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Abstract The doctrine of contra proferentem dictates that ambiguities in a contract should be interpreted against the drafter. Although used only as a last resort in most contract disputes, in insurance contracts courts typically turn to contra proferentem before other interpretative rules. Two lines of argument have been offered in support of contra proferentem: that it protects unsophisticated insured parties, and that it imposes the costs of contractual ambiguity on the insurance company, who is better able to bear those costs or reduce them by drafting more precise contracts. This article examines these arguments in the context of a formal model of contractual ambiguity.
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Introduction A commonly-used doctrine of contract interpretation in insurance law states that am-



biguities should be interpreted in favor of the insured. We examine the effects of this doctrine, as compared to an alternative, in the context of a formal (game-theoretic) model. Although several commentators have offered efficiency-based arguments both for and against the doctrine (Miller 1988; Ayres and Gertner 1989; Charny 1991; Rappaport 1995; Zamir 1997; Posner 1998; Horton 2009), none has attempted to formalize these arguments. There are two main advantages of working with a formal model. First, it forces us to be explicit about the assumptions underlying the results derived, and can thus clarify the scope of the arguments that have been offered (for example, do the advantages of the doctrine remain when both contracting parties are sophisticated?). Second, it may reveal effects of the doctrine that have not been considered in the existing literature: examination of equilibrium behavior in game-theoretic models can illuminate subtle strategic interactions between the parties.1 Our formal model is based on a game between a risk-averse insured and risk-neutral insurance companies. Each insurance company offers the insured a menu of insurance contracts, and the insured accepts her favorite contract. An insurance contract specifies a premium, a payout, and a condition. The condition is expressed by a sentence of some (formal) language, and specifies, perhaps ambiguously, when the payout will be transferred from insurance company to insured. A contract is efficient to the extent that it pays out precisely when the insured suffers a loss, thereby passing all of the risk to the party who can bear it at least cost—the insurance company. 1 Other



papers providing formal models of contract interpretation include Battigalli and Maggi (2002) (demonstrating that once the costs of writing contracts are taken into account, optimally-drafted contracts will be incomplete); Shavell (2006) (arguing that optimal contract interpretation deviates from literal contract interpretation); and Davis (2007) (examining various factors that determine the optimal interpretation of boilerplate contracts).
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A rule of contract interpretation maps payout conditions to contingencies (i.e. it tells us when the insurance company has to pay the insured). The interpretative rule chosen by the court will affect the equilibrium of the contracting game, and hence efficiency and (if the market is not competitive) distribution. We examine different rules under various assumptions about the sophistication of the insured. For instance, the insured may be rational in the standard sense; she may be optimistic about the chances of suffering a loss; or she may simply be unaware of the possibility of some types of loss.
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Preliminaries



2.1



Contra Proferentem



Verba fortius accipiuntur contra proferentem (literally, “words are to be taken most strongly against him who uses them”) is a rule of contract interpretation that states that ambiguities in a contract should be construed against the party who drafted the contract. This rule finds clear expression in the Restatement (Second) of Contracts § 206: “In choosing among the reasonable meanings of a promise or agreement or a term thereof, that meaning is generally preferred which operates against the party who supplies the words or from whom a writing otherwise proceeds.” Of course, contra proferentem (also known as the ambiguity rule) is just one of many maxims of contract interpretation, and courts have suggested that it should be used only as a rule of last resort.2 The rule has been regarded more favorably, however, in the context of contracts of adhesion,3 and is widely applied in the specific case of insurance contracts. 2 The



court in NLRB v. L.B. Priester & Son, Inc. 669 F.2d 355, 364 (5th Cir. 1982), for instance, stated that contra proferentem should be applied only when “doubt persists after applying all of the ordinary processes of interpretation” (internal quotation omitted). 3 See e.g. Crescent Corp. v. Procter & Gamble Co. 898 F.2d 581, 582–583 (7th Cir. 1990) (applying the rule to an arbitration agreement); Nathaniel Shipping, Inc. v. General Elec. Co., 920 F.2d 1256, 1266 (5th Cir.
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Indeed, Abraham (1996, 531) has described contra proferentem as “[t]he first principle of insurance law,” while Rappaport (1995, 173) asserts that “[m]ost, if not all, states apply the rule to insurance contracts.” The drafter of an insurance contract is almost always the insurance company, so the rule effectively dictates that ambiguities in an insurance policy should be interpreted in favor of coverage.



2.2



Ambiguity



The application of contra proferentem pre-supposes that there is an ambiguity in the contract. But the concept of ambiguity is itself ambiguous, and whether a disputed contract is ambiguous is likely to be the subject of litigation. Further, while philosophers and legal scholars often distinguish between ambiguity (where a term has two or more distinct meanings) and vagueness (where there is fuzziness at the margins), courts typically conflate the two.4 In the analysis that follows, we examine ambiguity in the former sense, and consider a model in which an ambiguous word is one that has precisely two different meanings. Most if not all of our results, however, apply also to the case of vagueness. Courts also sometimes draw a distinction between patent and latent ambiguity, the latter arising “when a contract which is unambiguous on its face is applied to the subject matter with which it deals and an ambiguity appears by reason of some collateral matter.” Nat’l Union Fire Ins. Co. of Pittsburgh v. CBI Industries, Inc., 907 S.W.2d 517, 520 (Tex. 1995). The distinction between the two types of ambiguity is clearly illustrated by a comparison of two well-known cases. A contract calling for the delivery of 75,000 pounds of “U.S. Fresh Frozen Chicken” contains a patent ambiguity, because the word “chicken” 1991) (warranty); In re Parker, 269 B.R. 522, 530 (D. Vt. 2001) (residential lease); Southern Atlantic Financial Services, Inc. v. Middleton, 562 S.E.2d 482, 486 (S.C. Ct. App. 2002) (mortgage agreement). 4 A standard formulation is offered by the Texas Supreme Court: “A contract . . . is ambiguous when its meaning is uncertain and doubtful or it is reasonably susceptible to more than one meaning.” Coker v. Coker, 650 S.W.2d 391, 394. (Tex. 1983)
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could refer only to young birds, suitable for broiling and frying, or it could refer to old birds, fit only for stewing. Frigaliment Importing Co. v. B.N.S. International Sales Corp., 190 F. Supp. 116 (S.D.N.Y. 1960). On the other hand a contract for the sale of 125 bales of Surat cotton, “to arrive ex ‘Peerless’ from Bombay,” contains a latent ambiguity, because the double-meaning becomes apparent only on learning that there are in fact two ships named “Peerless” arriving from Bombay. Raffles v. Wichelhaus, Court of Exchequer, 159 Eng. Rep. 375 (1864). While the distinction between patent and latent ambiguity is important for determining when and to what extent parol evidence is admissible to resolve the ambiguity, the analysis that follows does not distinguish the two. In effect, we are examining the use of contra proferentem by a court that is either unable to or has chosen not to resolve ambiguities by other means.
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Issues Two broad classes for justification for contra proferentem have been offered in the lit-



erature. First, it is suggested that the rule may provide protection for consumers against overly optimistic interpretations (Rappaport 1995, 230–234; Posner 1998, 107). An argument along these lines would seem to be based on the idea that the insured is typically less sophisticated that the insurance company, and is thus in need of protection. But while contra proferentem is clearly pro-insured ex post, it is far from clear that it also favors the insured ex ante: insurance companies can raise premiums, or redraft contracts to reduce the amount of coverage offered. Note also that this argument, if valid, would apply equally well to any contract between a sophisticated drafter and an unsophisticated reader, but would not apply to insurance contracts between two sophisticated parties. We examine
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this argument, in various forms, in Section 4. A second kind of argument for contra proferentem that has been suggested is based on the idea of penalty defaults: punishing the drafter of an ambiguous contract by interpreting any ambiguities against him encourages him to avoid ambiguities in the first place (Ayres and Gertner 1989, 105 n. 80; Charny 1991, 1855; Zamir 1997, 1724). But this argument begs the questions of whether more precise contracts are more efficient, and whether they will benefit the insured. Even if more precise contracts are more efficient, it’s not clear why the market doesn’t provide sufficient incentives for precision under alternative interpretative regimes as well as under contra proferentem. A related argument suggests that even if the drafter cannot or chooses not to eliminate all ambiguities in a contract, he will be able to bear those risks at lower cost that the insured—contra proferentem induces optimal risk sharing (Abraham 1996, 534). We consider these arguments in Section 5. A third possibility, unexplored in the existing literature, is that contra proferentem may enhance efficiency by limiting the scope of a sophisticated insurance company to take advantage of an unsophisticated insured, and thereby expand the set of available contractual opportunities. If this is the case then the rule is not properly seen as pro-insured, but rather as increasing the size of the pie available to all.
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A model of insurance contracts We consider a game between a risk-averse insured and risk-neutral insurance compa-



nies. Let X be a set of n states (or contingencies), precisely one of which will be realized. Each state is equally likely from the ex ante perspective of all parties. Let Y ⊆ X be the the loss event, i.e. the set of states where the insured suffers a loss. More specifically, assume
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that the insured has income of $1 if some contingency x ∈ Y is realized, and income of $2 otherwise. At stage 1, each insurance company offers the insured a menu of insurance contracts, and at stage 2 the insured accepts her favorite contract. An insurance contract specifies three things: a premium, a payout, and a condition. The condition is expressed by a sentence of some language, and specifies, perhaps ambiguously, when the payout will be transferred from insurance company to insured. Formally the language is built up from a set of atomic sentences, Φ, with generic element φ = (φ1 , φ2 ) where φ1 , φ2 ⊆ X. Intuitively, φ1 and φ2 are two different readings of the sentence φ. If φ1 = φ2 , then φ is precise; otherwise φ is ambiguous.5 The language, L, is the smallest set that satisfies the following conditions: • If φ ∈ Φ, then φ ∈ L • If φ, ψ ∈ L, then φ ∧ ψ ∈ L, where φ ∧ ψ = (φ1 ∩ ψ1 , φ2 ∩ ψ2 ) • If φ ∈ L, then ¬φ ∈ L, where ¬φ = ( X \ φ1 , X \ φ2 ) Note that we are implicitly assuming here that in a given compound sentence, all atomic sentences are interpreted either according to the first reading or according to the second reading. For example, in the sentence φ ∧ ψ, either φ is interpreted as φ1 and ψ is interpreted as ψ1 , or they are interpreted as φ2 and ψ2 respectively. Thinking of the first reading as, for example, each sentence’s colloquial meaning, and the second reading as each sentence’s meaning as a term of art, this reflects the maxim that “[a] writing is interpreted as a whole, and all writings that are part of the same transaction are interpreted together.” Restatement (Second) of Contracts, § 202(2). 5 Note



that the sentences (∅, ∅) and ( X, X ) are precise according to this definition. While it may be contrary to standard usage to refer to a sentence that, in some sense, conveys no information as “precise,” the risk of confusion seems minimal and does not merit a richer taxonomy.
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Example 1 Suppose the set of contingencies is X = { a, b, c}, and each contingency can be described as follows: a : insured is perfectly healthy; b : insured can walk, but only with a lot of pain; c : insured cannot walk. Suppose there is one atomic sentence, φ = ({c}, {b, c}), loosely translated as “insured needs a hip replacement.” (Note that under one interpretation, insured needs a hip replacement only if she cannot walk, while under the other she needs a hip replacement if she cannot walk or if she can walk but only with a lot of pain.) The following are also sentences: ¬φ = ({ a, b}, { a}); φ ∧ ¬φ = (∅, ∅); ¬(φ ∧ ¬φ) = ( X, X ). It is easy to check that these are the only sentences in



L: further applications of the operators ∧ and ¬ will yield members of this set. Although there are precise sentences in the language, in Example 1 it is not possible to describe every contingency with precision. This is a feature of the assumption that the set of atomic sentences is limited.6 There are several justifications for this assumption. First, there is a difference between understanding the contingencies that might arise and being able to describe those contingencies in a way that is unambiguous to a third party (the court). Unless an insurance company can foresee all the ways that a particular contingency might obtain, its ability to describe that contingency will be less than perfect: contractual language will inevitably contain latent ambiguities that become evident only when the facts play themselves out. Second, even if it were possible to describe a given set of contingencies perfectly, it might be very costly to do so; the exogenous restriction on the set of atomic sentences can be thought of as a reduced form of a richer model in which precision is costly.7 Finally, many states have readability requirements for insur6 In



fact, only X and ∅ can be described with precision in this simple example. examine such a model in Section 5.



7 We



8



ance contracts, so the set of allowable contracts is explicitly limited by law.8 An interpretative rule is a function from sentences to subsets of X. In this framework, the rule contra proferentem (CP) interprets a sentence as providing insurance coverage if the contingency falls under either reading of the sentence, i.e.



For all φ ∈ L :



CP(φ) = φ1 ∪ φ2



In what follows, we compare this rule with the extreme alternative, that construes contracts in favor of the insurance company. Call this rule pro proferentem (PP), defined as follows:



For all φ ∈ L :



PP(φ) = φ1 ∩ φ2



Of course, many other interpretative rules could be considered. For instance, the court could simply randomize between the two alternative interpretations; or the court could attempt to identify the interpretations that the parties would have contracted for, absent any linguistic difficulty. We limit the analysis to contra and pro proferentem in order to present the sharpest contract. Return to Example 1 above. Recall that there are exactly four distinct sentences that can be expressed with the language L. Consider sentence φ = ({c}, {b, c}). According to the definition of CP(·) above, CP(φ) = {c} ∪ {b, c} = {b, c}. In other words, under contra proferentem, a contract with payout condition φ will pay out in states b and c. Under pro proferentem, on the other hand, this contract will pay out only in state c. The table below 8 For



instance, both New Jersey and New York law impose restrictions on the complexity of insurance contracts by requiring, inter alia, insurance policies meet a certain standard on the Flesch Reading Ease test. See, N.J. S TAT. 17B:17-21(a)(1) (2012) (requiring a minimum score of 40 of the Flesch test); N.Y. I NS . L AW § 3102(c)(1)(D) (2012) (requiring a minimum score of 45 on the Flesh test). The Flesch test assesses the readability of text based on the average number of syllables in a word and the average number of words in a sentence.
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provides interpretations for each sentence of L under contra and pro proferentem.



Sentence



CP(·)



PP(·)



({c}, {b, c})



{b, c}



{c}



({ a, b}, { a})



{ a, b}



{ a}



(∅, ∅)



∅



∅



( X, X )



X



X



Notice that although the interpretative rule makes a difference to the set of sets of contingencies that can be expressed, the same number of different sets of contingencies are expressible in both cases. Formally, a contract is a triple C = ( p, π, φ), where p ∈ R is the premium, π ∈ R is the payout, and φ ∈ L is the condition. Let C be the set of all contracts. Notice the framework implicitly assumes that the insured’s income is not necessarily contractible: there may be no sentence (Y, Y ) ∈ L, and hence no way to specify (precisely) that the insured should be paid if and only if she suffers a loss. There are two reasons why this is a plausible assumption. First, it may not be possible to measure (or more importantly, for the court to verify) whether the insured has suffered an income loss or not. Conditioning the payout on such a loss would thus be unenforceable. Second, even if income losses could be verified in court, a contract which offered insurance in all such cases would likely create insurmountable moral hazard problems on the part of the insured.9 Finally, we assume that neither the insured nor the insurance companies have any information about which state is realized until after the contracting has concluded. Although there may be scenarios under which both insured and insurance companies have private information about the state, the adverse selection problems that result from such 9 See



Shavell (1979) for a careful analysis of the moral hazard problem in insurance markets.
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private information are well understood.10 We abstract away from such issues to sharpen the focus on the problem of ambiguity.



4.1



Benchmark case: full awareness



We consider first the case where, although neither the insured nor the insurance companies knows which state is going to be realized at the time of contracting, all parties are fully aware of the possibilities. That is, they believe each state x ∈ X is equally likely.11 Fix the loss event, Y, and interpretative doctrine, D. Say that Y is fully insurable under D if, in (every) equilibrium, the insured accepts a contract that guarantees her the same income in each state. This is a necessary condition for an efficient insurance contract between a risk-averse insured and risk-neutral insurance company. The following lemma provides a necessary and sufficient condition for Y to be fully insurable. Lemma 1 Y is fully insurable under D if and only if there exists some φ ∈ L such that D (φ) = Y. Proof. The “only if” part is straightforward: if there is no contract that pays out exactly when the insured suffers a loss, then full insurance is not possible. To prove the “if” part, let C be the set of insurance contracts offered and accepted with strictly positive probability in some equilibrium. Competition among insurance companies implies that every such contract must yield zero expected profit. It is a well-known result that the utility-maximizing insurance contract for a risk-averse agent, subject to the 10 Akerlof (1970) provides the classic statement of the adverse selection problem; Rothschild and Stiglitz (1976) present the first model of the effects of adverse selection in insurance markets. 11 The state space framework described here is used by economists, logicians, and computer scientists to provide the basis for models of knowledge and/or belief for a set of agents. These models typically start by endowing each agent with an information partition or possibility correspondence over the set of states that represents what the agent knows/believes. The distinction between knowledge and belief in these models, and the interaction between the two, is the subject of much debate (see, e.g., Board 2004). For the present purposes, however, the knowledge/belief distinction is not important. We assume that agents assign equal probability to each state, and make decisions based on the implied expected utility calculations.



11



zero-profit constraint, offers full insurance. Such a contract has the form (q, 1, φ), where q = |Y |/| X | is the probability that the loss event occurs (and D (φ) = Y). Note that this contract yields income of 1 − q for the insured in every state. Any contract offering a different payout, a different condition, or both, will result in a random income that is a mean-preserving spread of the certain income of 1 − q; this alternative contract will thus yield strictly lower utility for any risk-averse agent. It follows that only contracts of the form (q, 1, φ) with D (φ) = Y can be accepted with strictly positive probability in equilibrium. The main result of this section shows that the number of distinct fully insurable events under contra proferentem is the same as under pro proferentem. Thus although we can find cases where the one doctrine out-performs the other or vice versa,12 there is no reason to expect that contra proferentem will increase the likelihood that the market will provide full insurance. Proposition 1 Let Y CP denote the set of events that are fully insurable under contra proferentem, and Y PP the set of events that are fully insurable under pro proferentem. Then |Y CP | =



|Y PP |. Proof. From Lemma 1, it suffices to show that the same number of events can be expressed under the two interpretative doctrines, i.e. that the set {Y | CP(φ) = Y for some φ ∈ L} is the same size as the set {Y | PP(φ) = Y for some φ ∈ L}. Take any sentence φ =



(φ1 , φ2 ) ∈ L, and suppose CP(φ) = Y. Then Y = (φ1 ∪ φ2 ) by the definition of CP(·). 12 In Example 1, for instance, if the loss event Y



= {b, c}, full insurance is possible under contra proferentem but not under pro proferentem. If the loss event Y = {c}, on the other hand, full insurance is possible under pro proferentem but not under contra proferentem.
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Further,



PP(¬φ) = ( X \ φ1 ) ∩ ( X \ φ2 )



= X \ (φ1 ∪ φ2 ) = X\Y



Thus for every φ ∈ L, if CP(φ) = Y then there exists ψ ∈ L such that PP(ψ) = X \ Y. The proposition follows immediately.



Comments Proposition 1 shows that, for a given contracting language, the same number of events can be fully described and hence insured against under contra proferentem as under pro proferentem. Given a utility function for the insured and given a specific loss event, the ex ante expected utility under each interpretative rule could be computed and the optimal rule chosen. In practice, however, while consumers do chose among insurance contracts with different payout conditions, they typically are not offered a choice among interpretative rules. For the present purposes, then, we are interested in finding the rule that performs better among a range of different utility functions and different loss events. The number of different loss events that are fully insurable is a good proxy for the efficacy of a rule in a wide range of circumstances. If a given rule generates more fully insurable events, then even when full insurance is not possible the chance of a near miss is high. Proposition 1 states that that number of fully insurable events is the same under both interpretative rules, and thus in the benchmark model there is no reason to prefer one over the other. As a caveat to the above discussion, if some loss events are more likely than others, one might expect the language, as interpreted by the courts, to become tailored to the more
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common events over time, and for frequently used “boilerplate” terms develop. To the extent that this is true, it provides an argument for sticking with an interpretative doctrine once one has decided which one to use (although not an ex ante argument for one over the other). Given that contra proferentem is currently the dominant doctrine, there may be adjustment costs involved in switching to a different rule.



4.2



Consumer optimism: unforeseen contingencies



A wealth of empirical evidence suggests that individuals are optimistic when it comes to considering accidents that might befall them.13 Such individuals may buy less insurance than they actually need, or may be disinclined to buy insurance at all. A potential advantage of contra proferentem is that it may go some way toward correcting such optimism bias. One problem with this argument, however, is that insurance decisions are made ex ante. As long as insurance companies and consumers take the interpretative rule into account when setting premiums and choosing among contracts, there is no reason to suppose that contra proferentem will generate more insurance, in equilibrium, than pro preferentem. In this section we formalize this intuition, and show that once again there is no reason to expect contra proferentem to generate more efficient outcomes than pro proferentem. One way of capturing consumer optimism is to assume that the insured does not consider all of the states in the state space X, but rather only a subset X 0 . She is unaware of the remaining states, and at all of these unforeseen states she suffers a loss: X \ X 0 ⊆ Y. Clearly, an insured who is cognitively limited in this way will underestimate the probability of suffering a loss.14 13 Weinstein



(1980), for instance, finds that individuals typically rate themselves as more likely than average to experience positive life events, and as less likely than average to experience negative life events. 14 For an account of alternative approaches to modeling unawareness, see Board, Chung, and Schipper
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To see how this might work, consider a recent insurance case from the Fourth Circuit: Carolina Care Plan, Inc. v. McKenzie, 467 F.3d 383 (4th Cir. 2006). Carolyn McKenzie was denied coverage for a cochlear implant under a health insurance policy written and administered by Carolina Care Plan. As grounds for denial, CCP pointed out that the plan excluded (under the rubric “Comfort and Convenience”) “[d]evices and computers to assist in communication and speech.” The court, applying contra proferentem (in addition to other interpretive rules) found for McKenzie. The following simple model is based on Carolina Care Plan. There are four states, X = { a, b, c, d}, interpreted as follows: a : McKenzie is healthy b : McKenzie has a broken leg c : McKenzie suffers from sensoineural hearing loss (cured only by a cochlear implant) d : McKenzie suffers from noise-induced hearing loss (cured by a hearing aid) Assume that the loss event Y = {b, c}, so the efficient insurance contract would cover cochlear implants but not hearing aids. Suppose, however, that at the contracting stage McKenzie is not aware of the possibility of suffering from sensorineural hearing loss, so that she perceives only the restricted state space X 0 = { a, b, d}. Finally, suppose that the contractual language contains two atomic sentences: φ = ({b, c, d}, {b, c, d}) (“McKenzie has some medical condition”), and ψ = ({c, d}, {d}) (“McKenzie needs a device to assist in communication or speech”). Under contra proferentem, a contract with condition φ ∧ ¬ψ (as interpreted by the court), pays out if and only if x ∈ Y.15 With a payout of π = 1, the zero-profit condition (2011). These models can provide a foundation for the reduced-form approach taken here. 15φ ∧ ¬ψ = ({ b, c, d } , { b, c, d }) ∧ ({ c, d } , { d }) = ({ b, c, d } , { b, c, d }) ∧ ({ a, b } , { a, b, c }) = ({ b } , { b, c }). Thus CP(φ ∧ ¬ψ) = {b} ∪ {b, c}) = {b, c} = Y.
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implies that insurance companies will charge a premium equal to the expected payout: p = 1/2.16 This looks like a bad deal to McKenzie, however: she is being asked to pay an insurance premium of 1/2 for a contract that she believes will pay out 1 with probability 1/3. She will accept this contract only if she is sufficiently risk averse, and prefers a certain income of 1.5 to income of 2 two-thirds of the time and income of 1 one-third of the time.17 If she is relatively risk neutral, she will reject this contract and, in fact, will not purchase any insurance. Under pro proferentem, on the other hand, McKenzie will be offered the contract ( 14 , 1, φ ∧



¬ψ). This contract pays out in state b only, offering partial insurance. Unaware of stare c, however, McKenzie thinks she is fully insured and will strictly prefer the contract to no insurance whatever is her degree of risk aversion.18 In this simple example, then, contra proferentem outperforms pro proferentem just if the agent is sufficiently risk averse. The reason is that she is getting more insurance under contra proferentem, and in this case it is insurance that she wants, even though she doesn’t realize this at the time of contracting.19 16 Unlike McKenzie, the insurance companies perceive all four states.



Since they have to pay out in exactly two out of the four, i.e. with probability one-half, the expected payout is 1/2. 17 Suppose McKenzie’s preferences are represented by the (concave) utility function U (w ), where w is her income level. Then she will accept the insurance contract described above if and only if 3U (1.5) > 2U (2) + U (1). For example, if McKenzie has the constant absolute risk-aversion utility function, U (w) = −e−aw / a, where a her coefficient of absolute risk aversion, she will accept this contract if and only if a ≥ log(4) = 1.38. 18 Further, even if the insurance companies could write a contract that actually offered full insurance (i.e. if there were some χ ∈ L such that PP(χ) = {b, c}), McKenzie would prefer the contract ( 14 , 1, φ ∧ ¬ψ) to this full insurance contract. While the two contracts would both appear to offer full insurance from McKenzie’s perspective, the insurance companies would have to charge a higher premium for the latter contract because it pays out twice as often. 19 From McKenzie’s perspective at the time of contracting, pro proferentem actually yields higher ex ante expected utility than contra proferentem, because the two contracts offer what she believes is the same level of insurance, but the premium is lower under pro proferentem. It makes sense, however, to evaluate expected utility from the viewpoint of a fully rational rational agent: even though McKenzie doesn’t realize it, state c will occur one-quarter of the time. For the same reason, if offered a choice between interpretative rules at the time of contracting, McKenzie would choose pro proferentem even though she would be better off under contra proferentem. Thus if one party to a contract is unsophisticated, allowing interpretative autonomy may lead to suboptimal outcomes. For a different argument against interpretative autonomy, see Davis (2007, 18–20), who argues that the
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Just as in the benchmark case in the previous section, we can also construct examples that go the other way, where pro proferentem outperfoms contra proferentem. First, observe that the language in the example above consists of 8 sentences, as shown in the table below along with their interpretations under contra and pro proferentem:



Sentence



CP(·)



PP(·)



φ = ({b, c, d}, {b, c, d})



{b, c, d}



{b, c, d}



ψ = ({c, d}, {d})



{c, d}



{d}



¬φ = ({ a}, { a})



{ a}



{ a}



¬ψ = ({ a, b}, { a, b, c})



{ a, b, c}



{ a, b}



φ ∧ ¬ψ = ({b}, {b, c})



{b, c}



{b}



¬(φ ∧ ¬ψ) = ({ a, c, d}, { a, d})



{ a, c, d}



{ a, d}



φ ∧ ¬φ = (∅, ∅)



∅



∅



¬(φ ∧ ¬φ) = ( X, X )



X



X



Thus there are precisely four events that can be expressed under contra proferentem but not under pro proferentem:



{b, c}, {c, d}, { a, b, c}, and { a, c, d}; and precisely four events that can be expressed under pro proferentem but not under contra proferentem:



{b}, {d}, { a, b}, and { a, d}. Setting aside the labels we attached to the states above, suppose now that the loss initial choice of interpretative rule may generate intertemporal spillovers to future contacting parties, and hence that initial choice may not maximize the collective welfare. These arguments stand in contrast to the traditional view that freedom of contract should extend to the choice of interpretative rule (espoused by, among others, Schwartz and Scott 2003; Katz 2004; Shavell 2006).
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event is Y = { a, b}, and that McKenzie is aware of the restricted state space X 0 = { a, b, d}. Under pro proferentem, the insurance companies will offer the contract ( 12 , 1, ¬ψ), which McKenzie will accept even if she is risk neutral. Under contra proferentem, on the other hand, she will end up either over insured (if she is sufficiently risk averse, and accepts the contract ( 43 , 1, ¬ψ)), or with no insurance (if she is relatively risk neutral). The observant reader will have noticed that in the preceding example, the set of expressible events under contra proferentem contains more states (in a weak sense) than the set of expressible events under pro proferentem.20 To be more precise, we can find an enumeration of the expressible events under each interpretative rule, Z1PP , Z2PP , . . . , ZkPP and Z1CP , Z2CP , . . . , ZkCP respectively, such that ZiPP ⊆ ZiCP for all i and ZiPP ( ZiCP for some i. This might suggest that full insurance is possible in more circumstances under contra than under pro proferentem, because there are more states that McKenzie might be unaware of and yet still obtain full insurance (assuming she is sufficiently risk averse). Even if it were possible to formalize an argument along these lines, it would not apply generally: in particular, there are examples of state spaces and languages where the sets of expressible events are ordered in the opposite direction. Suppose, for example, that X =



{ a, b, c} and the language contains just one atomic sentence, φ = ({ a, b}, X ). Then under pro preferentem, events ∅, { a, b}, and X can be expressed, while under contra proferentem, events ∅, {c}, and X can be expressed.



4.3



Consumer optimism: interpretation



Another way in which consumers could be optimistic relates to the interpretative rule itself. In this section, we analyze the case of an insured who is optimistic in the sense that she assumes that the court will interpret ambiguities in her favor regardless of the 20 Of



course, the two sets contain the same number of events—see the proof of Proposition 1.
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interpretative rule: whichever interpretative rule is actually employed by the court, the insured believes it will employ contra proferentem. This kind of optimism may be what Posner (1998, 107) is alluding to when he writes: “Insurance coverage will turn out to be less extensive than it appeared to be, if ambiguities in the insurance policy are resolved against the insured. The insurance company may be the superior bearer of this risk, too. Of course, if all interpretative doubts are resolved against the insurance company, its costs, and hence its premium rates, will be higher. But all this means is that the insured is buying some additional insurance, and probably insurance that he wants.” Not surprisingly, if consumers believe that the courts are employing contra proferentem, contra proferentem is more efficient than pro proferentem. To see why, first note that event Y is fully insurable under contra proferentem if and only if Y is expressible under contra proferentem, i.e. there exists some φ ∈ L such that CP(φ) = Y (see Lemma 1 above). On the other hand, while a necessary condition for Y to be fully insurable under pro proferentem is that there exists some φ ∈ L such that PP(φ) = Y, this condition is not sufficient if consumers believe the court is employing contra proferentem. Consider the following simple example. Example 2 The state space is X = { a, b}. There are two atomic sentences, φ = (∅, a) and ψ = ( a, X ). The loss event is Y = { a}. In equilibrium, the insurance companies will offer, and the insured will accept, the contract (0, 1, φ): although this contract never pays out, the insured believes she is fully insured. Note that the contract ( 21 , 1, ψ) would also break even for the insurance companies and would actually offer full insurance; but this contract would be rejected
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in favor of (0, 1, φ) by any risk-averse agent, since U (1) >



1 2



· U (1 12 ) + 21 · U ( 12 ) for all concave



U. While we finally have a theoretical argument in favor of contra proferentem as compared with pro proferentem, it relies on the assumption that consumers are optimistic in their interpretation of contractual language. It is not clear that there is empirical support for this assumption. The majority of the studies on optimism show that individuals are optimistic in terms of their assessment of the probabilities of bad events. While this may imply that they believe a given insurance contract offers them more insurance than it actually does (as we saw in the previous subsection), it does not imply that they make systematic errors (or are systematically optimistic) in interpreting language. Further, even if it is found that consumers do interpret contracts optimistically, a possible explanation is that courts do so too: optimistic consumer interpretation could be readily explained by the fact that courts use contra proferentem, even if the causal link is indirect. If consumer interpretations track court interpretations, we have an(other) argument21 for maintaining the interpretative rule currently in use, but not an ex ante reason to prefer one over the other.



5



Costs of writing contracts A second category of arguments in favor of contra proferentem is based on the idea



that this interpretative rule imposes the costs of ambiguity on the party who is better placed to either reduce those costs, or bear the costs if it is too costly to reduce them. For example, Zamir (1997, 1724) writes: “unclear contracts create uncertainty which imposes additional costs on risk-averse parties. Thus, the party who can more easily eliminate or 21 Compare



the discussion at the end of Section 4.1.
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reduce this uncertainty should be encouraged to do so (as long as the cost of elimination or reduction is not higher than the cost of the uncertainty itself). Ordinaily, this would be the party who drafts the contract.” Closely related is the idea that “contra proferentem is a ‘penalty default rule’ that facilitates information flow by making the drafter spell out the parties’ rights and duties or suffer dire consequences” (Horton 2009, 437, citing Ayres and Gertner 1989, 105 n. 80). To examine these claims, we adapt the model of contractual ambiguity presented above by introducing explicit costs of precision, capturing the idea that more precise contracts are most costly to draft than contracts containing ambiguities. As before, we start with a set X of equally likely states, and let Y ⊆ X be the loss event: the insured has income of $1 if the state x ∈ Y, and income of $2 otherwise. A contract is a triple C = ( p, π, φ), where p ∈ R is the premium, π ∈ R is the payout, and φ ∈ L is the condition. Instead of building up the language from a limited set of atomic sentences, however, we now assume that for every φ1 , φ2 ⊆ X, (φ1 , φ2 ) ∈ L, so every possible sentence can be expressed in the language. Note, in particular, that (Y, Y ) ∈ L, so it is possible to write a precise contract that pays out exactly when the loss event occurs. We assume, however, that precise contracts are more costly to draft than ambiguous contracts. The precision of a sentence (φ1 , φ2 ) can be measured by counting up the number of states in which the insured is either clearly covered or clearly not covered. The insured is clearly covered (i.e. covered under both readings of the sentence) in every state that is in both φ1 and φ2 , while the insured is clearly not covered (i.e. not covered under either reading of the sentence) in every state that is in neither φ1 nor φ2 . Thus formally, the precision function P : L → [0, 1] is given by:



P (φ1 , φ2 ) =



| X | + |φ1 ∩ φ2 | − |φ1 ∪ φ2 | |φ1 ∩ φ2 | + | X \ (φ1 ∪ φ2 )| = , |X| |X| 21



where the division by | X | is a normalization to obtain an index that ranges between 0 and 1. Note that any precise sentence, i.e. a sentence of the form (φ1 , φ), has a precision of 1, while the sentence (∅, X ) has a precision of 0. Assuming that cost of drafting a given sentence is strictly increasing in precision, the following result obtains: Proposition 2 1. If |Y | > | X |/2, then the insured strictly prefers a full insurance contract under contra proferentem to a full insurance contract under pro proferentem. 2. If |Y | < | X |/2, then the insured strictly prefers a full insurance contract under pro proferentem to a full insurance contract under contra proferentem. Proof. First consider, under contra proferentem, the cheapest way to draft a contract that pays out precisely in states in Y. The condition, (φ1 , φ2 ), must be such that φ1 ∪ φ2 = Y. Further, since we are looking for the cheapest such contract, the precision should be as low as possible, so we want φ1 ∪ φ = ∅. There a number of sentences satisfying these constraints: for example, the sentence (∅, Y ). The associated precision is | X | − |Y |. Similarly, the cheapest way to draft a contract under pro proferentem that pays out precisely in states Y is by using the sentence (for example) ( X, Y ), with associated precision | X |. Given competition among insurance companies, these contracts (which pay out $1 in all states x ∈ Y) must sell for a premium of |Y |/| X | (the expected payout) plus drafting costs. It follows that the insured will prefer the interpretive rule which results in lower drafting costs: contra proferentem if | X | − |Y | < |Y | ⇒ |Y | > | X |/2, or pro proferentem if



| X | − |Y | > |Y | ⇒ |Y | < | X |/2. Of course, the conclusion of this toy model should not be taken too literally: the model of drafting costs used here is crude, and drives the details of the proposition. The mechan22



ics of the result are instructive, however. The reason why one interpretative rule is better than another is not because it shifts the costs of ambiguity onto the insurance company, but simply because it makes certain interpreted contracts cheaper to express. Given that there is, even in a more general case, no reason to suppose that the costs of drafting a contract that achieves a certain end result if interpreted under contra proferentem will be either higher or lower than the costs of drafting a contract to achieve that same end result if interpreted under pro proferentem, there is no reason to prefer one rule over the other. In a sense, however, the model just described rejects the premise of the argument that contra proferentem is superior because it imposes the costs of ambiguity on the party most able to reduce it (or better equipped to bear it). For in the framework above, ambiguity creates no uncertainty under either interpretative rule—the parties can predict perfectly how any contract, however ambiguous, will be interpreted by the court once the interpretative rule has been fixed.22 Nevertheless, it is not clear that a valid case for contra proferentem can be made based on the costs of ambiguity even if those costs remain after the interpretative rule has been applied. To see why, consider the following simple example. Suppose that the state space X = { a, b, c, d}, and the loss event Y = { a, b}. There are two ambiguous sentences available (both of which are costless to use in a contract): ({ a}, { a, b}) and ({ a, b}, { a, b, c}; and there is also a single precise, costly sentence: ({ ab}, { ab}). Unlike in the preceding analysis, however, assume that the contracting parties do not know in advance when the court will find an ambiguous statement to be genuinely ambiguous. In particular, for any 22 Boardman



(2006) makes a similar argument to explain the “hidden allure” of ambiguous boilerplate provisions: once specific language, however poorly-drafted, has been interpreted by a court, future interpretation becomes more predictable, encouraging repeat usage. She further argues that contra proferentem exacerbates this problem, by providing predictability even when courts disagree about the correct interpretation of given language—such disagreement will be considered de facto ambiguity by future courts, who will then select the interpretation that favors the insured. While we agree that a clear interpretative rule such as contra proferentem may reduce incentives to draft clear contracts, we would argue that predictable interpretation is more important, from an efficiency standpoint, than facial clarity.
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sentence (φ1 , φ2 ), there is a probability 1/3 that the court will decide the the sentence is in fact precise and means φ1 , a probability 1/3 that the court will decide it is precise and means φ2 , and a probability 1/3 that the court will find the sentence to be ambiguous and apply an interpretative rule. Under contra proferentem, it is clear that the insurance companies will either offer a contract with condition ({ a}, { a, b}) (which pays out in state a one-third of the time, and in both a and b two-thirds of the time) or a contract with condition { a, b}, { a, b} (which always pays out in both states a and b). The insured will prefer the latter contract just if she is sufficiently risk averse and the cost of precision is sufficiently low. Similarly, under pro proferentem, the insurance companies will either offer a contract with condition ({ a, b}, { a, b, c}) (which pays out in states a and b two-thirds of the time, and in states a, b, and c one-third of the time) or a contract with condition { a, b}, { a, b} (which always pays out in both states a and b). Again, the insured will prefer the latter contract just if she is sufficiently risk averse and the cost of precision is sufficiently low. Given specific risk preferences, the insured may prefer contra proferentem or pro proferentem, but a generalization of this simple example will not reveal a systematic preference for one or the other. The “ambiguity-cost internalization” argument fails because as the example shows, even if there are genuine costs of ambiguity that are not eliminated by the application of an interpretative rule that makes the imprecise precise in a predictable manner, there is no reason to think that contra proferentem imposes more of those costs of ambiguity on the insurance company than does any other interpretative rule.23 Similarly, it is not true that in general contra proferentem places the risk of uncertainty about how the court will interpret the contract on the insurance company rather than on the insured. 23 It



may of course be the case that some interpretative rules reduce the costs of ambiguity more than others—intuitively, rules that are very predictable in application would result in lower costs of ambiguity. But to the extent that contra proferentem is a predictable rule, so too is pro proferentem.
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6



Conclusion This paper sets up a formal model of insurance contracting where the language in



which payout conditions are expressed is ambiguous. We use the model to compare contra proferentem, the interpretative rule that interprets ambiguities against the drafter (here, the insurance company) with the polar opposite rule that interprets in favor of the drafter. In particular, two sets of arguments that have been offered in the literature in favor of contra proferentem are considered. First, we consider arguments based on the idea that contra proferentem provides protection for unsophisticated insureds. The results of Section 4 find efficiency benefits for contra proferentem only in a very specific case: when the insured is optimistic in terms of how she interprets the contract, reading all ambiguities in her favor regardless of the interpretative rule actually adopted by the court. While there is evidence of optimism bias in the psychology literature, this bias typically takes the form of underestimating probabilities of bad events rather than optimistic interpretation of language. Second, we examine the claim that contra proferentem, by placing the costs of contractual ambiguities on the drafter, provides incentives to write optimally precise contracts, and imposes any remaining uncertainty in how the contract will be interpreted on the party more able to bear it. The analysis of Section 5 questions the premise of this argument: that contra proferentem imposes the costs of ambiguity on the drafter any more or any less than pro proferentem. If ambiguity is costly, both rules provide incentives for the drafter to write more precise contracts to the extent that it is efficient to do so: such contracts are more attractive to consumers, and firms wishing to survive in a competitive market will have no option but to offer optimal precision (and charge a higher premium to reflect the increased drafting costs).24 24 We



considered only the case of a competitive insurance market. The same basic argument would apply
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To summarize, it is hard to sustain a rigorous case for contra proferentem unless the insured is unsophisticated in a very specific way. Given that contra proferentem, along with any other categorical text-based rule of contract interpretation (including pro proferentem, for example), eschews traditional rules of interpretation that try to ascertain the intent of the parties, it is less likely to give them what they bargained for. Such categorical rules should therefore be avoided unless a strong case can be made for their efficiency. Some courts have recognized that “[t]he argument for contra proferentem is pretty feeble when the policyholder is a sophisticated commercial enterprise rather than an individual consumer.”25 The analysis above suggests that the argument may be feeble even when the policyholder is not sophisticated.
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