
The Centre for Public Policy Research (CPPR) in collaboration with the Institute for New

Economic Thinking (INET), New York, and the Menon & Pai Foundation, Kochi, organised

“The Vikasarth Conversations”, on January 16, 2020, at Grand Hyatt, Kochi. In this second

edition, we hosted a conversation between Professor Oliver Hart and Justice A K

Jayasankaran Nambiar (Judge at the Kerala High Court) on the path-breaking work of

Professor Hart in the field of Contract Theory for which he was the co-recipient of the

Nobel Prize in Economics (2016).

 

Vikasarth is a platform that brings together a small and carefully curated group of

‘pracademics’ engaged in legal, economic and public policy spheres to deliberate on

pressing governance challenges via an interdisciplinary approach. 

 

Dr D Dhanuraj, Chairman, Centre for Public Policy Research, delivered a welcome speech

and shared with the audience the journey of CPPR and the idea of Vikasarth. Sunanda

Nair-Bidkar, Director of Strategic Planning, South Asia at the Institute for New Economic

Thinking, gave a brief introduction of INET and Professor Oliver Hart. E K Nandakumar,

Managing Partner of Menon & Pai Foundation, spoke about the organisation and its

activities. Justice Nambiar was introduced to the audience by Pooja Menon from Menon &

Pai Foundation. The Conversation was curated in the form of a Question and Answer

session followed by an interaction with the audience. The event, attended by around 200

people including experts from legal, economic and public policy fields, government

officials and students, concluded with a vote of thanks by Sunanda Nair-Bidkar.
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Excerpts  from  the  Conversation:

 

Justice  Nambiar: How did the economist stray into the field of Contract Theory 35 years

ago?

 

Prof  Oliver  Hart: Economists try to understand reality by stripping it down to the bare

essentials. I was interested in the behaviour of firms. In 1993, I was intrigued by one of the

classic questions of economics, that is the “make or buy ' ' decisions of firms and I realised

that contractual solutions do not always work perfectly. This happens mostly due to our

inability to write a complete contract foreseeing all possible future scenarios. This

triggered my interest in the field of incomplete contracts. I started in 1993 and surely did

not expect to be still working on it.

 

Justice  Nambiar: Professor, is the presumption that it is impossible to foresee all future

eventualities true for all contracts?

 

Prof  Oliver  Hart: Not always. 99.9% of the time contracts are pretty straightforward. You

pay money and buy a good. It is as trivial as that. But the kind of contracts I was interested

in were different. For example, a power plant needs coal for the next 30-50 years. Such

long-term contracts are subject to many variables like policy changes, changes in buyer 's

service expectations from the seller, etc which cannot be foreseen. They are referred to as

hold-up situations. Economists call this the hold-up problem: the fear that one party will be

held up by the other. 

 

Justice  Nambiar: This contractual incompleteness is one of interests to lawyers. When

there is a difference in interpretation of the contract between two parties, the judicial

system comes in. 

 

Prof  Oliver  Hart: In my early work, I  focussed on these extreme hold-up situations. For

example, I have an incomplete contract with you, and later when something happens

outside the purview of the contract and we need to re-negotiate it, you could be very

opportunistic in negotiation. One option I have to protect myself is through buying your

company and your assets at an early stage, so that you become my employee. Thus, your

hold-up power is minimised. If you were a separate entity, I would have to replace you and

your assets whereas if you are an employee, I only lose human capital. This is a better

trade off.

 

Whereas in my recent work in the last 10 years, I have focussed on less extreme forms of

opportunism in contracts. Imagine we get into a situation 5 years into the relationship

when we have to adjust a contract but have different views on what a reasonable

adjustment is. This will leave both of us feeling dissatisfied, which in turn leads to

inefficiency. How do we handle such situations?
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In these cases, I don 't want to use the term “hold up” any more as it implies that you are

taking advantage of me. However, in most cases the situation is less extreme. For

maximum efficiency, we need to arrive at a situation where each of us should recognise

that a re-negotiation is required and be sure that the other party is behaving in good faith.

That is how we come to a relational contract  which is based upon a relationship of trust

between the parties to which it pertains. A formal relational contract specifies mutual

goals and establishes governance structures to keep the parties’ expectations and

interests aligned over the long term.

 

During the course of my work, I was exposed to people working on the field in handling

contracts and I got a chance to learn from them. I realised that rather than trying to

achieve completeness by adding more clauses to the contract, a better option would be to

accept the incompleteness and supplement the contract with a few guiding principles that

the parties agree to adopt during renegotiation, if and when the time comes.

 

Contract can list these principles and spell out what it means in the specific context of

transaction. We have tried it in 50 cases including large companies Dell, Fedex and

Governments. My colleagues believe that it works well in practise and is legally

enforceable.This involves clear communication from the initial stage and talking about

what we expect from the deal instead of defaulting to an adversarial mindset, recognise

the need to co-create the biggest pie possible and also to divide it reasonably.

 

Justice  Nambiar:  While talking about relational contracts, you also mention governing

principles and introduce governing teams with representatives from both parties who will

sit together to apply these principles and remove the deadlock?

 

Prof  Oliver  Hart: Yes, we discuss a “Two in a box” communication approach. From both

sides of the contract, there will be a pair of individuals who are jointly responsible to

manage any situation. They will have an open line of communication. I believe this could

be extended to the contract of marriage too.  

 

Justice  Nambiar: In this digital age, we are talking about smart contracts. How do you

think the governing principles apply to smart contracts?

 

Prof  Oliver  Hart: Smart contracts are self-executing contracts with the terms of the

agreement between buyer and seller being directly written into lines of code. However,

the key issue is viability. They work well for simple transactions. Not so much for long-term

and incomplete contracts.They may not be able to find solutions for complicated,

unanticipated situations. In such situations, the guiding principle is human emotions and

is not replicable by machines. 
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Justice  Nambiar: Are these contracts formalised and can it be legally enforced? Can this

apply to a breached contract which is in court? Can we persuade the warring factions to

incorporate these guiding principles after altering the terms of contract?

 

Prof  Oliver  Hart: That could be a possibility and at the end of the day we may be saving

the contract. 

 

Justice  Nambiar: In India there exists a transparent and competitive bidding process

before awarding the contract for public-private partnerships. However, in case of an

unforeseen eventuality leading to an incomplete contract and parties re-negotiate it with

beneficial provisions for the contractor, this could be viewed with suspicion by the general

public. So the courts need to make a call here on how to proceed.

 

Prof  Oliver  Hart: First of all, how do we decide whether it is beneficial to the government

or the contractor? Also, in a situation where there is a trust deficit between the

government and the people, I am not sure if incorporating these guiding principles in itself

could be a solution. As even these principles could be perceived being biased to one party

or the other.

 

Justice  Nambiar:  Coming back to the relationship contract, how would the governing

teams impact the whole cost of the contract?

 

Prof  Oliver  Hart:  It is not prohibitively expensive. And it works well as our experience of

Vancouver health authority suggests.
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