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I. INTRODUCTION

When the public order is dysfunctional, a private order for en-
forcing contracts will develop. In the absence of courts, transactors
will seek ways to secure performance without recourse to legal sanc-
tions. Social and economic sanctions imposed on the party in breach,
whether by the aggrieved party or by the economic and social commu-
nity in which both parties operate, replace legal sanctions. These sanc-
tions sometimes arise within a private order functioning spontane-
ously, as when ongoing contractual relationships prevail between the
parties, or when a close-knit economic or social community exists in
which information concerning breaches of contract flows freely. In
other cases, sanctions will be enforced within an organized private or-
der, in which market intermediaries and trade associations enable in-
formation to flow and thereby provide transactors with the security es-
sential for entering contracts. John McMillan and Christopher
Woodruff have examined the characteristics of the private order that
emerges in response to a dysfunctional public order, and the private
order’s influence on transactors.! Their article relies mainly on em-
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1. See John McMillan & Christopher Woodruff, Private Order Under Dysfunctional
Public Order, 98 MICH. L. REV. 2421 (2000). Writers differ on the priority of public order
over private order. For the view that “the justification for centralized law {which is similar
to the “public order” terminology used in these comments] begins with the identification of a
failure in the incentive structure of social norms,” see Robert D. Cooter, Decentralized Law
for a Complex Economy: The Structural Approach to Adjudicating the New Law Merchant,
144 U. PA. L. REV. 1643, 1643-44 (1996); Robert D. Cooter, The Theory of Market Moderni-
zation of Law, 16 INT'L REV. L. & ECON. 141 (1996). For a preference of public order, see
Eric A. Posner, Law, Economics, and Inefficient Norms, 144 U. PA. L. REV. 1697 (1996).
For a critical comment on both Cooter and Posner, see Avery Katz, Taking Private Ordering
Seriously, 144 U. PA. L. REV. 1745 (1996). For a preference of private order over public or-
der because the latter produces legitimate and illegitimate rules, while the former generally
produces legitimate rules, see Jonathan R. Macey, Public and Private Ordering and the Pro-
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pirical studies conducted by the authors in Vietnam and in several
Eastern European countries. They start with the assertion that, for
various reasons, the public order is dysfunctional in these countries,
and legal sanctions enacted against the party in breach are therefore
ineffective. They examine how private order arises in response to this
purported deficiency, and analyze the interaction between public and
private orders when both function concurrently. This paper responds
to their work by focusing on some of the contours of the relationship
between public and private orders.

In the real world, one cannot draw a distinct line between coun-
tries where a public order operates and countries where a private one
obtains — both orders tend to function in every country, in varying
degrees. This occurs because, when enforcing contracts, no public or-
der is ever perfect to the point of making the private order redundant.
Indeed, the public order need not be at the brink of collapse in order
for a private order to materialize. A private order may emerge even
when the public order is only partially dysfunctional, or when dysfunc-
tionality is limited to specific types of transactions. The character of
the private order, its scope, and its components, are inextricably re-
lated to the reasons leading to the emergence of a private order in the
first place. Hence, a comprehensive theory about the emergence of a
private order, whether as replacement for or complement to public
order, needs to consider the various reasons for the dysfunctionality of
the public order, which resulted in the creation of the private order in
the first place.

In Part II, I suggest reasons for the dysfunctionality of the public
order, and show that dysfunctionality is usually partial. I then exam-
ine the relationship between the reasons for the dysfunctionality of the
public order and the characteristics of the private order emerging in
response; this may be considered a proposal for further empirical re-
search aiming to examine the nature of this relationship.

Since a private order always operates beside the public one, a
question arises concerning the interaction between them.? In Part III,
I examine how the content of the law operating within the public or-
der might affect the concurrent private order. The law operating
within the public order may support the private order, repress it, or, at
times, acknowledge its existence but endorse a neutral attitude toward
it. At the same time, the private order may also affect, through its
own mechanisms, the character and content of the public order. In the
course of discussing the interaction between the two orders, I also
consider whether, when the court awards damages for breach of con-

duction of Legitimate and Illegitimate Legal Rules, 82 CORNELL L. REV. 1123 (1997). The
classic, pioneering work that discusses the advantages of private order is ROBERT C.
ELLICKSON, ORDER WITHOUT LAW (1991).

2. See McMillan & Woodruff, supra note 1, at 2446-55.
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tract within the framework of the public order, it should deduct from it
the value of the sanction imposed by the private order on the party in
breach. I point out the advantages of such a deduction, particularly
the efficient incentives it provides to the contractual parties.

I touch briefly on the interaction between the public order and the
social networks functioning within the private order in Part IV. I at-
tempt to explain McMillan and Woodruff’s finding that social net-
works constitute a substitute for the public order in the sense that,
when the public order is stronger, reliance on social networks lessens.?
Part V provides a brief conclusion.

II. REASONS FOR A DYSFUNCTIONAL PUBLIC ORDER AND THE
RESPONSE OF THE PRIVATE ORDER

Parties will consider a public order ideal if the courts (and the en-
forcers of the courts’ decisions) enforce all contracts according to the
substantive law preferred by the parties without incurring costs of liti-
gation, with great speed and expertise, without bias, without mistakes,
and without the parties incurring damages through litigation pro-
ceedings.

No empirical studies seem required to determine that these condi-
tions are never actually present to a perfect degree. Hence, parties to
a contract will never view a public order as ideal, and potential trans-
actors will naturally seek ways of overcoming the failings of the public
order. Typically, their work takes place at two levels: to amend the
flaws of the public order directly, and to develop a private order acting
beside, or altogether replacing, the public order.

The reaction of potential transactors depends on the character of
the flaws affecting the public order and hindering its functioning.
These flaws may be “generalized” — that is, equally relevant to all po-
tential transactors, such as when all judges in a system are corrupt.
More frequently, however, at least in Western legal systems, flaws may
be deemed “partial” — that is, their harmful effects are context-bound
or industry-specific. Thus, in a given industry, such as the diamond in-
dustry, where transactors may be particularly sensitive to the public
exposure entailed by litigation, they may develop a private order to
avoid the need for litigation in the courts.* In contrast, in an industry
where the risk of exposure is lower (or nonexistent), transactors may
not be as reluctant to resort to the courts. Similarly, another industry,

3. Seeid. at 2451.

4. See Lisa Bernstein, Opting out of the Legal System: Extralegal Contractual Relations
in the Diamond Industry, 21 J. LEGAL STUD. 115, 134-35 (1992) [hereinafter Bernstein, The
Diamond Industry].
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such as the grain and feed industry,’ may find dissatisfaction with the
actual substantive law operating in the public order, and consequently
traders may seek an alternative system applying a different law. This
sense of dissatisfaction may not be shared by traders in another indus-
try, with different characteristics, who are comfortable with the sub-
stantive law applied by the courts.

In the following sections, I examine several typical flaws impairing
the functioning of the public order. These flaws fall under three ru-
brics: flaws relating to judges, flaws relating to court decisions, and
flaws relating to legal proceedings. The discussion will consider sev-
eral possible responses to these flaws within both the public and the
private orders. Note that several flaws may operate simultaneously,
either as “generalized,” or as “partial” flaws.

A. Flaws Relating to Judges

A potential and particularly serious reason for dysfunction in the
public order relates to the corruption of the judges, their biases, or
their lack of professionalism. In these cases, it may be assumed that
plaintiffs who believe they will profit from these flaws will use legal
proceedings, whereas those who fear they will lose because of these
flaws will not. Plaintiffs who cannot foresee whether they will benefit
or suffer from the corruption or the lack of professionalism may be de-
terred by the uncertainty and forego legal proceedings altogether.
Others may forsake recourse to the public order because they are out-
raged by the corruption of the system, regardless of whether or not it
works in their favor. Finally, since these disputes involve contracts, a
party fearing unfair treatment in legal proceedings may attempt, ab
initio, to preclude recourse to the public order.

A private order may develop in all these cases, as private actors at-
tempt to overcome the problems of a corrupt or unprofessional public
order. If the problem is limited to the judges’ lack of professionalism,
without necessarily entailing general corruption in the public order,
and provided that judgments are plausibly enforced, we may expect
institutions of arbitration to develop, staffed by professional (and
assumedly uncorrupt) arbitrators. As long as the public order pro-
vides a reasonable way of enforcing the arbitrators’ rulings, the prob-
lem of unprofessional judges might be solved.

If, however, corruption in the public order extends to enforcement,
arbitration alone will not suffice because its effectiveness depends on a
proper system of enforcement. A more extensive private order will
develop. Potential transactors will seek ways of implementing non-

5. See Lisa Bernstein, Merchant Law in a Merchant Court: Rethinking the Code’s Search
for Immanent Business Norms, 144 U. PA. L. REV. 1765 (1996) [hereinafter Bernstein, Im-
manent Business Norms).
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legal economic and social sanctions, which will replace legal sanctions
and which will be imposed by the aggrieved parties and by the com-
munity, either spontaneously or in organized fashion.®

B. Flaws Relating to Court Decisions

Enforcement of contracts by the public order may be impaired also
because of flaws relating to court decisions. Three types of flaws may
fall in this group: flaws resulting from information problems in the
courts; flaws due to the application of a substantive law that the par-
ties find unsatisfactory; and flaws due to courts’ refusal to enforce cer-
tain agreements.

1. Information Problems Impairing the Court’s Ability to
Enforce Contracts Effectively

Courts sometimes lack information required to rule on contractual
disputes, thus making it highly questionable whether their decisions
can properly reflect the parties’ rights and duties. For example, in the
diamond industry, as we learn from Lisa Bernstein’s study, it is ex-
tremely difficult for the seller to prove lost opportunities due to the
breach.” Consequently, courts ruling on this type of transaction award
low amounts of damages, resulting in undercompensated sellers and
underdeterred buyers. Sellers will therefore seek alternative forms of
protection, ex post and ex ante.

Several consequences may ensue when the functioning of the pub-
lic order is impaired due to information problems leading to under-
compensation. In the public order, we may expect improvements in
the courts’ handling of information problems. Courts awarding dam-
ages may become more accommodating when applying the certainty
of damages requirement,?® or may tend to award compensation for lost
chances more frequently,’ or may be more generous when the sum of
the damages is at the discretion of the court (for instance, when

6. See McMillan & Woodruff, supra note 1, at 2426-32.

7. See Bernstein, The Diamond Industry, supra note 4, at 136. Sometimes the secrecy
consideration will make sellers reluctant to disclose this information in the courts. See id. at
134-135. See also Omri Ben-Shahar & Lisa Bernstein, The Secrecy Interest in Contract Law,
109 YALE L.J. 1885 (2000) (arguing that secrecy interest deters aggrieved parties from suing
for breach of contract, leading to underdeterrence of parties in breach).

8. On the requirement of certainty and the courts’ tendency to relax it in certain cases,
see U.C.C. § 1-106 (1999); RESTATEMENT (SECOND) OF CONTRACTS § 352 (1981); E.
ALLAN FARNSWORTH, CONTRACTS 829-34 (3d ed. 1999); JAMES J. WHITE & ROBERT S.
SUMMERS, UNIFORM COMMERCIAL CODE 379-81 (4th ed. 1995).

9. See FARNSWORTH, supra note 8, at 834. The classic case in which an English court
awarded damages for lost chances to a winner in a preliminary round in a beauty contest is
Chaplin v. Hicks, 2 K.B. 786 (1911); see also Rombola v. Cosindas, 220 N.E.2d 919 (Mass.
1966).
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awarding damages for nonpecuniary losses or when deciding on the
validity of a liquidated damages clause).

Furthermore, we may expect parties potentially affected by prob-
lems of information to adopt measures to preempt them. Classic con-
tractual tools offer a relatively moderate measure, such as setting a
liquidated damages clause covering damages hard to prove in court.
Assuming courts will not insist on the aggrieved party proving actual
losses as a prerequisite for enforcing the liquidated damages clause,!
information problems relating to the magnitude of the losses — but
not to the existence of a breach — will be alleviated.

At times, however, this may prove insufficient. Parties facing
problems of proof may prefer to send their disputes to arbitrators who
are familiar with the relevant market and who remain unconstricted
by rigid rules of evidence.® We may also expect an expansion of
mechanisms used to gather relevant information (for arbitrators or
judges), such as prices and quality, the types of losses caused by
breach, the ability of the aggrieved party to cover or mitigate damages,
and so on. For instance, if diamond sellers have difficulty proving
losses incurred due to breaches of contract, information-gathering
mechanisms may provide the court or the arbitrator with statistical
data enabling them to award compensation for lost opportunities or
for lost chances.

The most far-fetched response to the information problem is the
development of a full private order imposing social or economic sanc-
tions by the relevant community. Information channels, some sponta-
neous and some organized (such as business networks or trade asso-
ciations), should emerge.”? Information channels created for enforcing
economic sanctions may also serve two additional purposes. First,
they allow transactors to locate suitable contractual parties.”® Second,
they supply information to arbitrators or courts. For example, a trade
association that gathers information necessary for the imposition of a
nonlegal sanction may, in the course of its work, acquire information
about prices, quality of products, trade usages, courses of performing
contracts, courses of mitigating damages, and types of losses entailed
by breach of contract. This information may be used by the court (or

10. See U.C.C. § 2-718(1) (1999); RESTATEMENT (SECOND) OF CONTRACTS § 356
(1981). Both sections direct courts to consider the reasonableness of the liquidated damages
clause in light of the anticipated or actual loss caused by the breach and the difficulties of
proving loss. The U.C.C. adds another consideration which is “the inconvenience or nonfea-
sibility of otherwise obtaining an adequate remedy.” U.C.C. § 2-718(1). Accordingly, courts
can use the anticipated damages and the difficulties of proof as the main considerations, and
ignore the exact amount of the actual loss, when proof is so problematic.

11. See David Charny, Nonlegal Sanctions in Commercial Relationships, 104 HARV. L.
REV. 373, 409-10 (1990} [hereinafter Charny, Nonlegal Sanctions).

12. See McMillan & Woodruff, supra note 1, at 2426-32.
13. This also holds true for social networks. See infra Part IV.
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the arbitrator) when dealing with the dispute before it. In this fashion,
mechanisms operating in the private order contribute to the strength-
ening of the public order. In the course of time, a more effective pub-
lic order may lessen the need for a private order. By using informa-
tion gathered under the private order, however, the public order
increases the overall benefits accruing from these private-order
mechanisms. In turn, these mechanisms may expand and reinforce the
private order. Hence, this is a dynamic process, with one order sup-
porting and strengthening the other but, at the same time, itself be-
coming stronger and decreasing the need for the other.

2.  The Parties’ Dissatisfaction with the Substantive
Law Applied in Court

Parties to a contract may seek alternatives outside the public order
because they find the substantive law applied in the courts unsatisfac-
tory. First, the parties may fear that the substantive values upheld by
the courts differ irreconcilably from their own. Thus, Orthodox Jews
may be suspicious of courts, knowing them to be guided by secular law
rather than by Jewish Law. Second, parties to a contract may fear that
the court will not enable them to realize their will as expressed in the
contract. Thus, traders in the grain and feed industry, who wish their
legal disputes to be decided strictly according to the express terms of
the contract, may fear that the court will permit course of perform-
ance, course of dealing, and usage of trade to trump express written
terms.” Third, the parties may not be satisfied with the remedies pro-
vided by the court. Fourth, parties to a contract may find that the law
applied by the court is ambiguous and uncertain, dominated by vague
standards instead of bright line rules, thus impairing their reliance and
planning ability."®

The parties’ reluctance to resort to the public order may be con-
fronted in two ways — either the courts or the parties will adapt.
First, the public order may try to improve its ways to make them ac-
ceptable to the parties. For example, if traders expect application of
the express terms of the contract, the court will refrain from imposing
norms of good faith and cooperation on their relationship. If the par-
ties do not expect the written contract to exhaustively delineate their
rights, the court will develop rules and doctrines intended to meet this
expectation. Thus, courts will develop rules of interpretation for ex-

14. See Bernstein, Immanent Business Norms, supra note 5, at 1787-815.

15. See Lisa Bernstein, Private Commercial Law in the Cotton Industry: Value Creation
Through Rules, Norms, and Institutions, 99 MiCH. L. REV. (forthcoming June 2001) {herein-
after Bernstein, The Cotton Industry] (arguing that the clarity of the rules applied by tribu-
nals operating in the cotton industry makes them more attractive to parties than courts ap-
plying the more vague legal rules of the U.C.C.).
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