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An Economic Analysis of Extinctive Prescription

Tze-Shiou Chien(
I.


Law has its time dimension. The doctrine of (extinctive) prescription
 entitles the debtor, due to the lapse of time, to refuse performance demanded by the creditor. Recently, many countries have significantly modified their laws relating to prescription
 and some general or specific prescription regimes have been drafted on transnational and international levels.
 An economic analysis of prescription would help guide the reform and the law’s application. Unfortunately, in the economic analysis of law literature, prescription has been subsumed into adverse possession,
 which in nature is different from prescription although it is called acquisitive prescription in many civil law countries.  
In the current legal theories, it is said that the underlying policy of prescription is legal certainty. It seems contradictory to say that a right being cut short would promote legal certainty. Too short a right is worthless and then unstable. Furthermore, the effect of prescription only takes the dispute out of the courts and let the creditor and the debtor solve it themselves.
 It might become more difficult to settle disputes without the court’s intervention. 
Another policy consideration might be to protect the debtor from old claims because the lapse of time would make the debtor difficult to defend himself in court and it also allows the debtor entitled to assume that the creditor has abandoned his claim.
 This is not so obvious. It is true that the lapse of time would make evidence weakened. However, this weakening effect would work on both sides of the parties. Why should the law bias to the debtor? And the problem for allowing the debtor entitled to assume that the creditor has abandoned his claim is “how long is long?” On what reasons, the right of the creditor should be cut short? It is in the right direction that the creditor’s interest be taken into account and balance it with that of the debtor’s.
 However, this needs to be more precise. This paper would argue that to remedy the imbalance of depreciation rate of evidence between the debtor and the creditor is the foundation of the prescription. And the length of prescription period should be determined by minimizing the sum of the expected value loss of the claim (being cut short) and expected counter-depreciation cost (put up by the debtor).
In addition to this prevention of the creditor’s strategic move, a prescription might be imposed because without it the courts would incur too much cost to adjudicate a long drawn-out case.
 However, this consideration would only play a supplemental role in prescription. That is the ceiling of all prescription periods.

This two-tier formula would shed light on the following four controversial issues in the current laws. First, Should prescription apply to claims in rem? Second, a subjective or an objective system of prescription should be adopted? Third, should the parties be allowed to modify the period of prescription? Fourth, how the courts would fill the legal gap left by the absence of specific prescription provisions.  

The following section would discuss why adverse possession is different from prescription. The third section would investigate under what circumstances the creditor would delay his claims and how to determine the optimal period of prescription to counterbalance this strategic move of the creditor. After this section, the legal policy implications would be explored. The fourth section would argue that prescription should not apply to claims in rem. The fifth section would demonstrate why a subjective system is acceptable but the lengths of period of different kinds of claims should be different. The sixth section would discuss why the parties should be allowed to modify the period of prescription. The Seventh section would take Taiwan’s law as an example to demonstrate how a lack of economic understanding of prescription has distorted its analogical application to claims in public law.      
II.
Before the beginning of the economic analysis of prescription in this paper, it might be needed to justify why the economic analysis of adverse possession is not applicable in prescription. For adverse possession, third parties would be harmed and then the amount of exchange would decrease when the original right-holder can claim his right at any time even after he has not asserted his right for a period of time. The key for this reason to stand is that the adverse possessor has the appearance of right-holder so the third parties who transact with the adverse possessor based on this information should be protected to prevent his incurrence of too much cost on finding out who is the original right-holder.
 The rights which prescription deals with have no such characteristic. These rights are in personam. Third parties would hardly be disadvantaged due to the characteristics of non-exclusiveness and of the difficulty of noticing of these rights. Unless the debtor is in insolvency, third parties would get paid even the debtor bears more than one debt. A third party always bears the risk that the specific right to performance does not exist if he wants to buy it from the creditor because the right to performance, unlike a thing, is difficult to notice. 

III.


Why should the debtor need a prescription to protect him is the departure point for the analysis of prescription because in law, as a rule, it is the creditor who bears the burden to prove the existence of a debt once he brings a suit in the courts. And he who bears the burden of proof is susceptible to loss in litigation. Usually this built-in mechanism to protect the debtor would not collapse under the lapse of time because the time would work on both sides of the parties in litigation. However, there are some circumstances under which the debtor would be disadvantaged. This is that the rate of evidence depreciation of the debtor is larger than that of the creditor. Under this condition, the creditor might strategically delay his suit to take advantage of his slower depreciation rate of evidence.  


Figure 1 shows why the creditor would delay bringing his suit in the courts. In the figure, the horizontal axis is time and the vertical axis is value. MC is the marginal cost of time for the creditor which means the interest loss due to the delayed realization of the claim. Here the interest rate of each period is assumed the same, so the MC curve parallels the horizontal axis. MB is the curve of marginal benefit of time. When the creditor cannot benefit from his delaying bringing suits in the courts, the creditor’s MB is zero. So the MB curve is vertical and the creditor would not delay bringing his suit. The creditor brings suit at time t. However, when the depreciation rate of evidence for the creditor is slower than that of the debtor, the creditor has an incentive to delay bringing the suit and to exploit the gap. The larger the gap, the later the creditor would delay bringing his suit. The MB2 curve stands for the larger gap and MB1 stands for the smaller gap. As the figure shows, the creditor would bring his suit at time t2, later than t1, when the gap is larger.   
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Figure 2 shows how to determine the optimal period of prescription. When the gap of the depreciation of evidence occurs, the debtor has to incur cost MC to take measures to counter-balance his disadvantage. MB is the marginal value of the claim for the creditor. When MC equals MB, the social wealth is maximized. So the optimal period of prescription should be set at time t. As the figure shows, the larger the debtor’s disadvantage ( MC1), the shorter the optimal period of prescription.  
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Figure 3 shows when the value of the claim increases, i.e., from MB moving to MB2, then the optimal period of prescription should be longer, from t to t2.


IV.

There are two kinds of claim: in rem and in personam. In German and French Civil Codes,
 prescription applies to both claims. In practice, however, their courts have restricted the prescription to claims in personam only. The Principles of European Contract Law explicitly excludes claims in rem from the application of prescription.
 In Taiwan law, prescription does not apply to claims in rem arising from registered real estate.
 This compromised interpretation of law, however, has been challenged by some its Grand Justices and legal scholars.
The legal reason for excluding claims in rem from prescription is that the ownership by nature continuously confers the owner power to use or exclude and therefore a prescription of claim in rem is legally illogical. Under the theory of this paper, this is so because the claims in rem are necessarily based on the claimant’s alleging that the respondent is interfering his right in rem at the time of his bringing action. This litigation involves no issue concerning lapse of time. It is not possible for the claimant to take advantage of the different depreciation rates of evidence between him and the respondent because there is none. Accordingly, prescription does not apply here.   
V.


There are two models to determine the period of prescription. An objective model would give various prescription periods for different kinds of claims without taking into account whether the creditor knows the accrual of the claim. A subjective model would for all claims give a fixed period running from the moment the creditor knew or reasonably should have known the accrual of the claim. The Principles of European Contract Law adopted the latter approach.
 As above said that the underlying policy of prescription is to counter-balance the creditor’s incentive to move strategically to take advantage of the debtor, and then the creditor who does not know the accrual of right logically would not make strategic move to take advantage of the debtor. In addition, to prevent the creditor from taking secondary strategic move, the creditor who should have known the accrual of claim should be seen as the creditor who does know. 
The subjective approach, however, does not fully take into account the differentiated gaps of depreciation rate of evidence between the creditor and the debtor. A short period of prescription across the board would prevent the creditor from taking the strategic move. The Principles of European Contract Law gives it 3 years.
But it allows the parties by agreement to modify this default rule to alleviate the harshness of this short period of prescription.
 The problem is that for those claims which do not arise from contracts the creditor has no chance to initiate the negotiation to modify this short period of prescription. 

The period of prescription for a claim established by judgment or by similar instruments would be longer than that of a general claim because the issue of depreciation rate of evidence between the creditor and the debtor is no longer relevant.  The Principles of European Contract Law gives it 10 years.
    
VI.

Should the parties be allowed to modify the period of prescription? The Principles of European Contract Law answers it with yes.
 Under the theory of this paper, this approach is acceptable. Private autonomy is always the primary concern of private law. Judging from the facts that the debtor cannot reclaim his payment even he performs after the expiry of prescription period and the debtor’s acknowledgement would renew a period of prescription, the law should allow the parties to agree to modify the requirements for prescription. However, from prescription’s secondary concern of preventing the courts from incurring too much cost to adjudicating a long drawn-out case, a maximum period might be imposed. A maximum of thirty years is provided in the Principles of European Contract Law.     

VII.

The model developed in this paper would help courts fill the legal gap left by the absence of a prescription provision in the relevant law. In Taiwan, for some fees or assessments which cannot be classified as tax in the legal system, before the coming into force of the Administrative Procedure Act in 2001, article 113 of which provides a general 5 years prescription period for claims in public law, there exist no legal provision specifying the prescription period. At that time, Article 23 of the Tax Levy Act, however, does prohibit the state from collecting the tax after 5 years of the accrual of the claim. This is different from the Civil Code in which 15 years is the standard prescription period. The state argues that for those non-tax fees and assessments, the Civil Code’s 15-years period of prescription rather than the Tax Levy Act’s 5 years one should apply. From public choice perspective, this interpretation of law is no surprise. The state wants to collect more tax! However, this argument could only stand on lack of understanding the function of prescription. In public law, the state as a creditor, both in collecting tax and fees or assessments, enjoys the advantage of ascertaining the amount of payment and of the low cost of maintaining relevant evidence. In private law, as mentioned above, it is the creditor who bears the burden of proving the existence of the debt and therefore a long period of prescription would be appropriate as figure 2 shows. Earlier in the time, Taiwan’s administrative courts maintain the state’s position. Recently, they made a comprise to cut short the 15 years prescription period to maximum of 5 years after the coming into force of the Administrative Procedure Act.   

The contrast case is that for those claims in which individuals are the creditor and the state is the debtor, should the prescription period be the same 5 years? Article 28 of the Tax Levy Act says so. The principle of equality is the argument for this. From perspective of the theory developed in this paper, this cannot be. As said above, in the tax levy the state enjoys the asymmetric information advantage and this does not change when the state has to give back individuals overpayment which caused by the state either due to miscalculation or due to error in application of law. Once individuals and the state switch their legal positions of the creditor and the debtor, as figure 2 showing, the prescription period should not be the same. Recently, this inherent unfairness of current law has been exposed by a famous lawyer and subsequently roused public opinion. This year, Taiwan’s legislators duly revised the law and allowed individuals to claim their overpayment without time restriction.     
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� There are two kinds of prescription: Acquisitive and extinctive. The former would let a person get a positive right. In this paper, the term of prescription would only mean extinctive prescription unless explicitly meant otherwise. In common law and international conventions, prescription has been called limitation (period). Due to the fact that the discussion of limitation usually does not make such distinction and has seen limitation as a procedural rather than a substantive concept, the term prescription is used in this paper. This term is also adopted in Principles of European Contract Law ( PECL). As Zimmermann pointed out, liberative prescription is a more accurate term than extinctive prescription. However, the former term has conventionally been accepted. See Ole Lando, Eric Clive, Andre Prum, and Reihard Zimmermann ed., Principles of European Contract Law Part III 157-209 (2003).


� See Reinhard Zimmermann, The New German Law of Obligations: Historical and Comparative Perspective (2005); France has significantly revised its civil code in 2008.


� e.g., United Nations’ Commission on International Trade Law (UNCITRAL) Convention on the Limitation period in the International Sale of Goods (effective 1988); In 2004, UNIDROIT published a new version of Principles of International Commercial Contract (PICC), which contained a new chapter on prescription.


� In Peter Newman ed., The New Palgrave Dictionary of Economics and the Law (2002), there is no prescription entry and the entry of Statutes of Limitations is referred to Adverse Possession. Similarly, in Bouckaert, Boudewijn and De Geest, Gerrit (eds.), Encyclopedia of Law and Economics (2000), there is no entry of prescription or of statutes of limitation. 


� PECL Article 14:501 (General Effect): (1) After expiry of the Period of Prescription the debtor is entitled to refuse performance; (2) Whatever has been performed in order to discharge a claim may not be reclaimed merely because the period of prescription had expired.  


� See N. H. Andrews, Reform of Limitation of Actions: The Quest for Sound Policy, 57 Cambridge L.J. 589, 594 (1998); 


� See Ole Lando, Eric Clive, Andre Prum, and Reihard Zimmermann ed., Principles of European Contract Law Part III 159 (2003).


� See Yoram Barzel, A Theory of the State: Economic Rights, Legal Rights, and the Scope of the State 164 n.11 (2002).


� See Boudewijn Bouckaert and Ben W. F. Depoorter, Adverse Possession – Title Systems, in Boudewijn Bouckaert and Gerrit De Geest eds., Encyclopedia of Law and Economics 1200 (2000).


� See German Civil Code §197 I (1). French Civil Code Article 2227; Cass. civ. 3e, 22 juin 1983, RTDCiv. 1984, 744, obs. Giverdon; Cass. civ. 1re, 2 juin 1993, D. 1994, 593, note Fauvarque-Cosson.


� PECL Article 14:101 (Claims subject to Prescription): A right to performance of an obligation (“claim”) is subject to prescription by the expiry of a period of time in accordance with these Principles. 


� See Interpretations Nos. 107 & 164, Constitutional Court, Judicial Yuan, The Republic of China (Taiwan)   � HYPERLINK "http://www.judicial.gov.tw/constitutionalcourt/en/p03_01.asp?expno=107" ��http://www.judicial.gov.tw/constitutionalcourt/en/p03_01.asp?expno=107�; � HYPERLINK "http://www.judicial.gov.tw/constitutionalcourt/en/p03_01.asp?expno=164" ��http://www.judicial.gov.tw/constitutionalcourt/en/p03_01.asp?expno=164�。


� Article 14:203 PECL (Commencement): (1) The General period of prescription begins to run from the time when the debtor has to effect performance or, in the case of a right to damages, from the time of the act which gives rise to the claim. (2) Where the debtor is under a continuing obligation to do or refrain from doing something, the general period of prescription begins to run with each breach of the obligation. (3) The period of prescription set out in Article 14:202 begins to run from the time when judgment or arbitral award obtains the effect of res judicata, or the other instrument becomes enforceable, though not before the debtor has to effect performance.


Article 14:301 PECL (Suspension in case of Ignorance): The running of the period of prescription is suspended as long as the creditor does not know of, and could not reasonably know of : (1) the identity of the debtor; or (b) the facts giving rise to the claim including, in the case of a right to damages, the type of damage. 


� Article 14:201 PECL (General Period): The general period of prescription is three years.


� Article 14:601 PECL.


� Article 14:202 PECL (Period for a Claim Established by Legal Proceeding): (1)The period of prescription for a claim established by judgment is ten years. (2) The same applies to a claim established by an arbitral award or other instruments which is enforceable as if it were a judgment.


� Article 14:601 PECL (Agreements Concerning Prescription): (1) The requirements for prescription may be modified by agreement between the parties, in particular by either shortening or lengthening the periods of prescription; (2) The Period of prescription may not, however, be reduced to less than one set out in Article 14:203.
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