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Contracts, Holdup, and Legal Intervention
Steven Shavell”

1. Introduction

The object of this article is to develop the point that the problems associated with
contractual holdup may justify legal intervention in theory and to relate this conclusion to
legal intervention in practice, in the form of the voiding of certain contracts and the
cabining of price.

The term “contractual holdup” is employed here in a standard way; it refers to
situations in which a party to a new or existing contract accedes to a very
disadvantageous demand due to the party’s being in a circumstance of substantial need.*
In other words, contractual holdup arises in the realm of bilateral monopoly. Stock
examples of contractual holdup concern property owners who experience pressing
liquidity problems or who are even physically threatened (almost a literal holdup),
businesses with immediate requirements for specific goods or services, parties to
contracts who face the prospect of breach at critical junctures, individuals whose cars
break down and desire tows, and ships in distress.

The difficulties that contractual holdup engenders are ones of incentives and risk-
bearing and are reviewed in section 2. As is generally appreciated, the possibility of
holdup leads to a range of undesirable incentives: wasteful efforts to engage in holdup
(arranging a threat of violence, using a needlessly expensive construction method with
which others are unfamiliar in order to make a midstream threat of breach); inefficient
precautions to avoid holdup (purchasing a reserve engine for a ship even though rescue
would be likely and cheap to effect); dulled investment motives (reducing advertising of
a television because the show’s profits may be extorted by the cast in renegotiations).
Holdup prices may also represent a significant risk (suppose that a tugboat could obtain
an agreement for half the value of a vessel for towing it to safe harbor).

How the law can alleviate the undesirable consequences of contractual holdup is
addressed in section 3. One approach is for the law simply to void contracts or their
modifications, since that will remove the prospect of profit from holdup. This policy may
be desirable when the events that permit holdup to occur are engineered in some fashion
(the threat of violence, the needlessly expensive construction method), for these events
would not have been instigated if they would not have resulted in enforceable contracts.
When, however, situations of need are not engineered (mechanical problems cause a car
to break down, bad weather puts a ship in jeopardy), flat voiding of contracts is clearly
undesirable, since contracts for aid in situations of need (to tow a car or a ship) are often,
if not typically, socially beneficial. In these circumstances, the policy of controlling the

“ I wish to thank Oren Bar-Gill, Richard Craswell, Allen Ferrell, Louis Kaplow, A. Mitchell
Polinsky, and Joel Watson for comments, Tracy Dodds, Daniel Kelly, and Christopher Lee for research
assistance, and the John M. Olin Center for Law, Economics, and Business at Harvard Law School for
research support.

! The word “holdup” may first have been used in roughly this sense in the economics literature by
Goldberg (1976), p. 439; it has also been mentioned by legal academics, for example, by Corbin (1963),
1A, p. 105, in his treatise on contracts.
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contract price is preferable, as that policy can reduce the problems of holdup but still
allow contracts to be made. Administering a policy of price control, though, involves
costs and a potential difficulty: because the information of courts or regulators is likely to
be imperfect, the price that is employed could be mistakenly constraining and chill
desirable contracts (if the ceiling on the price for rescue at sea is too low, the task may
not be worth a salvor’s while). In view of these problems, it may be best for legal
intervention to be restricted in scope, limited to problems of holdup surpassing a
threshold of seriousness.

Both types of legal intervention in contracts and their modifications — voiding
without regard to price and control of price — are used by courts to counter problems of
pronounced holdup, as is described in section 4. Moreover, what is observed seems
consistent with economic logic in its broad qualitative aspects. In particular, voiding
regardless of price tends to be the legal policy when situations of need are engineered or
something close to that, and price-conditioned voiding tends to be the legal policy
otherwise. Under price-conditioned voiding, a contract is voided only if its price exceeds
a fair level; this is the primary way in which price control is effected by courts (although
sometimes the policy is implicit). The voiding of contracts under contract law is achieved
mainly through the doctrines of duress, bad faith, and unconscionability, and if a correct
price is substituted for a voided contract price, it is often as a result of the use of
restitutionary principles. Admiralty law doctrine also illustrates (in almost expressly
economic terms) the control of contract price in the face of serious holdup.

Not only do courts intervene in contracts to remedy substantial problems of
holdup, various price control regulations appear to serve the same objective, at least in
part. For instance, as section 4 notes, maximum price ordinances for car towing services
and requirements that hotels post undiscounted prices prevent holdup, among their
purposes, as did the historically important rule of laesio enormis, which generally limited
the magnitude of deviations from market prices during the Middle Ages. Regulation that
sets price rather than just places a ceiling on price also can prevent holdup. Two
examples that are discussed concern taxi rate regulation and emergency price regulation.
But such regulation has the problematic feature that it prevents variation of price due to
overall market forces.

A number of issues relating to the foregoing analysis of holdup and the law are
addressed in the concluding section 5. Among these is that legal intervention in fresh
contracts to prevent holdup may be interpreted as a response to the inability of parties to
have contracted at an earlier time, for had they done so, they would have agreed to
restrain problems of holdup. An example is mentioned in which something like ex ante
contracting to combat holdup does occur — members of the American Automobile
Association effectively contract in advance with towing services to obtain help in
emergencies.

Also considered is the extensive economic literature on contracting and holdup.?
This literature has focused on holdup in the context of modification of contracts rather
than fresh contracts and has generally presumed that the law routinely enforces

% See, for example, the textbook treatment of Bolton and Dewatripont (2005), chs. 11 and 12, Hart
(1995), chs. 1 and 2, Klein, Crawford, and Alchian (1978), the January, 1999, special issue on contracts of
the Review of Economic Studies, Williamson (1985), and other references cited in section 5.
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modifications (courts have been assumed to lack the information needed to intervene). In
regard to contractually-specified mechanisms that would govern renegotiation and might
function as a remedy for holdup problems, two points are observed: that such
mechanisms seemingly can be made legally enforceable; but that there is little evidence
that contracting parties actually do attempt to use mechanisms to control renegotiation.

The main contribution of this article to prior economic writing on holdup is that it
identifies the basic point that legal intervention in contracts to alleviate holdup problems
may be desirable in theory and that legal intervention occurs in practice in a way that
roughly comports with theory. In the law and economics literature, legal intervention in
contracts when holdup occurs has been examined by a number of writers,® but they do not
emphasize that it may make economic sense for the law to control price (rather than just
to void contracts).*

2. Contractual Holdup and the Problems it Creates

For purposes of discussion, it will be useful to list a number of examples of
holdup (others will be mentioned below).

E X x

() In Baker v. Morton, Baker was induced to sign over his land to another person
for free because of threats made by an organization known as the Omaha Claim Club,
operating in the then territory of Nebraska.” The tactics of the club included taking a
landowner who refused to sell his property to the Missouri River and, with a rope tied
around his neck, repeatedly dunking him until he complied.

(b) A construction company made a contract to build a factory for a manufacturer
and used a method which was more expensive than needed for the job and with which
other construction companies did not have experience. Half way through construction,
the company threatened breach unless the contract price was raised substantially, and the
manufacturer agreed.’

(c) On the afternoon of December 31%, a fairly large restaurant in a small town
found that its electricity had failed due to a wiring problem. Without electricity, the
restaurant would be unable to operate that evening, normally its most profitable of the
year. The single electrician in town demanded and received payment of $2,000 for the
one hour repair job, for which his normal rate would have been $80.

(d) In Beckwith v. Frisbie, Beckwith, a farmer, hired Frisbie, a canal boat owner,
to transport oats to New York during the winter.” It happened that Frisbie’s boat froze in
place in the canal and that the oats on board had to be stored to protect them, at a cost to

® See Aivazian, et al. (1984), Bar-Gill and Ben-Shahar (2004, 2005), Graham and Peirce (1989),
Johnston (1993), Muris (1981), Posner (1977), Trebilcock (1995), and notes 23, 24, 27, and 60 below.

* However, Craswell (1995), who examines holdup and enforcement of contracts from a non-
economic perspective, insightfully observes that a price-conditioned voiding policy may lead to the making
of contracts at fair rather than high prices.

®79 U.S. 150 (1870).

® This is a hypothetical example, as will be some others.

732 Vt. 559 (1859).
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Frisbie. Frisbie refused to release the oats unless he was paid more than initially agreed,
and more than was needed to compensate him for the cost of storing the oats. Beckwith
complied with Frisbie’s demand in order to recover and sell his oats, at a time when the
market price of oats was falling.

(e) In Magnolia Petroleum Co. v. National Oil Transport Co., a towboat came
upon a barge in a helpless and endangered position.® The towboat master obtained an
agreement to be paid $15,000 for a tow of about one day, under weather conditions that
were not dangerous, and when normal daily towage rates ranged from $500 to $600.

(f) In Alaska Packers’ Association v. Delmonico, the crew of a fishing vessel
demanded and obtained a contract modification under which their wage was doubled,
from $50 to $100 for the summer.® The fishermen had threatened to quit otherwise, and it
is said that it would have been impossible for them to be replaced because they were in a
remote location in Alaska and the salmon fishing season was short and about to begin.*

(9) James Gandolfini, star of the hit television series, The Sopranos, threatened to
stop filming new episodes unless his contract with HBO was renegotiated for a
significantly higher amount than the $400,000 per episode that he had been receiving.
HBO agreed to an increase, purportedly bringing Gandolfini’s per episode payment to
over $800,000."

*kk

At the outset, we should comment on how it is that holdup occurs, that is, on what
gives the threatening party, whom we will often call a “contractor,” bargaining power
over the other party, whom we will often call a “victim.”* This is a relatively
straightforward matter in regard to a fresh contract in a case like that of the electrician or
in a case of rescue like that in Magnolia Petroleum. In such cases, there is a great need
for a service or good that cannot readily be supplied by a party other than the contractor,
who can simply choose not to transact. In a situation like that of Baker v. Morton,
however, the threat is to injure the victim, which is a crime, so how is it that the threat

8286 F. 40 (5th Cir. 1923).
°117 F. 99 (9th Cir. 1902).

19 Although this paragraph summarizes the facts of the case as seen by the court and as regarded
by commentators, a recent article, Threedy (2000), offers another interpretation, suggesting that the crew
might have had valid complaints and that Alaska Packers would not have suffered much had the crew not
caught any salmon. Among other things, Alaska Packers might not have wanted to catch more salmon —
there was a surfeit of it; Alaska Packers could probably have purchased more salmon from Indians or from
other cannery owners; its main purpose in hiring a crew may have been to transport its canned salmon back
to San Francisco. | will, however, make the conventional assumptions about the case.

1 Gandolfini made his threat in early March, 2003, before the filming of the fifth season of The
Sopranos, and a reached a settlement later in the month with HBO. See CNN, “Soprano’s Kingpin Set for
Raise,” March 18, 2003, at www.cnn.com/2003/SHOWBIZ/TV/03/18/television.sopranos.reut and E-
Online, “’Sopranos’ back to Shady Business,” March 19, 2003, at
www.eonline.com/News/Items/0,1,11470,00.html.

12 This terminology will be employed even though a “victim” might not find himself in a situation
of need, or if he does, might not meet with a contractor, or if he does meet with a contractor, might not be
held up.
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may have credibility? In Baker v. Morton the apparent answer is that committing a crime
might well not have exposed the Omaha Claim Club to real penalty due to its power in
the Nebraska territory,™ and in other cases in which the threat is a crime or a tort, one
often finds a reason for believing that law enforcement would not have been likely.'* In
cases where modifications of contracts are at issue, a party threatening breach would, if
breach were committed, have to pay damages, and the usual measure of damages is the
expectation measure, making the victim whole. Hence, one might ask why, for example,
in Alaska Packers or The Sopranos cases, the threatened party agreed to a change in the
contract terms. One part of the answer may concern inability of the threatening party to
pay damages; it is doubtful that the crew of the fishing boat had much in assets and could
pay damages,™ and one wonders also if Gandolfini possessed holdings nearly sufficient
to pay HBO for its claimed losses from a breach, perhaps $100 million.* Closely related,
damages are sometimes difficult to calculate, and as judicially determined would be
significantly less than the victim’s loss from breach. Another part of the explanation may
be that the party threatening breach may make a counterclaim in order to inject
uncertainty into the ability of the victim of the threat to collect damages."’

Let us now discuss briefly the types of problem that contractual holdup can create.
The reader may want to bear in mind a simple model with the following characteristics.*®
Victims may find themselves in situations of need, that is, circumstances in which they
will suffer a loss unless given aid by a contractor. Various actions of the parties may
affect the probability of situations of need arising, the probability that a victim in a
situation of need will come into contact with a contractor, the cost of giving aid, and the
loss that the victim would suffer in the absence of aid. The cost of aid is presumed to be
less than the loss a victim in a situation of need would suffer, so that a victim and a

3 The opinion states on p. 150 that “The club made laws and promulgated decrees to suit its purposes,
and enforced their observance with revolvers, guns, bayonets, ropes, and other appliances.... The sheriff of the
county, secretary of the Territory, mayor of the city, and register and receiver of the land office, all held high
positions in the club.”

Y For example, in Barton v. Armstrong, 3 A.L.R. 355 (Privy Council 1973), Armstrong threatened
to kill a business associate unless he signed an agreement Armstrong wanted. Armstrong’s statements were
oral, sometimes veiled, sometimes made anonymously in late night telephone calls, and included the threat
to hire a hit man, such that Barton could reasonably believe that Armstrong might think he could get away
with murder.

15 The opinion states on p. 102 that “it is quite probable...that they [the crew] may have been
unable to respond in damages.”

16 See E-Online, “’Sopranos’ back to Shady Business,” March 19, 2003, at
www.eonline.com/News/Items/0,1,11470,00.html.

7 In Alaska Packers, the crew asserted that the nets on the fishing vessel were in poor repair
(which would compromise the ability of a crew member to earn incentive payments of two cents per
salmon caught). In The Sopranos matter, Gandolfini asserted that HBO had violated an element of
California labor law; see E-Online, “HBO Puts Hit on Gandolfini,” March 11, 2003, at
www.eonline.com/News/Items/0,1,11420,00.html.

'8 This model concerns fresh contracts and a formal version of it is set out below; a similar model
would apply to contract modification.
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contractor will have a reason to contract. At most one contractor will be available to
furnish aid to a victim — bilateral monopoly is assumed — and bargaining will result in the
contractor obtaining a positive fraction of the surplus from a contract. For concreteness,
the contractor’s fraction of the surplus may be supposed to be substantial, so that we will
refer to the contract price as a holdup price. The social objective is the minimization of
social costs: the sum of the costs of any efforts made prior to the occurrence of situations
of need, the costs of furnishing aid in situations of need, losses sustained in situations of
need, together with risk-bearing costs where parties are risk-averse.

One problem with holdup is that it can lead contractors to invest effort to create
situations of need. Clearly, any such effort is socially undesirable, because it is costly in
itself and can only increase subsequent social costs. But the promise of contractor profit
from the charging of holdup prices may lead contractors to make efforts to engineer
situations of need. This is obviously illustrated by the case of Baker v. Morton, since the
Omaha Claim Club invested energy in dragging Baker to the Missouri River to
demonstrate the reality of its threat and in other ways devoted resources to its extractive
activities. The phenomenon is also illustrated (in a probably empirically more relevant
way) by example (b), where the construction company decided to use an expensive
method not because it would yield a better outcome but rather because it would allow the
construction company to hold up the victim, since other construction companies would
lack the knowledge to complete the job using the method.

A second problem with holdup is that it can lead victims to expend excessive
effort toward reducing the likelihood of holdup or its consequences. The degree to which
victims will exert effort will depend on their desire to avoid paying the holdup price, for
that is the private cost to them of holdup. To the extent that this price exceeds the actual
cost of aid, victims will be led to spend too much from a social perspective protecting
themselves against holdup. Hllustrating this possibility of wasteful expenditure would be
Baker hiring armed guards to thwart the Omaha Claim Club, the restaurant in example (c)
spending on a backup electrical system or on its own electrician, or the barge in Magnolia
Petroleum outfitting itself with a spare engine.™

A third problem with holdup is that it can dilute victims’ incentives to invest in
their enterprises. If the holdup price is, as we have assumed, a significant fraction of the
surplus from aid in a situation of need, then holdup constitutes a form of tax on the fruits
of investment and dulls the incentive to invest. For instance, we might find that Baker
would not improve his property in Nebraska, say by putting up a barn, if the value of the
barn would be extracted from him in his transaction with the Omaha Claim Club (or if his
having the barn would make him a more likely target of the Club). Likewise, the ship
owner in Alaska Packers might decide not to install greater storage capacity for salmon if
the owner felt that that would only accentuate the demands of the crew were it to threaten
breach; or HBO might decide not to promote The Sopranos as much as would maximize
total profits because of the possibility of extraction of profits by Gandolfini and other cast
members.

A fourth issue relating to holdup is of a different character: contractors’ incentives
to search for victims in situations of need, and to make related investments, will be closer

19 The spare engine might not be socially justified if rescue by a tugboat would be fairly likely and
its cost would be modest (such as $500 to $600) compared to a holdup price (such as $15,000).
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to the desirable level the higher the price they obtain. For a tugboat’s incentives to engage
in search, or to purchase equipment to lower the cost of towing, to be optimal, the tugboat
would need to receive the full surplus from giving aid, not just a fraction of it. Hence,
high holdup prices have a socially beneficial aspect rather than a detrimental one.

A fifth consideration, however, is that holdup prices impose a form of risk on
victims. To the degree that victims are risk averse and that holdup prices are high in
relation to their assets, holdup results in risk-bearing losses.?’ Such risk-bearing losses are
important in a case like that of Baker v. Morton, since Baker was forced to give up his
property for nothing, and perhaps would also be in a case like Magnolia Petroleum if the
barge had been owned by a single individual

From the foregoing, one can see that holdup creates several types of incentive
problems and a possible problem of risk-bearing, but also has a possible desirable
incentive effect on contractor search and investment.

**k*

The issue of holdup will be considered formally only for new contracts for
simplicity, using two versions of the model described informally above. Assume that
victims and contractors might meet when victims are in situations of need and, for
convenience, that they are risk-neutral. If a victim in a situation of need meets a
contractor, the latter can furnish aid and save the victim from suffering harm at a cost less
than the harm; otherwise the victim will suffer harm. Let

p = probability that a victim finds himself in a situation of need,;

g = probability that a contractor meets with, and thus may contract with, a victim,

given that he is in a situation of need;

Cc = cost to a contractor of giving aid to a victim in a situation of need, thereby

preventing harm;

h = harm sustained by a victim in a situation of need if he is not given aid;

The probabilities p and g may be functions of the effort levels of victims and contractors,
as will be discussed below. The cost ¢ is assumed to be less than h, and c is assumed to be
the same for all contractors and h the same for all victims.

The social objective is to minimize total expected social costs, the costs of effort
(to be described), of aid, and of harm suffered.

If a contractor and victim in a situation of need meet, it is assumed that their
information is symmetric and that they make a contract in which the contractor obtains a
positive fraction of the surplus. Let

A = fraction of the surplus from a contract obtained by the contractor.

Since the surplus from a contract is (h — c¢), the contract price will be ¢ + A(h - c).

Contractors engineer situations of need. Here assume contractors can raise the
likelihood of situations of need and that victims can reduce it. Specifically, let

x = effort level of a victim;

y = effort level of a contractor;

2 |n strict logic, high holdup prices are also associated with risk-bearing for risk-averse
contractors, in the sense that they would prefer a certain profit equal to the expected profit they
probabilistically obtain from high holdup prices.

21 Although the problems of holdup just described are those on which this article will focus, there
are others. For example, the ability to engage in holdup may raise the cost of bargaining.
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and suppose that p = p(X, y), where px < 0, px > 0 when p is positive, where p, > 0, pyy <
0 when p is less than 1, and where p(x, 0) = 0. Assume also that x and y are chosen before
situations of need might arise.

The first-best level of social costs S is obtained by minimizing
(1) Sk y)=x+y+px ylac+(1-qg)h]
over x and y, since it is optimal for aid to be given whenever a contractor meets a victim.
This expression is obviously achieved at x* = 0 and y* = 0, in which case S(0, 0) = 0, for
p is 0 wheny is 0. (Here and below, * designates first-best levels of variables.)

The Nash equilibrium behavior of parties is described as follows. A victim
chooses x to minimize
(2 x+px ylac + Ath-c)) + (1 -aq)hl,
so, if x is positive, it satisfies
() 1=-pdx y)a(c+A(h-c)) +(1-a)h].

A contractor chooses y to maximize

@) px ylarth-c) -y,

so, if y is positive, it satisfies

(5) 1= py(x, arth-c)].

Assume for simplicity that the equilibrium, denoted (x(A), y(4)) is uniquely determined
by A. In general, not only is y(A) positive for A sufficiently high, but because of that, x(A)
is also positive, making S positive rather than 0.

Contractors search for victims in situations of need. Suppose now that contractor
effort raises the probability that they will locate victims in situations of need and that
victim effort again reduces the probability of situations of need.? Thus, assume that q =
q(y), where g {y) >0 and q “(y) < 0 when q is less than 1, and that p = p(x), where p (x) <
0 and p ”(x) > 0 when p is positive.

The first-best level of social costs is obtained by minimizing
(6) S(x,y) =x+y+p)ayc + (1-aq(y)h]
over x and y. Assuming that they are positive, the optimal values x* and y* satisfy
(7)  1=-pMlaly)c + (1 -ay)hl,

8 1= pXIay)h-c)].

Regarding the equilibrium behavior of parties, a victim selects x to minimize
9 x+p)ay)(c+Arh-c) + (1 -aly)hl,
so, if x is positive, it satisfies
(10) 1 = -pMIaly)(c+A(h-c))+ (1 -ay))h]=0.

Comparing this to (7), one can see that since bracketed term includes q(y)A(h —c), x is
socially excessive given y, and the more so the greater is A. A contractor chooses y to
maximize

(11) p()laly)A(h—-c)] -y,

so, if y is positive, it satisfies

(12) 1= p(X¥)a (y)A(h-c)].

Comparing this to (8), it is apparent that when A < 1, y is socially inadequate given x, and
the more so the lower is A. Again, denote the equilibrium values of x and y by x(A) and

y(A).

%2 This model is a version of that in Landes and Posner (1978).
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3. Legal Intervention to Remedy Contractual Holdup Problems: In Theory

Having discussed the problems generated by contractual holdup, let us now
examine how in principle legal intervention can alleviate these problems.?®

Consider first situations in which holdup is engineered by contractors, such as in
Baker v. Morton, the construction company example (b), and Beckwith v. Frisbie.
Because any effort devoted to creating situations of need is a social waste, it would be
best to eliminate the incentive to engage in such effort. That can be accomplished if the
court voids contracts in which positive effort was devoted to creating situations of need.
An effort to organize a threat to drown a person like Baker will not be made if any
resulting contract for sale of property would not be enforced; a company will not employ
uncalled for construction methods if a modification it obtains as a consequence would not
be enforced; and a transporter like Frisbie would not refuse to release oats if this could
not allow it to obtain an enforceable increase in price.** Implementing a voiding policy
when situations of need are engineered of course requires a court to be able to recognize
such situations.?

Now consider contexts in which holdup is not engineered by contractors, and in
which it is ordinarily desirable for contracts for aid to be made when contractors
encounter victims in need. Here, as explained in section 2, high prices create incentive
problems for victims and impose risk on them, but also create beneficial incentives for
contractors.

Thus, as a general matter there will be an optimal price, impounding some of the
contractual surplus, that will best resolve the problems of holdup and the potential
contractor incentive benefit of a high price. The magnitude of this optimal price, and how
much it exceeds the usual market price, will depend on the particulars of the context.
Consider the issue of provision of contractor incentives, which would raise the optimal
price. This would presumably be a significant factor for maritime rescue by professional
salvors, especially if conducted in dangerous conditions, since these rescuers need a
financial motive to search and invest in vessels and equipment. But it is not obvious that,
for instance, electricians need such incentives, for if a person needs an electrician, the
person can usually just contact him.?® Or consider risk aversion, which would call for a

%% The general point that legal intervention can remedy the incentive problems due to holdup is to
my knowledge first developed in perceptive articles by Muris (1981) and Aivazian, et al. (1984). They
focus on contract modifications (as opposed to fresh contracts) and do not analyze the main issue taken up
here: legal intervention in the form of flat voiding of contracts versus intervention based on price.

2 This observation, that individuals will not engineer situations in which they can engage in
contractual holdup if their contracts would be voided, has been mentioned before, for example by Bar-Gill
and Ben-Shahar (2005), sec. 1E, Craswell (1995), pp. 215-218, and Shavell (2004), p. 335.

%% One can imagine difficulties in determining if this were true. For instance, in example (b), the
construction company might be thought by the court to have had a legitimate economic reason to use the
expensive method, even though that is not true. If such informational problems are likely, the voiding
policy under discussion might be inferior to a price-conditioned voiding policy (to be discussed below).

% An electrician might, however, need an incentive to monitor phone calls on weekends or after
hours; and ships in distress could, if they had working radios and were not in imminent peril, solicit bids for
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lower price the stronger the victim’s aversion to risk and the greater the price in relation
to a victim’s wealth. Risk aversion might be quite relevant in regard to a rescue price
equal to half a fishing vessel’s value, where the vessel is the chief and only asset owned
by a fisherman, but risk aversion would not be relevant in regard to a $2,000 price paid
by a hotel that is part of a large, national chain of hotels.

Given the optimal price, legal intervention to control price and prevent it from
exceeding the optimal price may be desirable (ignoring for the moment the difficulties
and cost of legal intervention). Legal intervention can be undertaken by the courts, on the
basis of ex post consideration of contractual disputes. One way that this can be
accomplished is by judicial price control — by a court replacing a contract price that
exceeds the optimal price with a price equal to the optimal price, but otherwise enforcing
the contract. Another policy that is effectively equivalent is price-conditioned voiding of
contracts, under which, as was noted earlier, a court would void a contract if the price
exceeded the optimal price, but otherwise would enforce it. Once parties learn that this
policy is in place, they will not set a price exceeding the optimal price, since they will
know it would not be enforceable. Under both of these judicial policies, the price would
equal the optimal price if the unconstrained contract price would be larger than the
optimal price.”’

Legal intervention can also be of an ex ante nature, effected through regulation
that controls price. This form of intervention will generally be inferior to ex post, judicial
intervention (continuing to set aside considerations of cost) if the ex ante regulation of
price does not depend on the contractual environment in individual cases.”®

For the optimal price to be determined for the purposes of legal intervention, the
state must in principle take into account the various functional relationships that we have
discussed: that between contractor effort and the likelihood of finding a victim in a
situation of need; that between victim effort and the probability of a situation of need
arising; that between victim investment and the distribution of return. Additionally, the

help (as happened in The Elfrida, as will be noted below). Thus, the comparison between the electrician
and the salvor is not necessarily as clear as is suggested in the text.

% The point just discussed, that when holdup is not engineered, legal intervention that controls
price can alleviate the incentive and risk-bearing problems due to holdup, is, as has been stated, one of the
main contributions of this article. Graham and Peirce (1989) and Johnston (1993) also consider judicial
control of price, but in their analysis, price control has a different role from that here. Their models do not
focus on holdup-related ex ante incentives or risk-bearing but rather on asymmetric information between
the parties and the consequent possibility of failure to make ex post efficient agreements; price control in
their models reduces the problem of inefficient failure to modify contracts or of inefficient costly litigation.
Additionally, Bar-Gill and Ben-Shahar (2004) comment on the possibility that courts could control price in
their basic analysis, but price control has no holdup-connected advantage there; for it is optimal in their
basic model for all modifications to be enforced, regardless of the magnitude of the price, because neither
ex ante incentive effects nor risk are considered. (They briefly consider incentive and risk-bearing problems
in an extension of their basic model, but not the control of price to alleviate these problems.)

%8 Most examples of price regulation that will be noted in section 4 depend only on price, not on
the contractual situation. However, an example is mentioned of a tow truck rate regulation that applies only
in emergency circumstances, so this regulation does operate in a way that depends on the contractual
environment. Even so, this regulation does not function so as to reflect the array of characteristics of the
contractual context that courts would be likely to consider.
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state needs to know the harm that might be suffered by the victim in the absence of aid,
and the cost of giving aid.

The information of the state will, of course, be imperfect, meaning that practically
optimal intervention will have to reflect the social costs of mistake in setting prices. A
major cost of mistake in setting prices is discouragement of the making of desirable new
contracts. If the price ceiling turns out to be less than the cost of furnishing aid, then a
contract will not be made, even though the resulting harm to the victim could greatly
exceed the cost of aid. For example, if the price allowed for rescuing a ship in danger of
going aground were less than the actual cost to the salvor (suppose there was a risk to the
salvor, owing to high seas), the salvor would not perform the rescue and the ship might
be lost.

Similarly, mistakes in overseeing the terms of modifications of contracts may
result in undesirable breach. If the price increase permitted by courts for a firm seeking to
renegotiate a contract in the face of higher costs or unanticipated liquidity problems is not
sufficient, the firm might breach even though continuing with its performance would be
better.

To guard against such costly mistakes, resulting in failure to make desirable
contracts or in undesirable breach of existing contracts, optimal policy should feature
“generosity” in price setting and limits on whether there will be legal intervention.

Because the task that the state must perform in estimating the optimal price is of a
complex nature — depending as it does on contractual situations that are so various and on
an inference process using a wide range of very partial information — the task would be
hard to describe precisely ex ante.” If the state’s task is difficult to articulate in an
explicit manner in advance, it may not be beneficial for parties to make the effort in a
contract to write down what principles should govern possible contract modification.
Instead, the parties might be better off allowing the courts to intervene in modifications to
control price using what are here termed optimal methods, given the courts’ imperfect
information. Note that if the parties were able to say in advance how modification should
be governed, then the holdup-related rationale for judicial intervention in modifications
under discussion in this article would not be valid; for the parties would be able to guide
their contract modifications themselves.

A further point should be added, although simple. Namely, judicial intervention to
control price is expensive for the parties. This reinforces the conclusion that the optimal
policy will be a generous one as to price and one which constrains the amount of legal
intervention; for that will reduce the amount of litigation as well as ameliorate the
chilling of desirable contracts.

**k%k

Let us briefly consider legal intervention in contracts with regard to the two
models of fresh contracts discussed in the previous section.

Contractors engineer situations of need. In this case, we want to verify that if the
state voids contracts, the first-best outcome will result, that is, contractors will not exert

2 Consideration of just a few judicial opinions in cases involving the enforceability of contract
modifications would, | think, be sufficient to convince most readers that it would be realistically impossible
to set out a clear set of rules that could be followed essentially mechanically that would produce similar
decisions to the courts’.
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effort to engineer situations of need and victims will not exert effort to reduce the chance
of such situations. This conclusion is evident, since if contracts are voided, contractors
cannot make profit so will choose y = 0. Hence, p = 0, implying (see (2)) that x = 0.

Note that the state needs no information to implement the voiding policy that
results in the optimal outcome. This is be