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INTRODUCTION

In their recent article in The Yale Law Journal,! Professors Richard
R.W. Brooks and Alexander Stremitzer make the case for a liberal
allowance of rescission and restitution—an “off the contract” remedy that
allows a party to a contract to rescind following breach by a counterparty
and to receive back the contract price. This Essay argues that Brooks and
Stremitzer’s recommendations are based on an incomplete analysis of the
effects of rescission rights on the marketplace and are ultimately misplaced.

Brooks and Stremitzer argue that liberal rescission rights will lead to
two socially desirable effects: “Iirst, foreseeing the possibility of rescission
by counterparties, promisors will invest to enhance the quality of
performance . ... Second, promisors can also make rescission less desirable
for counterparties by reducing the price that they charge, implying a lower,
less attractive remedy in restitution.”? The threat of rescission can thus lead
to higher investments in quality and lower prices.

1. Richard R.W. Brooks & Alexander Stremitzer, Remedies On and Off Contract, 120 YALE
L.J. 690 (2011).

2. Id. at 693. The authors also use their results to offer a tentative explanation of the
endurance of off-contract remedies throughout history:

The fact that the alternative right to affirm or disaffirm following breach can
increase the value of contractual exchange has, we speculate, contributed to
the permanence and pervasiveness of the fundamental alternative to seek
remedies on and off the contract, an alternative found in the ancient laws of
Asia and Europe as well as in their modern successors.

Id. at 700. Insofar as this Essay casts doubt on Brooks and Stremitzer’s policy
recommendations, it equally casts doubt on their tentative historical explanations.
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This Essay challenges the second of these claims.3 Once we broaden
Brooks and Stremitzer’s analysis of a single buyer-seller relationship to
include multiple buyers, the effect of liberal rescission rights on price might
be the opposite of what they predict for two principal reasons. First,
promisors will not be incentivized to reduce their prices because lower prices
do not lead to a drop in the number of counterparties that opt for rescission.
This is because a drop in prices allows low-value buyers to enter the
market—an effect Brooks and Stremitzer critically neglect. These buyers
have a relatively high probability of opting for rescission, and their
entrance can therefore increase the overall number of returns that a seller
faces. Second, liberal rescission rights, because they serve a valuable
insurance function for the counterparty and are costly to the seller, might
actually lead to higher prices. I do not contend that liberal rescission rights
will never induce sellers to lower their prices but rather that, under many
circumstances, they will either have no effect on sellers’ incentives or may
actually induce sellers to raise their prices. Without any evidence as to the
likelihood of the differing effects on price, Brooks and Stremitzer cannot
enlist the price effect of rescission as an argument in favor of a regime that
provides for a more liberal allowance of rescission rights.

This Essay also shows that, even if we assume that Brooks and
Stremitzer are correct in arguing that sellers will be induced to lower prices,
the redistribution of contracting surplus from seller to buyer that Brooks
and Stremitzer predict will not result; the seller can simply recapture
surplus by requiring up-front payments from the buyer. Moreover, insofar
as rescission rights are worth more to low-value consumers, they effectively
allow the seller to offer the good in question more cheaply to these
consumers, much as a coupon would. And, like a coupon, this allows the

3. Here is a fuller statement of their argument for readers who are unfamiliar with the
article:

If the buyer rescinds the contract, he recovers the price but has to return the
good. He will therefore want to rescind whenever price exceeds his valuation
for the good. Hence, the attractiveness of rescission increases with price. Now
consider a legal system that allows the consumer to rescind the contract
whenever the good is defective. Then, if the consumer buys, for example, an
expensive suit but later changes his mind, he may be quite happy to find a
little flaw, which allows him to rescind the contract and to recover the price.
If, however, the suit were less expensive, he might decide to keep it.
Obviously, rescission followed by restitution often hurts the seller. She will
only be able to resell a used suit at a large discount, if at all. A profit-
maximizing seller might therefore lower the price in order to reduce the
probability of the buyer choosing rescission.

Id. at 715 (footnotes omitted).
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seller to price discriminate* and therefore to shift to herself some consumer
surplus. Again, this is the opposite result of what Brooks and Stremitzer
predict in their article.

I. RESCISSION RIGHTS AND THE SELLER’S INCENTIVE TO LOWER
PRICES

Before critiquing Brooks and Stremitzer’s argument, this Part briefly
lays out its mechanics. To be maximally charitable to their argument, I
take as given the simplified legal framework they adopt, which includes
only the right to rescission and the right to expectation damages and does
not consider other relevant aspects of American contract law like the degree
of perfection required in the tender¢ or the seller’s right to cure.”

The right to rescission and restitution allows a consumer to cancel a
contract following breach by a seller and to receive back the contract price.
A consumer will opt for rescission and restitution only when the contract is
a losing one—that is, where the price exceeds the value of performance to
the consumer. Adding some friction to the picture, rescission only will be
attractive where the costs of opting for rescission are less than the loss that
otherwise would be incurred by affirming the contract. If a suit is priced at
$500, for example, and the value to the consumer turns out to be only $450,
he will return the suit so long as the cost of doing so (in terms of time,
hassle, transportation, etc.) is less than $50. Return can be very costly to

4. See Chakravarthi Narasimhan, 4 Price Discrimination Theory of Coupons, 3 MARKETING
Scr. 128 (1984).

5. See Brooks & Stremitzer, supra note 1, at 714-15.

6. See generally George L. Priest, Breach and Remedy for the Tender of Nonconforming Goods
Under the Uniform Commercial Code: An Economic Approach, 91 HARV. L. REV. 960
(1978) (discussing the nonperforming tender provisions of the Uniform Commercial Code

(UCQ)).
7. The right to cure is defined in the UCC as follows:

(1) Where any tender or delivery by the seller is rejected because non-
conforming and the time for performance has not yet expired, the seller may
seasonably notify the buyer of his intention to cure and may then within the
contract time make a conforming delivery.

(2) Where the buyer rejects a non-conforming tender which the seller had
reasonable grounds to believe would be acceptable with or without money
allowance the seller may if he seasonably notifies the buyer have a further
reasonable time to substitute a conforming tender.

U.C.C. § 2-508 (2004). One might legitimately wonder whether the right to cure weakens
Brooks and Stremitzer’s assumptions that large losses are incurred in cases where the
buyer opts for rescission. See Brooks & Stremitzer, supra note 1, at 715.
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the seller because she may be able to resell the suit only at a large discount,
if at all (assuming, as Brooks and Stremitzer do, that the seller and buyer
will not bargain to a different price).? “By lowering the price,” Brooks and
Stremitzer argue, “the seller can reduce the likelihood that the buyer will
want to rescind the contract.”

If we broaden the analysis to include multiple buyers, the effect they
predict holds for some buyers. To illustrate, imagine that a suit is priced at
$500 and turns out to be worth $100 less than the consumer anticipated
because of a defect in quality. If the cost of return is $50, all those
consumers who valued the suit between $500 and $550 ex ante and between
$400 and $450 ex post will return the suit. These returns are costly to the
seller. But if the seller lowers the price to $450, then the value anticipated
and attained by all of these consumers increases by $50 and none of them
opt to return.!® That these consumers no longer opt for rescission saves the
seller the considerable cost of reselling the used goods at a reduced price. In
Figure 1 below, the curve D represents the demand for the good (i.e., the
value placed on it by consumers), and the curve D’ represents the demand
for the good if consumers were aware of the defect before purchase (i.e., the
value placed on it by consumers after the flaw has been discovered).

8. Brooks & Stremitzer, supra note 1, at 715. This assumption is reasonable because many
sellers, especially retailers, effectively commit not to lower their prices by not allowing
their employees the discretion to alter point-of-sale prices. See Alan Schwartz, Price
Discrimination with Contract Terms: The Lost-Volume Problem, 12 AM. L. & Econ. REV.
394, 403-04 (2010). And in any case, the assumption is necessary if the social benefit
associated with lower prices posited by the article is to obtain, as Stremitzer has
demonstrated elsewhere. See Alexander Stremitzer, Opportunistic Termination, 28 J.L.
EcoN. & ORG. (forthcoming 2012), available at http://jleo.oxfordjournals.org/content/
early/2010/05/21/jleo.ewq004.full. pdf.

9. Brooks & Stremitzer, supra note 1, at 699.

10. For simplicity, I assume that the defect is a material breach and that therefore the
consumer has the right to rescind.
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Figure 1.
BROOKS & STREMITZER’S EFFECT
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With the $50 drop in price, the consumer will now choose rescission only if
his ex post valuation of the suit (D’) does not fall below $400. This is
because a consumer receives $400 by returning the suit (the $450 contract
price less the $50 cost of return). Previously, the consumer would have
returned wherever D’ was below $450. By lowering the price, the seller thus
prevents a number of consumers (X) from returning the suits. This, Brooks
and Stremitzer argue, can induce the seller to lower her prices, which is
socially desirable because it leads to redistribution in favor of the buyer and
can curb the seller’s monopoly power where this power exists.!!

However, the overall effect on the number of returns is not so clear.
What Brooks and Stremitzer critically omit in their analysis is the entry of
new buyers after the price drop. Lowering the price to $450 means that the
group of people who value the suit anywhere between $450 and $500 will
now buy it. These consumers derive the least surplus from purchasing the
suit and are most likely therefore to return it. In fact, given a $50 return
cost, all of these new consumers will choose to return the suit upon finding
that it is worth $100 less than they anticipated. So there is in effect a
substitution, and not a diminishment, of consumers who rescind. And
although the frequency with which buyers choose to rescind may be lowered

1. Brooks & Stremitzer, supra note 1, at 699.
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because there are now a larger number of overall buyers, there is little
reason to think that the seller would be concerned with frequency. Instead,
she will calculate the aggregate costs of rescission, which remain constant.
The substitution of rescinding customers can be seen in Figure 2 below:

Figure 2.
THE SUBSTITUTION EFFECT
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Although the group of consumers who value the suit between $500 and $550
ex ante (X) will no longer return the suit after the seller lowers the price, the
group of consumers who value the suit between $450 and $500 ex ante (Y)
will now buy and return the suit. Recall that all those consumers whose ex
post value (D’) is less than $400 will return the suit. At the original price of
$500, those consumers represented by the region X are in an identical
position with respect to the decision to seek restitution as are those
consumers represented by the region Y at the new price of $450. Contrary
to Brooks and Stremitzer’s claim, the seller will therefore not be induced to
lower prices by reason of discouraging rescission.

With a concave up demand curve, which is a more accurate
representation of demand for a normal good like suits,!? Brooks and
Stremitzer’s argument is even more problematic, as a drop in price results in

12.  ANDREW SCHOTTER, MICROECONOMICS: A MODERN APPROACH 71 (2009).
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an increase in the aggregate number of customers who return the suit.13 As
can be seen from Figure 3 below, after a drop in price the number of
customers no longer rescinding (X) is less than the number of new entrants
who will choose to rescind (Y):

Figure 3.
CONCAVE UP DEMAND CURVE
P
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Under these circumstances, liberal rescission rights would induce the seller
to increase prices, all else being equal. This, of course, is the opposite of the
incentive predicted by Brooks and Stremitzer.

One might argue in response that certain assumptions about the
distribution of consumer valuations underlie both of the above examples
and that under other circumstances a reduction in contract price would
lower the number of rescinding consumers.'* But I do not mean to argue
that this reduction can never occur. I mean to show only that, under some

13.  Geometrically, if a curve is downward sloping and concave up—i.e., if its first derivative
is negative and its second derivative is positive—then subsequent drops on the Y-axis
(price) will produce increasingly large movements on the X-axis (quantity).

14. Stremitzer elsewhere considers the case of a buyer whose valuation is a continuous
distribution function, and shows that, for some distributions, it is possible that the seller’s
payoff will not increase with price and that she will therefore have an incentive to lower
her price in these instances. Stremitzer, supra note 8 (manuscript at 22-24).

75



THE YALE LAW JOURNAL ONLINE 121:69 2011

common distributional assumptions, the reduction does not occur, or that a
drop in contract price may actually lead to an increase in the number of
rescinding consumers. Therefore, without any evidence as to the likely
distribution of consumer values and the corresponding incentives for sellers,
we must remain agnostic as to the desirability of rescission rights by reason
of their effect on price.

A further problem with Brooks and Stremitzer’s argument, as expanded
to consider multiple buyers, is that reducing the contract price creates
inframarginal effects that are costly for the seller.!> If the seller lowers the
price of a suit from $500 to $450, she will lose $50 on every suit that she
sells where the buyer does not seek rescission. Thus, even if we take as given
Brooks and Stremitzer’s claim that reducing contract price will reduce the
likelihood of rescission, it does not follow that the seller will have an
incentive to lower price. Rather, the amount saved by reducing the
frequency of rescission must outweigh these inframarginal costs in order for
the seller to be induced to lower price.10

Il. SOME COMPLICATIONS OF THE EFFECT ON PRICE

For simplicity, the foregoing argument made two assumptions: (1) there
is a defect in all of the suits sold such that the consumer’s ex ante
anticipated valuation is always lower than his ex post actual valuation, and
(2) the drop in value to the consumer that results from a defect is
independent of the consumer’s ex ante valuation. Abandoning the first of
these assumptions tends to show that a drop in price will increase the
number of consumers opting for return, and abandoning the second tends to
show the opposite.

In the real world, not all of the suits sold would have an identical defect.
Instead, there would be some probability of a defect that lowers the value
to the consumer and also some probability that the suit will be worth more

15.  “Inframarginal effects” refers to the economic impact from lowering the price for those
consumers whose decision about whether or not to rescind is not affected by the price
change.

16. It is also important to note that the savings at issue here depend on the probability that
the good in question will be defective and therefore on the seller’s investment in quality.
If goods are rarely or never defective, then the seller has little incentive to lower price in
order to make rescission a less attractive option, as that option will rarely or never be
available to the consumer. Investments that the seller makes in quality thus not only
reduce the probability of rescission (this is the second strand of Brooks and Stremitzer’s
argument), but they also reduce the likelihood that sellers would lower prices so as to
diminish the costliness of rescission. The two strands of Brooks and Stremitzer’s
argument are thus in some tension with one another.
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than the consumer’s anticipated valuation (e.g., because the consumer
comes to like the fit better, or because many wedding invitations were
accepted after the purchase). The consumer’s ex post valuation would thus
be some distribution of values with corresponding probabilities and the ex
ante demand curve can be seen as a weighted mean. However, as discussed
in Part I, this complication has no effect on the substitution of rescinding
consumers, because the new consumers are in the same position as the old,
whether their ex post values are probabilistic or not. We can illustrate this
graphically:

Figure 4.
THE PROBABILISTIC MODEL
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Because the probability of return does not depend on the absolute price of
the suit, but rather on the price relative to a consumer’s ex ante valuation,
the consumers represented by the shaded triangles have identical
probabilities of return. The only difference between the two situations,
then, is the group of consumers shown after the price drop (Z). Assuming
that those consumers have some nonzero probability of returning the good,
there will be a greater number of returns after the price drop. All else being
equal, this adds an incentive for sellers to raise, rather than to lower, their
prices.

The argument in Part I also assumed that the difference between the ex
ante and ex post value to the consumer was independent of the consumer’s
ex ante valuation (in my example, it was always a flat $100). There might
be reason to think, however, that this difference would be a percentage of
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(or some other function positively correlated with) the ex ante value rather
than a flat number in certain cases.!” If, for instance, the consumer
discovers a flaw in the suit, one might think that he is likely to discount the
value of the suit by a greater amount the more he values the suit. Thus, the
flaw might lower the value by 10 percent: $100 for the consumer who
valued the suit at $1000 and $50 for the one who valued it at $500. After all,
a flat $100 drop would not be possible for the consumer who values the suit
at less than $100. If we assume that the drop between ex ante and ex post
value to the consumer decreases as the consumer’s utility gained from the
product decreases, the valuations for the product can be depicted as follows:

Figure 5.
VARIABLE DROP IN VALUE
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Thus, the new buyers who enter because of the price drop have a smaller
gap between their ex ante and ex post values than those who would have
bought the suit prior to the price drop. In other words, these new buyers

17.  The likelihood of this would depend not only on the type of good but also on the cause of
the drop in the value of the good to the consumer. For instance, an “exogenous shock”—
one having nothing to do with the good itself, such as the loss of one’s job—might be
independent of ex ante valuations. See, e.g., Schwartz, supra note 8, at 399 (using a
magnitude for exogenous shock that is independent of ex ante valuation).
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care less about the flaw in the good and are correspondingly less likely to
opt for rescission and restitution. As depicted in the graph, the buyers who
would have rescinded before the drop in price (X) are more numerous than
those who will rescind after the price drop (Y). Therefore, a price drop
marginally decreases the number of rescinding consumers under the
assumptions here. This decrease, however, may be outweighed by the
increase in the number of rescissions that occurs if we assume a concave up
demand curve or probabilistic ex post values, as shown above, or by the
inframarginal effects of a drop in price.

The more general lesson to be drawn here is that the effect of rescission
rights on price becomes much richer and more complex once we broaden the
analysis beyond Brooks and Stremitzer’s single buyer-seller relationship.

III.RESCISSION RIGHTS AND THE BROADER MARKET

We have seen that there is good reason to doubt that lowering prices
will lead to a decrease in the number of rescinding consumers. If we set aside
the effect of price on the probability of rescission and therefore also the
incentives of a seller to raise or lower prices to affect this probability, there
are independent reasons to think that a liberal provision of these rights will
actually increase the cost of goods. Again, an analysis of these effects
requires moving from the single buyer-seller context to a consideration of
the effect of rescission rights on the market as a whole. Once this
perspective is adopted, we see that rescission rights provide a valuable
insurance function for consumers and increase the seller’s marginal costs,
both of which will tend to raise the price for the good in question.!d This
Part also demonstrates that the redistribution from seller to buyer posited
by Brooks and Stremitzer—insofar as it actually occurs—will be skewed in
favor of those consumers who derive the least surplus from purchase, which
effectively allows the seller to price discriminate.

The right to receive back the price paid for an item effectively caps the
potential loss on the purchase at the transaction costs of the return.
Wherever the loss to the consumer is greater than the cost of return, he will
simply return the good and incur this cost. To take the example above, the
consumer who values the suit at exactly $500 would have lost $100 on the
contract but for the rescission right. With the rescission right, the consumer

18. It is important to note, however, that the redistributive effects from seller to buyer that
Brooks and Stremitzer posit are not necessarily absent simply because there is an
increase in price. This is because the value of the insurance to the buyer might be worth
considerably more than this increase in price.
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returns the good and incurs only the $50 cost of return. This cap on the
downside can be seen as a kind of insurance and is, of course, worth
something to consumers. Just as consumers are willing to pay a higher price
for goods that are more easily returnable,'® they will be willing to pay a
higher price for goods where rescission rights are more liberal. So liberal
rescission rights push the demand curve outward.

This increase, however, is not uniform for all consumers. Rescission
rights that give the consumer back the contract price are worth more to
those consumers who value the product least because it is these consumers
who are most likely to make use of the rights.20 If, for instance, the value of
a suit to a consumer is $1000 and its price is only $500, it is much less likely
that a defect in quality will lead this consumer to opt for rescission than it
would be for the consumer who values the suit at only $600. It may be
useful, therefore, to think of the right to rescission as an option that is much
further out of the money (and therefore less valuable) to the high-value
consumer than it is to the low-value one.2! The redistribution effects that
Brooks and Stremitzer posit would therefore not be simply from seller to
buyer but also would favor low-value rather than high-value consumers.
High-value users would effectively subsidize the provision of these rights to
low-value consumers.

Moreover, because rescission rights are worth more to low-value
consumers, rescission rights effectively allow the seller to offer the good in

19. See, e.g., Charles W. Smithson & Christopher R. Thomas, Measuring the Cost to
Consumers of Product Defects: The Value of “Lemon Insurance,” 32 J.L. & ECON. 485
(1988) (measuring the value to consumers of Chrysler’s thirty-day guaranteed return
policy). Admittedly, the effect of a guaranteed return on price might also be the result of
a signaling character of such guarantees. That is, consumers not only value the
guarantee in and of itself, but they also may take it to be a signal of a product’s superior
reliability. This is reasonable because reliability is correlated negatively with the costs of
warranty coverage. See Sanford J. Grossman, The Informational Role of Warranties and
Private Disclosure About Product Quality, 24 J.L. & EcoN. 461, 470-77 (1981). But see
George L. Priest, A Theory of the Consumer Product Warranty, 90 YALE L.J. 1297 (1981)
(critiquing the informational-function model and proposing a theory of warranty based
on the production and preservation of product quality).

20. In this sense, the right of rescission and restitution is the opposite of replacement or
repair warranty rights, which are valued most highly by those customers who value the
product most.

21.  An option is “out of the money” if it has no intrinsic value because the price at which it
allows the holder to buy or sell a security is higher or lower, respectively, than the
market price. Essentially this means that it is not profitable to exercise the right that
the option gives you. Thus, if you held a call option to buy shares in a company trading
at $100, this option would be further out of the money if it allowed you to buy shares at
$120 rather than at $110. The option would be “in the money” only if it allowed you to
buy shares at less than the market price of $100.
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question more cheaply to these consumers. This price discrimination allows
the seller to shift to herself some consumer surplus.22 Again, this is the
opposite result of the redistribution in favor of the buyer that Brooks and
Stremitzer predict.2? Rescission rights therefore function much as a coupon
does, providing a discount to low-value consumers and allowing sellers
thereby to discriminate.2*

On the supply side, the seller’s marginal costs increase with the
increasing liberality of rescission rights and the corresponding increase in
the number of returns.?> Liberal rescission rights also can be expected to
lead to more aggressive use and experimentation on the part of consumers,
who are emboldened by the insurance that these rights provide.2¢ The seller
will anticipate these increased costs and gross up the price charged. The
effect of liberal rescission rights on both demand and supply thus can be
depicted as follows:

22. Price discrimination also can increase the quantity of goods produced, allow for the
provision of goods to more customers, and increase overall economic welfare. See N.
GREGORY MANKIW, PRINCIPLES OF EcoNoMICS 327-28 (5th ed. 2008).

23.  See Brooks & Stremitzer, supra note 1, at 709, 714-15.

24. See Narasimhan, supra note 4, at 128. One might argue in response that, if rescission
rights allow some sellers to price discriminate in this way, then these sellers would offer
rescission rights on their own (i.e., without being forced by the legal regime to do so),
and therefore no harm is done by moving to a regime of more liberal rescission rights as
Brooks and Stremitzer suggest. But rescission rights, because of the inframarginal
effects and the increase in numbers of returns discussed supra, may not be worthwhile to
the seller even if they allow her to price discriminate.

25.  Unlike the effect of price on the number of returns, the effect of increasing the liberality
of rescission rights unambiguously would result in an increase in the number of returns.

26. See Priest, supra note 19, at 1307-13 (discussing the effect of seller-provided insurance on
the incentive for consumers to make “allocative investments” so as to extend a product’s
useful life and not to expose defects). Rescission rights differ from ordinary repair and
replacement warranties in that they can be exercised only if a product is found to be
materially defective. Nonetheless, experimentation might lead to exposure of a product
defect, and insofar as liberal rescission rights insure against such an occurrence,
consumers can be expected to use products more aggressively. Priest notes correctly that
“there is no meaningful way to consider a product defect independently of a consumer’s
allocative investments.” Id. at 1312.
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Figure 6.
VALUE AND COST OF RESCISSION RIGHTS
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The price charged under a regime of liberal rescission rights (P2) is thus
higher than that charged under a regime of more constrained rescission
rights (PI). These broader effects further demonstrate that Brooks and
Stremitzer’s conclusion regarding lower prices under a regime of liberal
rescission may be unfounded.

IV. THE REDISTRIBUTION EFFECT

Even if we assume that Brooks and Stremitzer are correct in arguing
that liberal rescission rights will induce sellers to lower their prices, it is not
the case that this leads to a “redistribution effect,”?7? shifting surplus from
the seller to the buyer.

Brooks and Stremitzer argue that the seller cannot take back the surplus
that shifts to the buyer as a result of the drop in price. Price is the usual
tool for adjusting the distribution of surplus among parties, and in this case
the seller is not free to raise the contract price because raising the price

27. Brooks & Stremitzer, supra note 1, at 709.
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increases the probability of rescission (again, taking Brooks and
Stremitzer’s claims about the seller’s incentive to lower price as given).28
But what Brooks and Stremitzer overlook is that the seller could simply
charge a nonrefundable deposit to “recapture” the surplus that shifts to the
buyer as a result of a drop in price. The inability to directly adjust the
distribution of contracting surplus through the contract price thus does not
limit in any way the seller with market power from charging the buyer for a
more expansive right of rescission.

Brooks and Stremitzer’s neglect of this possibility is especially striking
in light of the fact that they encounter the same issue when explaining how
price can be used as a lever to adjust quality investment incentives under
their rescission scheme: “When price acts as a lever to adjust incentives,
however, it is not available as a tool to distribute the surplus among the
parties. To achieve the distribution of surplus that reflects the parties’
respective bargaining powers, the parties therefore have to rely on up-front
payments.”2® In precisely the same way, the seller could use up-front
payments to make the buyer pay for the expansion of his rescission rights
and to recapture the surplus that otherwise would shift to the buyer
because of the drop in the contract price. The result is no redistribution
effect even if we take as given the seller’s incentive to lower prices.

V. CONCLUSION

Once we broaden the analysis beyond a single buyer-seller relationship,
the effect of liberal rescission rights on price becomes ambiguous.3 At the

28. “It is important to understand,” they argue, “that the seller is not able to adjust the
contract price in order to make the consumers pay the bill for the expansion of their

rights.” Id. at 715.
29. Id. at 712.

30. For the reader who is wondering at this point whether Brooks and Stremitzer’s
argument for liberal rescission rights can stand on the second of their reasons alone (the
seller’s incentive to invest in greater quality), I offer the following abbreviated critique.

Brooks and Stremitzer argue that the seller rationally will underinvest relative to
the socially optimal level because she does not recoup investments above the warranted
quality threshold. Id. at 704-06. “Underinvestment” from a societal perspective means
that additional investments by the seller would create surplus—i.e., more gain for the
buyer than cost for the seller. Therefore, Brooks and Stremitzer must be assuming that,
because of informational or bargaining friction, the parties are not able to come to what
would otherwise be a surplus-producing agreement to increase the warranted quality to
the optimal level. While this assumption might well be realistic, the problem for Brooks
and Stremitzer’s argument is that, under this assumption, neither technique purported
to encourage quality—the so-called Cadillac contract and Brooks and Stremitzer’s
rescission scheme—will work.
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very least, Brooks and Stremitzer’s claim that a reduction in price will
contribute to “considerably reduc[ing] the frequency with which the buyer
chooses rescission”! must be qualified. Although they are careful to note
only that a seller may be induced to lower her price under a regime of liberal
rescission rights, it equally is worth noting that a seller may be induced to
do just the opposite. As this Essay has argued, under some very basic
distributional assumptions, lower prices would lead to an equal or greater
number of consumers who choose to rescind, thus implying an incentive to
raise, and not to lower, prices. Moreover, even if we assume that Brooks and
Stremitzer are correct in arguing that sellers will be induced to lower prices,
no redistribution effect would result because the seller could recapture
surplus by requiring up-front payments from the buyer.

The Cadillac contract is a contract that warrants the highest possible quality level.
Id. at 707. With such a contract, Brooks and Stremitzer argue, the seller has an
incentive to invest in the optimal quality level because she recoups all investments in
quality (i.e., the seller invests to this level because benefits to the buyer lower the
amount the seller pays in expectation damages dollar for dollar). But in order to invest
to the optimal level, the seller must know both the cost of incremental investment and
the benefit to the buyer. It is even less realistic to think that the seller will know the
buyer’s benefit from increased investment. And if it is the buyer who communicates this
information to the seller, then the two could simply bargain to the optimal warranted
quality level (the efficient, surplus-maximizing outcome) that Brooks and Stremitzer
implicitly rule out.

Turning to Brooks and Stremitzer’s rescission scheme, I grant them the ability to
create incentives for the seller to invest to any quality level by adjusting the contract
price. See id. at 710. But Brooks and Stremitzer never consider how it is that the parties
will know where to set the price so as to achieve this optimal quality level. Setting such a
price would seem to require a knowledge not only of the incremental costs to the seller
and gains to the buyer from investment but also of the exact relationship between
increases in investment and the probability of rescission (because the seller invests up
until the point where the incremental cost equals the incremental benefit gained from
lowering the cost of rescission). But if this information were available to the parties, then
they would simply bargain to the efficient outcome as above, and it would not be true
that sellers rationally underinvest—a foundational premise of Brooks and Stremitzer’s
article.

Brooks and Stremitzer’s argument concerning quality must therefore both reject
and accept these informational assumptions. For this reason, the argument is internally
contradictory and does not succeed. Although the quality claim is not the subject of this
Essay, this internal contradiction suggests that the claim offers no better support for
their overall argument in favor of more liberal rescission rights than do their claims
concerning price.

3. Id. at 716.
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Certainly, the observation that under some circumstances rescission can
induce a seller to lower her price is remarkable and valuable,?2 but until the
likelthood of these circumstances is established, we should remain agnostic
on the question of whether liberal rescission rights are desirable for this
reason. Brooks and Stremitzer, however, go beyond this point to argue for a
policy change favoring liberal rescission rights. Before this move can be
made, much more has to be shown in terms of both the likelihood that
prices will be lowered and the corresponding likelihood of distributive
effects and effects on a seller’s monopoly power. Brooks and Stremitzer
have thus failed to establish one of the two principal reasons that they offer
in support of liberal rescission rights.
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32. The point is established more fully in Stremitzer’s article. See Stremitzer, supra note 8
(manuscript at 5).
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