adapted. But the terns of the [defendant’s] conpensation are
even nore significant. Her sole conpensation for the grant
of an exclusive agency is to be one-half of all the profits
resulting fromthe [plaintiff’s] efforts. Unless he gave his
efforts, she could never get anything. Wthout an inplied
prom se, the transaction cannot have such business “efficacy
as both parties nust have intended that at all events it

shoul d have. " 16

116 Wpod, supra note 115, at 214-15.
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In Wod, by enphasizing the necessity to achieve the

busi ness efficacy of the transaction, Judge Cardozo
underscored the role of freedom of contract.!’ To achieve
t he bal ance between freedom of contract and social order in
Wod, he found an inplied promse by the plaintiff to use
reasonabl e efforts. Judge Cardozo stated that, “a prom se
may be |acking, and yet the whole witing may be ‘instinct
with an obligation,’” inperfectly expressed.”8

The Wbod opinion nay be seen as a common-|law attenpt to
protect the reasonable expectations of contracting parties
with the principle of good faith and reasonabl eness while
those expectations are contractual gaps. It reflected the
court’s wllingness to harnonize the value of private
preferences and the need for social control. In order to
achi eve the contractual justice, the court found there was a
gap in the contractual provisions and creatively filled the
gap with the reasonable expectations of +the parties.
Moreover, Judge Cardozo’s “instinct |anguage” opinion
provided a rationale for the courts to do what they believed
they were supposed to do, that is, enforce the parties’
intention when they were “inperfectly expressed.” As a
matter of fact, “instinct |anguage” opinion provide the

courts a tool when they supply a mssing term according to

117 See Whod, supra note 115, at 214.
118 1d. at 214.
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their understanding of reasonableness and fairness. It is

anot her expression of reasonabl e expect ati ons. It
canouflaged the court’s flexibility by claimng the
obligation filled by the courts arose “naturally” from the
envi ronment . 11°

On the other hand, the Wod opinion reflected the
evolution of contractual relationships required by a
changing society. In response to the changing circunstances
earlier in this century, courts began nore directly to use
the principle of good faith and reasonabl eness to support

their deci sions.

2. Orange and Rockland Utility Inc. v. Anerada Hess
Cor p.

In Orange and Rockland Utilities Inc. v. Anmerada Hess
Corp., the plaintiff, a utility, signed a contract wth
the defendant, an oil conpany, under which the defendant was
to supply the plaintiff’s oil requirenments for running a
generating plant at a fixed price for four years. The
contract contained an estimate for each year’s consunption.

The estinmate assuned that gas, not oil, would be used for

119 See Robert A Hillman, “Instinct with An Cbligation” and
the “Normative Anmbiguity of Rhetorical Power”, 56 Chio St.
L. J. 775, 785 (1995).

120 | d. at 785-787.

121 59 A, D. 2d 110, 397 N. Y. S. 2d 814 (App. Div. 1977).
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nost of the plant’s fuel generation. Soon after the contract

began, the prices of oil and gas clinbed sharply. Wthin one
year and 4 nonths of the execution of the contract, the
| owest market price was nore than double the price fixed in
the requirements contract. The plaintiff began burning nuch
| ess gas and nuch nore oil than called for in the estinmate,
and sold the leftover gas to third parties for a substanti al
profit. In fact, the plaintiff eventually used oil nore than
twce the contract estimate. The plaintiff sued when the
defendant refused to supply any nore oil than the contract
estimate plus 10% '

The court held that the UCC § 2-306(1) applied to the
contract and a good deal of pre-code case |aw required “good
faith” in the requirements contract. “It is well settled
that a buyer in a rising market cannot use the fixed price
in a requirenents contract for speculation ...."'* As the
requirenents contract insured a steady flow of cheap oi
despite swiftly rising prices, the plaintiff’s costs of
producing electricity wwth oil would have been [ower than
those on the open market. Therefore, by using the contract
and changing the mx of gas and oil, then propelling itself

suddenly and dramatically into the position of a |arge

122 See Orange and Rockland Utilities, supra note 121, 110-
14, 397, 814-18.

123 1d. 114-15, 397, 818.
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seller of power to the third parties, the plaintiff was

acting in bad faith. Even apart fromthe bad faith issue,
The plaintiff’'s demand for nore than double its contract
estimte was “unreasonably disproportionate to [the] stated
estimates. ”'®

In its decision, the court stated that the unreasonably
di sproportionate standard nust depend upon the reasonable
expectations of the parties rather than be expressed as a
fixed quantity. The court held that, under the facts of this
case, requirenents in excess of two tinmes of the estimate
were unreasonably disproportionate as a matter of |aw, but
the court stated that this factor was not an inflexible
measure. Rather, the determnation was based on the
follow ng events: first, that the plaintiff’s requirenents
were nore than double the estimate; second, that the seller
could not anticipate this increase; third, that the market
price for oil doubled; fourth, that the increase was due to
sales to other utilities which the court characterized as an
arbitrary change in conditions to take advantage of nmarket

conditions at the seller’s expense, and a net shift in

124 see Orange and Rockland Utilities, supra note 121, 116-
17, 397, 819-20.

15 1d. 120, 397, 822.
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consunption from gas to oil which the buyer failed to

expl ai n. 12

The court held that the reasonabl eness standard was not
an inflexible measure. It nmust be decided in the specific
envi ronnment of contracting. Reasonabl eness standard was used
as a specific tool to make ad hoc determ nations of fairness
and justice, and therefore to disallow the plaintiff’s

requirenents where justice requires.

3. Fortune v. National Cash Register Co.

In Fortune v. National Cash Register Co., 2 a forner
sal esman brought action against former enployer to recover a
conmmi ssion on a sale due to himwhile he was enpl oyed by the
former enployer. The plaintiff was enpl oyed by the defendant
under a witten “salesman’s contract” which was term nable
at wll Dby either party on witten notice. Under the
enpl oynent contract, the plaintiff would receive a weekly
salary in a fixed anmount plus a bonus for sales made wthin
his “territory” (i.e. customer accounts or stores). The
contract indicated that the bonus credit would be paid only

for an eighteen-nonth period followng the date of the

126 1d. 120, 397, 822.

127 See Stacy A Silkworth, Quantity Variation in Open
Quantity Contracts, 51 U Pitt. L. Rev. 235, 275(1990).

128 373 Mass. 96, 364 N. E. 2d 1251 (1977).
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order. In 1968, the plaintiff’'s territory included First

National which had been part of his territory for the
preceding six years, and from which he had been successful
in obtaining several orders. On Novenber 29, 1968, First
Nati onal signed an $5, 000, 000 order, on which the amount of
bonus credit was $92,079.99. On Decenber 2, 1968 (the next
business day), a termnation notice issued from the
defendant to the plaintiff. After that, the plaintiff
remai ned to work for the defendant as a “sal es support” and
received 75% of the applicable bonus due on the sale. On
June of 1970, approximately eighteen nonths after receiving
the termnation notice, the plaintiff was fired after he
refused the retirenent proposal fromthe defendant.

The Suprenme Judicial Court of Mssachusetts held that
because the salesman’s contract was at-will contract,
through a literal reading of the contract, the enployer is
correct to termnate its enployee. However, “good faith and
fair dealing between the parties are pervasive requirenent
in our law, it can be said fairly that parties to contracts
or commercial transactions are bound by this standard.”?*%°
The court believed that good faith is inplied in contracts

termnable at will by reference to recent decisions in other

129 See Fortune, supra note 128, 96-99, 364, 1251-54.
130 1d. 102, 364, 1256.
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jurisdiction.®™ In this case, the defendant sought to

deprive the plaintiff of all conpensation by termnating
twenty-five-year enploynent relationship with the plaintiff
when the plaintiff was on the brink of successfully

conpleting the sale. The defendant acted in bad faith. A

131 See id. 103-104, 364, 1256-57. One of the cases the court
referred to was Mnge v. Beebe Rubber Co., 316 A 2d 549
(1974). In Mnge, the plaintiff, a married woman, alleged
and presented evidence to show that she was discharged
because she refused to date wth her foreman after
conpleting work of the night shift. The New Hanpshire
Suprenme Court clainmed that it could not ignore “the new
climate prevailing general in the relationship of enployer
and enployee.” The court held that “a termnation by the
enpl oyer of contract of enploynent-at-wll which is
notivated by bad faith or malice or based on relation is not
in the best interest of the economc system or the public
good and constitutes a breach of the enploynent contract.
Such a rule ...does not interfere with the enployer’s nornal
exercise of his right to discharge, which is necessary to
permt him to operate his business efficiently and
profitably.”
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termnation nmade in bad faith constituted a breach of

contract.? This case indicated the court’s wllingness not
only in giving priority to the principle of good faith and
reasonabl eness, but also in using this principle to nodify
the existing default rules based on the standard of

r easonabl eness and fairness.

132 See Fortune, supra note 128, 104-05, 364, 1255-57.



CHAPTER VI

CONCLUSI ON

The core of the contract is its content. The evol ution
of the gap-filing rules shows that the good faith and
reasonabl eness plays nore and nore inportant role in this
field. At the beginning, the courts refused to make the
contract for the party. Then the courts tried to find out
the actual intention of the parties, which sonetines proved
rather difficult or even inpossible. In order to support the
freedom to make contracts w thout specifying all of the
details of the relationship, the courts eventually turned to
the “reasonable intention” standard in the field of gap-
filling. Initially objective gap filling was a neans of
allowing enforcenent of agreenments which the parties
i ntended to be binding as in Wod v. Lucy Lady Duff- Gordon.
But now it has becone a mechanism for adding content to an
agreenent which would not be have been consented to by one
of the parties as in Fortune v. National Cash Register.

O course, the courts still claimthat they are protecting

the freedom of contract.
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Exam ning the totality of the law provisions, it is not

difficult to indicate what the |law prefers to fill the gap
first. The CISG as an international convention, clearly
provi des the reasonableness is the first source to fill the
contract ual gap, and after t hat is “all rel evant
circunstances of the case including the negotiations, any
practices which parties have established between thensel ves,
usages and any subsequent conduct of the parties”.® That is
a good evidence that the |law places the principle of good
faith and reasonableness at the top of the gap-filling
rules. The Restatenent (Second) clearly provides that the
standard of gap-filling is reasonabl eness®, which is known
as “what the parties would have agreed to if the question
had been brought to their attention,”' or what was the
reasonabl e expectation the parties should have under this
circunstance. Even if the UCC does not have such a clear
provision on the face, a nore careful reader will cone to
the conclusion that the essence of the |law prefers to give

the contract a reasonabl e neani ng.

1. Good Faith and Reasonabl eness May Reflect Intentions

at the Time of Contracting

133 See supra Chapter 111, part 3.
134 Restatenment of Contract, § 204 (1979).

135 1d. 8 204, comment d.
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At one level, filling gaps based on good faith and

reasonabl eness can be defended as effectuating what ordinary
parties intend and as therefore consistent with freedom of
contract. At the time of contracting the parties recognize
that they are | eaving gaps and at that point they ordinarily
expect — one could say that they enpower — the courts to
fill the gaps wusing good faith and reasonableness as
standard. O course, not all parties have the intend to give
this power to the courts. An enployer insisting on an at-
wi || enploynent contract nmay not. But many will.

Research reveals that, when +the parties nmake a
contract, they usually focus on only a few contractual terns
they think essential, and ignore the other terns in the hope
that they are reasonable terns.™ 1In nmany cases, the
contract docunment is drafted by |awers in |egal |anguage,
using termnology that I|aynen - consuners and nerchants
alike - do not fully understand.®’ In the case of standard

form contracts, custonmers frequently do not bother to read

136 See O e Lando, Standards Contrats: A Proposal and A
Per spective, 10 Sandi navian Stud. L. 127, 130-33 (1966).

137 See Stewart Macaulay, Non-Contractual Relation in
Business: A Prelimnary Study, 28 Am Soc. Rev. 55, 58
(1963) (research reveals that conpany sales and purchasing
staff are generally not very famliar with the content of
the standards forms they use); Hugh Beale & Tony Dugdal e,
Contracts between Business: Planing and the Use of
Contractual Renedies, 2 Brit. J. Law & Soc’'y 45, 50
(1975)(finding also that this is sonmetinmes the case); See
al so Restatenent (Second) of Contracts 211, Conment B
(1979).
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nost of the provisions of the contract, focusing instead on

a few essential issues such as price and time of delivery.
Thi s phenonenon is also prevalent in cases where the formnal
contract is not drafted by either of the parties, but rather
copied from existing forns originally drafted by |awers.
Even when the parties thenselves drafted an agreenent, they
often use | egal |anguage, unaware of their exact neaning.

In all of these cases, each party acts according to
considerations and incentives of various kinds, these
consi st of short- and long-run self interest, including the
expectation of reciprocity and the w sh to enhance one’s
good reputation, noral notions of the obligation to keep
one’s prom ses and to mmke allowances for others, and the
wish to attain social recognition and respect.® Mitual
reliance, expectations, and comm tnents exist prior to the
signing of the formal contract and continue to devel op and
change afterwards. O course, each party expects simlar

treatment from the other party. Above all, the parties

138 See Todd D. Rakoff, Contracts of Adhesion: An essay in
Reconstruction, 96 Harv. L. Rev. 1173,1275-83 (1982); J.H.
Baker, From Sanction of Contract to Reasonabl e Expectation,
32 Current Legal Probs. 17, 23(1979). See also, Llewellyn,
The Conmon Law Tradition: Deciding Appeals, 36271 (1960).

139 See John Kidwell, A Caveat, 1985 Ws. L. Rev. 615; Robert
E. Scott, Conflict and Cooperation in Long-term Contracts,
75 Cal. L. Rev. 2005, 2039-42(1987); Harold C. Havighurst,
The Nature of Private Contract, 6386 (1961); E. Allen, The
Past of Prom se: An Historical Introduction to Contract, 69
Colum L. Rev. 576, 604-05 (1969).
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expect each other to behave fairly and reasonably, according

to the principle of good faith. For instance, the buyer may
expect seller to warrant the quality of goods and deliver
themwi thin a reasonable tine even if they are not famliar
with the relevant provisions of the UCC, even unaware of the
exi stence of the UCC. “Being a reasonable person” is not
only required by the law, but also expected by the parties.
This conclusion is particularly applicable to the contract
In nodern tinmes. As the contract relationship inports a good
deal of standard form contracts, the transaction becones
nore conplicated, and the parties’ perfornmances becone nore
extended, **° the ordinary parties have to rely on the their
opposite parties' "good faith" and "reasonabl eness" to nake

a reasonabl e contract.

2. Eventual Judicial Specification of Duties My Be
I nconsistent with What a Party Intended
When one gets to the point of how the courts actually

fill gaps, then it becomes apparent that the courts my at

140 See W David Slawson, The New Meaning of Contract: The
Transformation of Contract Law by Standard Form 46 U. Pitt.
L. Rev. 21, 21-25 (1984). The author denonstrated that the
new neaning of contract 1is the parties’ reasonabl e
expectation from whatever sources they may derive. This
change is a logical response to the changing societal
conditions and particularly to the increased use of
standardi zed form
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times inpose provisions in a way that is inconsistent with

tradi tional notion of freedom of contract.

The noral force behind contract as prom se is autonony:
the parties are bound to their contract because they have
chosen to be. For this reason, freedom of contract has been
the central principle of contract law. Wth the devel opnent
of gap-filling rules, the content of a contract rests wth
not only the promses the parties have nade, but also the
external sources such as good faith, reasonableness, and
social justice. As a result, some “surprising” duties may be
I nposed on the parties. Realistically speaking those duties
may be inconsistent wth the actual intentions of the
parties. An enployer’s intention to sign an at-wll
enpl oynent contract may be that he can termnate his
enpl oyee at any tine. A buyer entering into a requirenents
contract may want to have free choice of the quantity
W t hout assum ng any duties. The devel oped gap-filling rules
limt those free choices, thereby circunscribe the freedom
of the parties in their contracts. The general understandi ng
Is that we have less freedom of contract than we had
bef ore. 4

Prof essor Fried suggested an explanation to this “less

freedoni situation. According to Professor Fried, “contracts

41 Mark Pettit, Jr., supra note 5, at 266.
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generally are a device for allocating risks.”* Wen the

parties to a contract |eave a gap in the contract, the court
shoul d apply the principle of sharing to fill the gap, that
is, allocate loss and gain based on reasonabl eness.*
Because the parties to the contract becone closer through
entering a contract relation, they have sone obligation to
share unexpected benefits and losses in the course of
performng the contract. Wen the actual intentions of the
parties are mssing, the courts respect the freedom of the
parties so far as possible by construing an allocation of
burden and benefits that reasonable persons would have nade
in this kind of transaction.

In this century or even earlier,™ the principle of
freedom of contract has experienced “quite revolution” in
response to the change in the societal conditions. Qur
society has experienced the dramatic transition from sinple
mar kets, characterized by face-to-face dealing and relative
stability, to conplex comerci al soci ety, | nper sonal
economni ¢ exchange, greater uncertainty, and mar ket

volatility. In the process of this transition, standard form

42 Charles Fried, Contract as Prom se, 59 (1982).

143 See Fried, supra note 142, at 70.

144 See id. at 73.

145 According to Professor Atiyah, the freedom of contract

began a sl ow decline after reaching an apogee in 1870. See
Patrick S. Atiyah, supra note 3, at 716.
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contracts beconme predomnant in nmany areas of trade and

commerce, |large nonopolistic conpanies energe, products
become nore and nore conplicated to ordinary consuners.
These factors conpletely changed the balance of power in
negoti ati ons. Based on the changed societal conditions,
people realized that the law, 1in granting freedom of
contract, did not guarantee that all the nenber of the
soci ety woul d be able to utilize it to the sane extent.*® On
the contrary, the [|aw, by protecting the unequal
distribution of property, does not prevent freedom of
contract from being a one-side privilege. For instance, by
guaranteeing that it will not interfere wwth the exercise of
power by contract, |aw has enable many an enterprise to
|l egislate by contract in a substantially authoritarian
manner. In this sense, the principle of freedom of contract
as a justification for allow ng one party to inpose whatever
terms it |likes, even when the other party was not reasonably

expected to read or understand those terns, is to apply the

nom nal “freedoni to what is essentially a license to
defraud or, at least to mslead. "Unlimted freedom of
contract, like unlimted freedom in other direction, does

not necessarily lead to public or individual welfare." |t

146 See Jay M Fei nman, Book Review Contract After the Fall:
the Law of Contract. By Hugh Collins. London: Widen Feld
and Nicolson, 39 Stan L. Rev. 1537, 1541-42 (1987).

¥ WI1Iliston, supra note 5.
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has been realized that contracting would be accorded the

protections associated with freedom only when the parties
engage in an honest effort to express what they both
reasonably expect. Therefore, law attenpts to protect the
weaker contracting party against abuses of freedom of
contract, for instance, by fixing mninmmwages and maxi mum
hours in enploynent, attenpting to outlaw discrimnation
against wunion nenbers and attenpting to give special
protection to the consuner. In this “silent revolution”,
fairness has increasingly been accepted as a major principle
of contract |aw *® Mreover, freedom of contract has never
been considered as an unlimted right to have whatever
content the parties want. Even in the past two hundred
years, in which the freedom of contract has been of ensuring
the wvoluntariness of the contract process while not
interfere what its outcone, the doctrine of fraud,

m srepresentation, duress, undue influence, and m stake have

148 See Larry A Dimatteo, The CISG and the Presunption of
Enforceability: Uni nt ended Cont r act ual Liability in
International Business Dealings, 22 Yale J. Int’l L. 111
148(1997). Sone scholars indicated that, as contract |aw
adopted fairness principle, it should beconme public |aw or
quasi-public law. See Zamr, supra note 73, at 1777,
D matteo, supra note 145, at 311:

Twentieth century contract law has exhibited a
willingness to inply reasonable terns not intended by the
parties. Contract |aw has becone, at |least partially, to
reflect what society believes is fair. The inportant
jurisprudential result is that contract has noved from the
domain of purely private law to a quasi-public law. The
reasonabl e person has becone its unel ected constabl e.
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frequently been used to police the fairness of transactions

bet ween parties.

Contract law is an evolution process and the rules and
principles of contract |aw have been changing in response to
the changing condition. As a part of our changing
civilization, |legal ©principles represent the prevailing
nores of the tines.™ |In the evolution process of the |aw,
the neaning of freedom of contract, of course, has been
changing in response to the changing societal situations. In
nodern tines, the principle of freedom of contract requires
the parties nmake a |awful and reasonable arrangenent while

they enjoy their freedom Meanwhile, the judicial process of

14 “I'L]aw does not consist of a series of unchangeable rules
or principles ... every systemof justice and of right is of
human devel oprment, and the necessary corollary is that no
known systemis eternal. In the long history of the |aw can
be observed the birth and death of |egal principles ... The
law is nmerely a part of our changing civilization. The
history of law is the history of man and of society. Lega
principles represent the prevailing nores of the tinmes, and
with the nores they nust necessarily be born, survive for
t he appoi nted season, and perish.” Corbin, Preface to W
Anson, Law of Contracts (A Corbin ed. 1919).
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recogni zing and developing “gap-filling rules” produces

rules that conformto prevailing conception of what is just,

reasonabl e and efficient in contractual relationship.
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