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This article clarifies the two-step approach used by the courts to analyze contract interpretation issues
and introduces the concept of the ‘Battle of the Two Reasonable Meanings’. The academic debate, which
centers around whether the textualist approach (plain meaning and four corners of the document
approach) or contextualist approach (use of outside evidence) is better, is a false dichotomy, both
approaches are used, albeit in different steps (textualist at Step 1 and contextualist at Step 2) in the
contract interpretation analysis.
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INTRODUCTION

Contract interpretation issues continue to be some of the most complex types of issues resolved by
courts and often the cases appear to be confusing' and inconsistent’. Lifshitz and Finkelsteinn state
“contract interpretation is among the most frequently litigated civil issues, and is the largest cause of
litigation between business entities.”

Most words and phrases are, to some extent, ambiguous and any word or phrase might have different
meanings to different people. “Most words are ambiguous: a single word form can refer to more than one
different concept... This form of ambiguity is of often referred to as “lexical ambiguity.”* For this reason,
the law of contract ambiguity, a subset of contract interpretation law, has been adopted. Contract
interpretation law is the law used whenever the parties disagree concerning what the contract says or
requires. Contract ambiguity is a subset of contract interpretation law and is needed when the contract has
two or more reasonable meanings. The courts have many rules at their disposal when deciding which of
the two reasonable meanings will prevail in the litigation.

This Article recommends against giving a party a nonbargained-for benefit merely because the
contract is ambiguous; the law should not allow this. Allowing a party to receive a nonbargained-for
benefit because of contract ambiguity reduces the value of a contract. Since ambiguity is present in all
language interactions preventing one party from obtaining a nonbargained-for benefit because of
ambiguity promotes the formation of contracts, a socially recognized goal.

Contract interpretation law promotes the interests of society and contracting parties. Ambiguity
determination is superior to enforcement of imperfect contracts according to Shavell.” The law providing
for the interpretation of ambiguous contracts improves on an otherwise imperfect contract and thus
produces a better contract. This interpreted contract, rather than the original imperfect contract, now
governs the parties’ joint enterprise at least on the disputed issue.®
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Cases involving contract interpretation issues can arise for many reasons — some bona fide and some
spurious, many someplace in between. The closer the case is to spurious end of the spectrum, the more
likely the textualist or plain meaning approach can be used to resolve the issue. As the interpretation issue
approaches bona fide, the contextualist approach must be used.

This Article clarifies the approach of the law — textualist or contextualist — depends on whether the
text is ambiguous or not. In other words, the textualist vs. contextualist debate is a false dichotomy. The
law uses a two-step approach, first textualist then contextualist.”

This Article argues it should be recognized the textualist approach is only the first step in a contract
interpretation problem - Step One. Step One is a determination of whether or not the contract is
ambiguous. If the contract is not ambiguous® then the issue is resolved at this level. In other words, if the
textualist or plain meaning step, resolves the contract interpretation issue, the analysis ends. If not, it must
continue to Step Two, resolving the ambiguity.

This Article suggests a closer review of the actual approach taken by the courts, in this Article
referred to as the ‘Contract Interpretation Two Step’, is an effective strategy and does not depend on a
textualism vs. contextualism argument. The academic discussion should not be about textualism vs.
contextualism but about the effectiveness of specific laws’ used in in Step Two which is called the “Battle
of the Two Reasonable Meanings’. Step Two is used only if there is no plain meaning, but instead two
reasonable meanings. Step Two is the contextualist approach must be adopted to resolve the issue.

Part 1 of this article reviews the academic approach to contract interpretation issues. Part 2 reviews
the economic principles involved and gives an overview of the rational person as defined by economics.
Part 3 reviews the law of gifts, another area of the law where nonbargained-for promises are not enforced
by the law. Part 4 reviews the legal approach to contract interpretation issues and introduces the concept
of the ‘Contract Interpretation Two Step.” The two steps are first, ambiguity determination primarily
using the plain meaning rule and then, if no plain meaning exists instead two reasonable meanings exist,
several rules are employed to determine which of the two reasonable meanings prevails.

PART 1: ACADEMIC APPROACH TO CONTRACT INTERPRETATION ISSUES:
TEXTUALISM VS. CONTEXTUALISM

At the foundation of the academic debate regarding contract interpretation are two seemingly
antagonistic views: textualist (also called “formalist”'’) and the contextualist'' (also called
“substantive™'?) The textualist approach relies upon the plain meaning of the words and the contextualist
approach uses other legal doctrines to aid in the interpretation of the contract. The debate is presented as a
dichotomy but is a false dichotomy.

Schwartz and Scott are of the opinion, at least with regard to business contracts, the textualist
approach is the one most desired by firms and the contextualist approach is ill-advised and many of the
contract interpretation rules adopted by courts should be eliminated."* The contextualist interpretive
principles are reflected in the Uniform Commercial Code and the Restatement of Contracts (Second)"
and include the concept of good faith and other concepts."

The problem with the textualist approach is it can only be used when the text, that is the linguistic
meaning of the words, is not the issue and the contract is not ambiguous. If this approach is used with
ambiguous contracts, then the linguistic meaning of the words is the issue and therefore the linguistic
meaning of the words cannot be used to resolve the issue - the logical fallacy of begging the question
would be committed.'

Schwartz and Scott'’ are of the opinion courts are divided over whether to apply one theory or the
other. However, this approach presents a false dichotomy and a review of cases reveals the courts take
different approaches are taken depending on the fact pattern of the case, not because courts are divided.
True individual judges or courts may gravitate to a certain view (textualist vs. contextualist) but this is
true for every dispute involving every legal issue. This Article presents an alternative approach to this
dichotomy, one reflecting more closely what the courts are doing. A review of contract interpretation law
is presented in Part 3, infra, and this approach, by the courts, can be seen.
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Many academics have chimed in on the Schwartz and Scott analysis. Bowers argues Schwartz and
Scott misconceive firms’ preference for contract doctrine and underestimate the damage interpretational
errors can do to contracting parties.'® Bayern argues Schwartz and Scott seriously misstate the costs and
benefits of formalism."

Lifshitz and Finkelstein®® recommend the textualist approach (corresponding to the law’s “plain
meaning” rule) should be used with some exceptions. They suggest what they call an “authorial-
linguistic” approach to contract interpretation. Their approach concludes that the linguistic meaning of the
words should limit the interpretation of the contract and rejects the use of equitable values, although they
have a few limiting exceptions. This approach more closely corresponds to what is actually happening in
the law as explained in Part 4, infira.

Whether the textualist or contextualist approach is better was addressed by Silverstein?' and neither
was found to be better using his data collection approach. Katz argues the traditional scholarly approach
(using the terms formal vs. substantive) fails because of a lack of information about the likely
consequences of the different approaches. He suggests different parties to different contracts may prefer
or ought to be delegated the power to choose one approach over another. Based on a review of cases, Katz
claims formalism is relatively more important to experienced commercial actors, and substantive
interpretation better suited to transactions involving consumers and other amateurs. Katz suggests further
study of (1) contracts where formalism is more suited and (2) other types of contracts where substantive
interpretation may be more suited. Katz also provides a basic framework within which such a systematic
analysis could take place.?

Macneil, the originator of relational contract theory (transactions by actors in ongoing relationships
differ from transaction in one-off relationships) outlined ten common contract norms he believes exist and
all contracts fall somewhere along what he calls a “relational spectrum” regarding these norms.”> Once
such norm is good faith. In relational contract theory, greater attention is paid to the desirability of
fairness and cooperation to overcome lying and undesirable actions,”* short-term self-interest may need to
be subordinated to long-term self-interest.*

Cimino®® suggests relational contract theory provides insight into modern commercial contracting and
has equipped economic analysts to work with both the economic and social aspects of contracting.
Current work in the area of law and economics and the study of incomplete contracting have started to
incorporate some of the concepts of behavioral economics, for example, accepting bounded rationality.
Researchers can begin to detail the social and relational aspects of exchange by incorporating relational
contract theory. While legal scholars have largely ignored or discounted the importance of relational
contract theory, business research, combining relational context with institutional economic or
organizational analysis, might well lead the field toward an understanding of the economics of
contractors' relational expectations. An increased understanding, Cimino suggests, over time, may help
courts better isolate opportunistic conduct, help business people secure more predictable results from
litigation, and better synchronize contract law with commercial practices. It may, over time, help us better
understand what it means to contract. This Article presents one such opportunistic conduct — a party
attempts to obtain a nonbargained-for benefit from the contract because of an ambiguity — and
recommends the courts not condone this.

Researches are attempting to empirically confirm the presence of relational behaviors in modern
contracting, and they have begun to discover the sort of data which might make it possible to better
account for the economic effects of relational contracting behavior in both legal theory and contract law
doctrine. Business social sciences literature, including marketing and management literature, has
economically operationalized relational concepts. Cimino’s article?” also outlines some of the possibilities
and challenges of operationalizing relational contract behaviors in law. Mainstream contract law
scholarship has thus far failed to take the relational contract theory critique of contract law seriously but
the research suggests it has significant meaning to parties entering into contracts and relationally-minded
economists.

For an extremely out of the box solution to the problem see Ben-Shahar and Strahilevitz article®®
suggesting much of the contract interpretation problem be solved by the general public through what they
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call the "survey interpretation method". According to this method disputes are resolved through large
surveys of representative respondents and choosing the meaning the majority supports. This is an unlikely
eventuality however. Some contract interpretation issues do present issues of fact, which are decided by a
jury #

PART 2: BENEFIT MAXIMIZER AKA THE RATIONAL PERSON*’

Fundamental concepts of microeconomics tell us most humans are rational®' or refer to the rational
person who will attempt to maximize benefits received in any given situation. No reason exists to expect
contract interpretation is an exception. The participants in a contract, if rational, will attempt to maximize
the benefits received from the contract whether or not the benefits have been bargained for.”> The human
drive toward maximization is limited in many ways: law, ethics, and religion to name a few.

Laws limit maximization behavior (rational behavior) by changing the stakes in a legal dispute.
Although a legal dispute can be used as way of obtaining a benefit, albeit not always the most efficient
method, it is a common method as revealed by the number of lawsuits filed every day.” This is an
example of bounded rationality. That is, many people do not fully comprehend the costs in time, effort
and resources needed to engage in effective litigation, that is their choice to start a lawsuit may be
‘bounded rational” or ‘rationally bounded’ (appear rational to the party) but is actually irrational because
the costs are not adequately understood and taken into consideration by the party.

The importance of the law in affecting behavior may seem obvious to lawyers but it was not always
so and is still the subject of analysis. Schlag quotes Coase as saying “What I wanted to do was to improve
our analysis of the working of the economic system. Law came into the article because, in a regime of
positive transaction costs, the character of the law becomes one of the main factors determining the
performance of the economy."**

Before Coase, the neoclassical model of economics treated legal regimes as an unproblematic
background for the operation of decentralized competitive markets. And thus the identity and character of
basic legal regimes were placed beyond examination. Contributions were limited to a small number of
discrete problems where the neoclassical economic model of markets failed - either because the model's
basic conditions (e.g., decentralized markets, divisibility of goods) were violated or because the model
otherwise did not apply. Economic analysis played a role in dealing with anti-competitive practices such
as monopolization, price-fixing, and the like. Viewed in terms of legal subject matter, economic analysis
played its greatest role in antitrust law. Some neoclassical economics work was done in tax law, corporate
law, public utility regulation, and patent law.*’

Enter Coase and his work on the problems of social cost.*® From this work has come transaction cost
economics. However, the conclusion is not about transaction costs but three crucial matters: The mistakes
of the Pigouvian approach (dealing with government tax to reduce the social costs of externalities), the
fallacies of blackboard economics, (economic theory at the time was too simplistic and compared a non-
existent actual to an unattainable ideal.) It also failed to take into account the legal implications of
transactions. Coase insists it is necessary to specify legal rights in order to know what results the parties
will reach in any market exchange. In Coase’s view without an initial delimitation of legal rights,
economic analysis cannot even get started, let alone finish.*’

Schlag laments the failure of economists and lawyers to take Coase’s actual concepts of social cost to
a higher level and recommends doing so.”® In his paper he suggests alternative treatments for transaction
cost analysis and suggest it is important but not as important as the attention it is getting.*’

People file lawsuits because they believe they will receive a benefit outweighing the costs. Laws can
create incentives (or decrease the incentive) for future lawsuit filing behavior. For example, if the law is
‘a party to a contract is not entitled to a nonbargained-for benefit merely because a contract is ambiguous’
(one the premises of this Article), it is less likely future parties will attempt to receive a nonbargained-for
benefit because a contract is ambiguous via litigation.

An example of the law preventing a nonbargained-for advantage, although not based on the analysis
in this Article, can be seen in the case of Appeals of -- B. J. Larvin, General Contractor, Inc.*® In this case
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the government and the contractor entered into a contract for the demolition of an old commissary and
construction of a new one. The contractor had the salvage rights*' to the old commissary. At the time the
contract was entered into the old commissary was still in operation and contained large quantities of
goods being sold to military personnel and their families. The government was supposed to turn over the
old commissary to the contractor on a specific date, apparently 7/1, but on this date the old commissary
was still in operation and the delay in turning over the old commissary was due to the fault of the
government. The contractor was able to do other work on the contract during this time and was not
delayed in the performance of the entire contract.

The contractor (or the contractor’s lawyer) apparently saw a nonbargainged for benefit there for the
plucking because of the wording of the contract (contractor to have salvage and old commissary to be
turned over to contractor on 7/1) and the government’s delays. The contractor (or the contractor’s lawyer)
believed the law would determine the contractor was entitled to the goods or the value of the goods in the
old commissary as of 7/1. However, the contractor’s claim was rejected and the court did not give the
contractor the nonbargained-for benefit consisting of the value of the goods in the old commissary on 7/1.
The court said, “But we can find no language in the [contract] before us that can be reasonably construed
to mean that [the government], in the event of a failure timely to deliver the building, agreed to vest in the
[contractor] the title to all the merchandise in the building. Such a penalty for late delivery is so bizarre
that there would have to be a very clear and express provision to that effect to permit recovery as
[contractor] asserts.” Without saying so, the court was preventing the contractor from obtaining a
nonbargained-for benefit, a benefit not contemplated by the parties at the time the contract was entered
into.

This does lead to the question of ‘why is it important to limit the contract to the bargained-for
benefits?” The simple answer is to promote and facilitate reliance on contracts*? because contracts make a
society and the parties to a contract more efficient — limited resources can be more efficiently (limited
waste) allocated to benefit the parties to the contract and the economy in which the parties to the contract
are operating.”® If parties to contract realize they are entitled only to the bargained-for benefits they will
be less likely to file lawsuits to get nonbargained-for benefits thus saving judicial system resources and
also the resources of the party to the contract.

Economic analysis of contract interpretation law goes beyond the basics described above. Shavaell
concludes some method of interpretation of contracts is always socially desirable. Interpretation is
superior to literal enforcement of contracts as written because at the least, interpretation fills gaps which
allows some parties to reduce the number of terms in their contracts.**

Eggleston® claims recent work in the law and economics of contracts suggests contracts ought to be
highly complex and fine-tuned. Courts seem to be more willing to aggressively interpret incomplete
contracts than complete contracts. Thus, completeness matters. However, she notes, in practice many
contracts are relatively simple. She suggests this divergence between theory and practice suggests the
assumptions underlying the economic models of contracts should be revised. She raises a question:
Should courts enforce complex contracts more strictly than they enforce simple contracts? This concept
has not been recognized in the law. The question of why contracts are less complex does raise the
question of transaction costs,"® the costs needed to make a contract complete and complex.

Kostritsky*” discusses, in relation to the new production innovation economy*®, the incentives for
adopting long-term agreements ("LTA") with its information sharing protocols. Those information
sharing protocols help parties navigate uncertainty and promote informal enforcement of the contract.
Despite the advantages, preliminary empirical data suggesting parties continue to use alternatives to the
LTA. To explain the use and non-use of LTA's in the supply chain, this Article suggests a bargaining lens
approach; this approach considers the individual interests of the parties, the particular context, the durable
problems faced by parties, and the transaction cost minimization of contractual hazard theory. Each party
in the supply chain will seek to solve problems of opportunism under conditions of uncertainty and will
adopt a particular type of contract (LTA or alternative) only if the benefits of achieving the parties' goals
through that contract form outweigh the costs. Firms constantly seek a way to minimize costs while
maximizing contractual benefits. This search underlies the deliberate choice of some suppliers to opt into
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or out of an LTA because they do not see the new benefits of the LTA to be greater than the net benefit of
an alternative.

This bargaining lens theory will also provide guidance on whether and how the law should formally
sanction parties. Using the bargaining lens dynamic to understand the parties' individual interests and
their joint desire to minimize transaction costs to maximize value, can illuminate differences in
agreements on such matters as the structure for resolving disputes. The LTA provisions for information
sharing protocols may alleviate the problem of asymmetric information, reduce some of the risks of the
unreliability of the supplier and reduce uncertainty about competence. They may also promote innovation
and promote informal enforcement of contracts. However, there are other ways parties may wish to
organize their contracts other than through an LTA with formal information sharing protocols but without
a quantity term. Parties using alternative arrangements can still resort to informal enforcement
mechanisms, even without an LTA. Their ability to sanction using informal reputational controls will
work best if there are ongoing relations or if the buyer and seller are part of an extensive network. A
network may be effective even if a close relationship between the parties does not exist.*

Transaction costs impede a party from making efficient decisions; if, for example, entering into a
contract had zero transaction costs, the parties could develop a complete contract. The transaction costs
preventing this can be divided into three broad categories.”® The first is associated with searching and
information gathering. Next are bargaining costs and finally, policing and enforcement costs.

All of these transaction costs play an important role in negotiating contracts, both in the construction
industry and collective bargaining situations, and for parties on both sides of the negotiation. For
example, the parties have many points to negotiate and the future interactions may be complicated or
unforeseen. If the relationship is to last years, the cost of attempting to cover every conceivable future
occurrence and include it in the contract is very high. It is desirable to trade off accuracy and
completeness against contract writing and adjudication costs.”’

The transaction costs to eliminate all ambiguities in a contract, particularly a complex contract, are
huge and therefore ambiguities will remain in the contract. In addition, using ambiguous words such as
‘good faith” and ‘reasonable’ lower the transactions costs associated with bargaining costs. Transaction
costs associated with policing and enforcement may increase, particularly with a difficult opposing party.

PART 3: THE LAW OF GIFTS: NONBARGAINED-FOR BENEFIT

Fundamental black letter law holds the law will not enforce a promise to make a gift,”> which by
definition, is the receipt by one party of something of value by a giver who receives nothing in exchange.
In comparison, the law will enforce a promise to exchange something of value between two parties, also
called a contract. Posner says the reasons for this is gift-giving is not as socially valuable as a commercial
exchange. Also, if the law were to enforce a promise to make a gift, it would actually reduce the value of
gift giving to society because much gift-giving involves nonlegal relationships which derive a great deal
of their value for the very reason they are voluntary and cannot be coerced.”®> Baron explains the
difference is related to the different purposes of gifts vs. contracts. Gifts are benevolent, but contracts are
formed because of self-interest. By definition a gift is a transfer without consideration.**

Consideration is said to settle the question of ‘which contracts should the law enforce?” and the
answer is ‘contracts supported by consideration’. This concept should not be subverted because a contract
is ambiguous. Just as the law of gifts will not enforce a promise to make a gift because no consideration
exists, so to the law should not award a party a windfall or nonbargained-for benefit if the contract is
ambiguous because no consideration exists.

For consideration to exist four events must happen: Party A must give something of value™ to Party
B, Party A must get something of value from Party B, Party B must give something of value to Party A
and finally, Party B must get something of value from Party A. If these four things happen, a contract is
formed. If these four things do not happen, no contract is formed. Each party gets something of value, and
each party gives up something of value. It is the goal of contract law to enforce the ‘something of value’
each side has agreed to receive, and each side has promised to give up. “By placing promise at the center
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of contractual obligation, consideration theory privileges a conception of contracting individuals as
knowing and willful, as taking on obligations in measured, calculable increments, exchanging their
obligations for precise values.”® This view, consideration is necessary for the law to enforce a promise, is
basic to U.S. common law.”’ If a party to a contract receives a nonbargained-for benefit, no consideration
exists for that exchange, and the rule requiring consideration is broken. The law should not give a party a
nonbargained-for benefit merely because the contract is ambiguous.

PART 4: LEGAL APPROACH TO CONTRACT INTERPRETATION ISSUES: CONTRACT
INTERPRETATION TWO STEP

A: Step 1 —Is the Bargained for Benefit Ambiguous?

Contract interpretation issues, sometimes referred to as issues of scope, require the determination of
the meaning of a disputed word or phrase, whether the dispute is good, bad, or somewhere in between.
When the cases are looked at carefully, and the conflicting interpretations of the litigants are clearly
articulated, a pattern emerges: the courts are applying a two-step approach to these difficult issues.” “One
of the most basic rules of contract interpretation is that courts are not to look outside the four corners of a
contract unless the language of the contract is ambiguous.”* This implies a two step approach. The first
step is to determine if the benefit sought in the litigation is one that has been bargained for. See Table 1,
Common Rules Used by the Courts to Determine the Bargained for Benefit. If the bargained for benefit
which is the subject of the litigation is not clear, that is the contract is ambiguous, the court moves to the
Step Two — Battle of the Two Reasonable Meanings.

TABLE 1
COMMON RULES BY THE COURTS TO DETERMINE IF THE BARGAINED FOR
BENEFITS IS AMBIGUOUS

Step 1: Bargained for Benefit Determination

Actual agreement of the parties | The actual agreement (bargained for benefits) of the parties at the
time they entered into the contract controls and if the written words
of the contract do not reflect this, the written words are irrelevant.*’

Contract Ambiguity A contract is ambiguous if it is capable of having two or more
reasonable meanings.®'

Plain or Ordinary Meaning The plain or ordinary meaning of words prevails over convoluted or
unusual meanings.”

Complete, Integrated Contracts | Parol evidence can be used by the court to determine if a contract is a
complete, integrated, and/or final contract and if the contract is
final,> complete,* or integrated,® and not ambiguous, the parol
evidence cannot be used to modify the contract. It is enforced as
written.

The primary purpose of the interpretation of the contract is to determine the actual agreement of the
parties at the time the contract was entered into, in other words the actual bargained for benefits to be
exchanged (consideration) irrespective of whatever words are written down on some piece of paper
labeled ‘contract’. Judges may toss out the written words of a contract. “The purpose of interpreting a
contract is, of course, to accomplish the intentions of the parties at the time they entered into the contract.
The words written down on a piece of paper are not necessarily the agreement of the parties; they may
just be words on a piece of paper.”®® Parties should not be surprised when judges toss out the written
words of a contract if they do not reflect the actual bargained for benefits.
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For a simple example of this rule see Nucla Sanitation District v. Rippy.*’ In that case, the owner sent
the contractor, the low bidder on a sewer construction project, a written contract for signature. The
contractor signed and returned the contract but with a letter attached saying that his acceptance was
conditional on an extension of the time for completion. The owner removed the letter and returned a
signed copy of only the ‘contract’ to the contractor and claimed a binding contract existed with the
original completion time. Since there was no intent on the part of the contractor to enter into the contract
returned by the owner, no contract was formed and was thrown out. The contractor had made a
counteroffer only even though the plain meaning of the signed ‘contract” would have otherwise obligated
the contractor. This is an example of the statement: “But paper and ink possess no magic power to cause
statements of fact to be true when they are actually untrue.”®*

The plain meaning of the words® is still the primary rule used to determine the actual agreement of
the parties. However, fixating on the plain meaning ignores not only situations such as the Nucla case, but
also the science of linguistics. This science recognizes that language which is often ambiguous.” “Most
words are ambiguous: a single word form can refer to more than one different concept... This form of
ambiguity is of often referred to as ‘lexical ambiguity.”””' One of the purposes of the law is to limit
lexical ambiguity in the law and much of legal analysis is spent in specifying and defining words used in
laws and contracts.

Certainly, words written down on paper are helpful in many ways but parties to contracts tend to be
more enamored of the written words in their contracts than the law. This is especially true in cases where
the party is of the opinion that the ambiguous wording can give it a nonbargained-for advantage.

An example of this attempt to gain a nonbargained-for advantage can be seen in the case of Teamsters
Industrial Employees Welfare Fund v. Rolls-Royce Motor Cars, Inc. In that case the union sued the car
manufacturer for contributions to pensions for probationary employees. The ambiguity arose because the
contract defined “new employees” “probationary employees” (as another name for “new employees™) and
“regular employees” (employees who have worked for longer than 60 days and are then covered by the
union contract). However, a section in the contract on pension contributions only referred to “employees”
and the union filed suit seeking contributions to the pension plan for both regular and probationary
employees some years later. The union saw a nonbargained-for advantage it could capitalize on because
of the wording of the contract.

The appeal court agreed that the contract was ambiguous — that is the term “employees” could mean
“regular employees” only or “regular and new employees”. The court determined that although this would
normally raise an issue of fact as to the intent of the parties at the time the contract was entered into, the
evidence was overwhelming that neither party to the contract expected the employer to make
contributions to the pension fund for probationary employees. The course of dealing’” rule was used to
determine the ambiguity in favor of the employer and stating that the contract required contributions only
for “regular employees”. That is the term “employees” as used in the disputed clause meant “regular
employees”. For five years the union was aware that the employer did not contribute for probationary
employees, never raised the issue at collective bargaining negotiations, or at any time before filing the
lawsuit. The pension fund itself never demanded contributions on behalf of probationary employees.”
Therefore, the parties course of dealing or own treatment of the disputed term was “employees means
“regular employees” only”.

This is not to say the plain meaning rule is dead. Courts will use the plain meaning™ rule to determine
if the contract is ambiguous. If no lexical ambiguity exists then the plain meaning of the words applies.
“[W]where a court finds that the terms of a contract are clear and unambiguous, the task of judicial
constn;gtion is at an end and the contract terms must then be applied as written and the parties bound by
them."

The plain meaning rule is alive and well and able to dispose of many lawsuits where a party attempts
to gain a nonbargained-for advantage at a relatively early stage and for a relatively low cost. Many plain
meaning cases go into the unreported category,’ that is cannot be cited a precedent. For an example see
the case of Ladner Testing Laboratories, Inc., v. United States Fidelity & Guaranty Company'’. In that
case Ladner, a subcontractor, entered into a contract with the general contractor for the subcontractor to
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do all of the testing on a certain highway project. The actual words of the contract were “ALL TESTING,
FIELD AND LAB WORK EXCLUDING CONCRETE TESTING FOR NINTY-FIVE THOUSAND
DOLLARS ($ 95,000.00).” The subcontract contained details on the types of testing and scheduling of
the testing. At the end of the project Ladner, the subcontractor, requested and additional $40,000 for
testing not related to concrete testing. The contractor refused to pay. Ladner sued. The court said, “Giving
the term ‘all’ its usual, natural, and ordinary meaning as we are obligated to do under Tennessee law, we
are compelled to rule in [the contractor’s] favor [and dismiss Ladner’s claim]. The word ‘all” means ‘all’.
The phrase “all the testing for $95,000° means the subcontractor will do all the testing for $95,000.” The
subcontractor is not entitled to an additional sum for testing.

The majority of courts follow some form of the plain meaning rule, which holds that a court will only
rely on extrinsic evidence, such as parol evidence, to interpret a contract if the court has determined the
language of the contract is ambiguous. What causes confusion with academic analysis at this point is the
willingness of the court to view parol evidence to determine the bargained for exchanges but then ignore
it. Many authors”™ go from a simplified version of the parol evidence rule (parol evidence will not be used
to vary the terms of a complete, integrated, contract) to the mistaken assumption that parol evidence
cannot be viewed by the court. This is incorrect, courts will likely review parol evidence presented to it in
a contract interpretation case but will have no problem ignoring it if it is not appropriate.” A famous case
holding that parol evidence could be admitted is Pacific Gas & E.Co. v. G.W. Thomas Drayage etc. Co
where the court said, “A rule that would limit the determination of the meaning of a written instrument to
its four-corners merely because it seems to the court to be clear and unambiguous, would either deny the
relevance of the intention of the parties or presuppose a degree of verbal precision and stability our
language has not attained.”*’

One must always remember that ““...the parol evidence rule fits none of the words in its name. It is
not limited to parol (oral) testimony, does not involve the law of evidence and, given its many exceptions
and varying phraseology, is not even really one rule.”' The consideration of parol evidence by the court
does not somehow mean the plain meaning rule is not or cannot be used. Again, a false dichotomy is
presented: parol evidence or plain meaning rule. The reality is both can and do exist in the same case.*

In Still v. Cunningham®’ the court said extrinsic evidence may always be received by the judge on the
interpretation of contract terms. Not all state courts would agree with the statement, but courts routinely
review parol evidence and then decide how to treat it. Parol evidence is seldom ignored by the judge.

An example of the court’s willingness to hear, but then ignore, parol evidence can be seen in the case
of Alaska Diversified Contractors, Inc., v. Lower Kuskokwim School District® Alaska Diversified
entered into a contract with a school district to construct several schools. The date on the contract required
completion by 8/31/1980 but Alaska Diversified testified that during a pre-bid conference the school
district said it was acceptable for Alaska Diversified to complete construction up to eleven months later
and that this was the purpose behind a contract provision which imposed only nominal liquidated
damages for the first eleven months after the August 31, 1980 completion date. During the construction
the school district pushed the contractor to finish by 8/31/1980 and the contractor sued for acceleration
damages. The court refused to allow the parol evidence of the conversation at the pre-bid conference to
modify the terms of the contract; the completion date was 8/31/1980 as clearly stated in the contract. No
parol evidence was admissible to vary the express term of the contract. The court however did hear the
parol evidence.

The plain meaning rule continues to be the subject of academic analysis.®> Goh®, in a discussion of
the approaches taken by the highest courts in Australia, Canada, New Zealand and Singapore, that the
supposed return to a textual analysis is more apparent than real. The proper debate to be had is not the
choice between a textual or contextual analysis, but rather the extent to which the plain meaning rule
should be applied.*’

Mawakana® takes an interdisciplinary approach and argues for an expanded usage of extrinsic
evidence in contract interpretation. This argument is based on a Federal Circuit decision, Coast Federal
Bank, FSB v. United States® which the author believed portended a revival of the plain meaning rule. The
view that the plain meaning rule is paramount is also expressed by Stubbs.”
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For an overview of the plain meaning rule in insurance litigation see Geistfeld’s article.”’ Insurance
contract interpretation is an area where the rule of contra proferentem (ambiguities are resolved against
the drafter of the document) is often used when the contract has been determined to be ambiguous.

For a unique approach to contract interpretation see the Ben-Shahar and Strahilevitz article.”” This
article recommends using surveys and experiments to solve contract interpretation problems.

B: Step 2: The Battle of the Two Reasonable Meanings

If the bargained for benefit (consideration) that is the subject of the litigation cannot be determined
because the contract is ambiguous, the law moves to Step Two — Battle of the Two Reasonable Meanings.
By definition, a contract is considered legally ambiguous if two reasonable meanings of the actual words
or phrases used in the contract exist.” Note the word ‘reasonable’. “[C]ontracts are not necessarily
rendered ambiguous by the mere fact that the parties disagree as to the meaning of their provisions... That
the parties disagree with a specification, or that a contractor’s interpretation thereof is conceivable, does
not necessarily render that specification ambiguous... A contract is ambiguous if it is susceptible of two
different and reasonable interpretations, each of which is found to be consistent with the contract
language...” In other words, it is only of two reasonable meanings of the words exist is a contract
ambiguous.

Several rules have been adopted to aid the court with this difficult decision and it is usually a process
of weighing the facts using several different rules. A summary of ‘Common Rules Used to Resolve the
Battle of the Two Reasonable Meanings’ can be found in Table 2.

TABLE 2
COMMON RULES USED TO RESOLVE THE BATTLE OF THE TWO REASONABLE
MEANINGS AND SUGGESTED ADDED RULE

Step Two: Battle of the Two Reasonable Meanings

Nonbargained-for benefit | Rule suggested by the Article: A party is not entitled to a nonbargained-for

benefit.
Parol evidence rule Parol evidence can be used to clarify the meaning of an ambiguous contract.
It cannot be used to vary the meaning of an unambiguous contract.”
Incomplete agreements Incomplete written agreements may be supplemented with parol evidence to

prove provisions of the contract not included in the writings.”

Course of dealing, conduct | The conduct of contracting parties is a strong indication of what the writing
of the parties, or past practice | means.”’

Fraud, mistake, illegality, | Parol evidence of fraud, mistake™, or illegality is always admissible even if

unconscionable the contract is complete and integrated or unambiguous. Such contracts may
be void or voidable.”

Patent ambiguity rule A patent (obvious) ambiguity is resolved in favor of the party who drafted
the contract. If both parties drafted the contract, this rule is inapplicable.'”

Custom and usage Custom and usage in the trade can be used to clarify the meaning of a term "'

Implied terms Terms not expressly stated in the contract but needed to fulfill the purpose
of the contract are implied in the contract.'”*

Whole agreement Contracts must be read as a whole, that is provisions cannot be taken out of
context.'”

Order of precedence Absent a contrary term in the contract, special conditions prevail over

general conditions: handwritten terms prevail over typewritten provisions;
typewritten provisions prevail over preprinted terms;, words prevail over

figures.'
Latent ambiguity aka aka | A latent or hidden ambiguity is resolved in favor of the party who did not draft
contra proferentum the document. If both parties drafted the document, this rule is inapplicable.'®
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Courts may apply several of the above rules when coming to a decision in deciding which of two
reasonable meanings prevails. An example of this process can be seen in the case of WDC West Carthage
Associates v. U.S." In that case, WDC managed four off-base military housing contracts for the Army.
Under the contracts, it was required to maintain the housing and replace carpeting and appliances as
needed for a certain fee. The applicable provision read:

Damages Caused by Occupants: Damages to a housing unit or to other improvements within the
project which are beyond normal wear and tear and are caused by the Government or an occupant, his
dependents, or invited guests, which are not corrected by Government or occupant, shall be repaired by
the Developer. The cost of such repairs shall be billed to the Government...

When the carpeting in a unit was damaged beyond normal wear and tear by the occupant, WDC
would submit an invoice to the Army for the cost to replace the carpet and the Army paid the entire cost
to replace the carpet.

However, after a new officer, who managed the contract for the Army arrived, carpeting in one of the
units was damaged beyond ordinary wear and tear, was replaced by WDC, and an invoice for the total
cost to replace the carpeting was submitted to the Army. The officer only paid WDC the replacement cost
of the carpet minus the depreciated value of the carpet at the time of the extraordinary wear and tear.

The Army based its claims on this clause even though no list had been developed regarding payment
to the contractor for carpeting that had been damaged beyond normal wear and tear:

The Developer shall, with the approval of the Government, establish a list of cleaning and repair costs
for dwelling unit components which will establish the normal maximum amounts to be charged in the
event of damage to property and equipment installed within a living unit over and above normal wear and
tear.

The court held the Army had to pay the entire replacement cost because: (1) using the ordinary
meaning rule, the lease provision plainly stated the government would replace the carpeting or reimburse
WDC the full costs of repairs and no mention of depreciation was included in the clause, (2) using the
conduct of the parties rule, the parties’ past conduct demonstrated that WDC's argument was consistent
with the parties’ understanding when it signed this contract, (3) using the whole agreement rule, the
Army's argument was weak because, if accepted, it would create a latent ambiguity by placing the two
lease provisions in conflict and the contract could not be read as a whole, (4) the rule of contra
proferentum requires the court to construe the lease against the government because the government
drafted the lease.

CONCLUSION

Contract interpretation issues can be expected to remain a complex area of the law. Although the

academic argument centers on the textualist vs. contextualist approach, a review of contract cases reveals
courts follow a two-step approach when interpreting contracts and this approach contains elements of
both the textualist and the contextualist approach; the textualist vs. contextualist approach is a false
dichotomy.
The two-step approach used by the court can be labeled, ‘Step One — Ambiguity Determination’ and the
issue at this point in the legal analysis is: is the contract ambiguous (capable of two reasonable
meanings)? At this step the primary law used is the plain meaning rule. However, if an actual reasonable
lexical ambiguity exists, the plain meaning rule is useless because the logical fallacy of begging the
question will be exist — that is the plain meaning of the words cannot be used to determine the plain
meaning of the words. At this point in the legal analysis ‘Step Two — The Battle of the Two Reasonable
Meanings’ comes into play. The court must use various rules to determine which of the two reasonable
meanings will prevail. This Article suggests an additional rule be used at Step Two: a party is not entitled
to a nonbargained-for benefit merely because the contract is ambiguous.
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